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PROPOSED  MELLON-DREYFUS  MERGER 


WEDNESDAY,  MARCH  2,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Oversight  and  Investigations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
2123,  Rayburn  House  Office  Building,  Hon.  John  D.  Dingell  (chair- 
man) presiding. 

Mr.  Dingell.  Today  and  tomorrow,  this  subcommittee  will  ex- 
plore public  policy  issues  raised  by  Mellon  Bank's  proposed  acquisi- 
tion of  the  Dreyfus  Corporation,  which  would  create  the  largest 
bank  mutual  fund  venture  in  the  United  States.  Because,  in  most 
circumstances,  bank  securities-related  activities  fall  outside  much 
of  existing  securities  regulation,  the  subcommittee  has  serious  con- 
cerns about  the  risk  of  consumer  confusion,  disregard  of  disclosure 
standards  and  suitability  considerations,  the  creation  of  conflicts  of 
interest,  lack  of  adequate  safeguards,  protection  of  consumers,  and 
careful  and  appropriate  regard  for  the  public  interest. 

As  the  SEC  will  testify  today,  bank  mutual  fund  activity  is  rap- 
idly increasing  with  assets  in  such  funds  increasing  29  percent 
since  December  31,  1992,  and  a  greater  role  for  banks  in  selling 
mutual  fund  shares  to  the  public.  Many  experts  suggest  that  other 
large  banks  are  watching  the  Mellon-Dreyfus  transaction  to  see  if 
and  how  they  can  climb  aboard  the  bandwagon. 

The  Glass-Steagall  Act,  a  long-standing  protection  from  the  inter- 
mingling of  banking  and  securities  activities  that  led  to  so  much 
grief  in  the  Great  Depression,  has  been  eroded  by  bank  regulators 
and  by  the  courts.  The  question  before  us  is  do  we  dare  risk  repeat- 
ing the  same  kind  of  abuses  that  led  to  the  enactment  of  Glass- 
Steagall  in  the  first  instance.  Put  another  way,  can  the  bank  regu- 
lators protect  the  investing  public  to  the  same  degree  that  the  secu- 
rities regulators  do?  And,  indeed,  do  they  have  the  will,  the  intent, 
the  knowledge  and  the  skill  to  do  so? 

Some  believe  that  this  kind  of  transaction  significantly  increases 
the  risk  to  investors.  As  one  prominent  mutual  fund  manager 
views  it,  and  I  now  quote,  "Banks  are  greedy  little  suckers  who  are 
going  to  hurt  the  public  by  not  informing  them  of  the  risks,"  in- 
volved in  mutual  funds.  But  you  need  not  take  the  view  that  I've 
just  quoted  to  see  that  the  Federal  banking  law  simply  does  not 
have  the  protections  for  investors  afforded  under  the  securities 
laws,  nor  do  Federal  bank  regulators  have  an  enviable  track  record 
of  aggressive  investor  protection.  All  we  have  to  do  is  look  at  the 
savings  and  loan  scandal  and  the  cost  to  the  taxpayers  that  this 
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has  occasioned  to  understand  that  that  fact  is  so.  Another  question: 
are  we  setting  ourselves  up  for  the  same  level  of  regulatory  effec- 
tiveness that  led  to  the  savings  and  loan  fiasco? 

Other  banks  are  presently  engaged  in  mutual  fund  sales  and  re- 
lated investment  advice,  but  none  on  the  scale  envisioned  by  the 
Mellon-Dreyfus  transaction.  Presumably,  no  one  is  arguing  that  it 
is  acceptable  to  allow  this  or  any  other  transaction  to  be  approved 
simply  because,  and  I  now  quote,  "Other  banks  are  doing  it."  Not 
closing  the  barn  door  because  a  few  horses  have  escaped  is  silly. 
Investor  protection  should  be,  and  must  be,  paramount.  What  we 
learned  from  a  review  of  this  transaction  will  likely  argue  for  sub- 
stantial changes  in  the  statutory  and  regulatory  treatment  of  exist- 
ing bank  mutual  fund  operations. 

Today's  hearing  will  outline  the  current  regulatory  scheme  for 
bank  securities  activity  and  the  risks  to  the  investing  public  that 
arise  from  bank  mutual  fund  operations.  Tomorrow's  hearing  will 
focus  on  how  the  Comptroller  of  the  Currency  views  this  activity 
and  how  the  parties  to  the  Mellon-Dreyfus  transaction  have  at- 
tempted, on  a  voluntary  basis,  to  address  the  very  real  dangers 
that  are  apparent  here. 

The  first  witness  here  today  will  be  the  Honorable  Arthur  Levitt, 
Chairman  of  the  Securities  and  Exchange  Commission.  We  wel- 
come him  in  his  first  appearance  before  the  subcommittee,  and  look 
forward  to  his  testimony  on  the  shortcomings  of  the  current  regu- 
latory structure  for  the  securities  activities  of  banks.  He  will  be 
joined  by  Barry  Barbash,  Director  of  the  Division  of  Investment 
Management. 

The  second  panel  of  witnesses  will  consist  of  prosecutors  and  a 
civil  attorney  involved  in  the  Charles  Keating/Lincoln  Savings  and 
Loan  matter.  These  men  and  women  have  seen  first-hand  the 
wreckage  that  can  result  from  bank  sales  of  securities,  even  when 
paper  protections  were  present.  We  are  grateful  to  them  for  their 
work  on  the  matter,  as  well  as  for  their  sharing  their  views  on  the 
implications  of  this  matter  to  the  public  and  to  the  investors. 

The  third  panel  today  is  going  to  be  comprised  of  consumer  rep- 
resentatives who  have  done  what  bank  regulators  thus  far  have 
not — actually  tested  the  paper  protections  offered  by  banks  and  ac- 
tually asked  consumers  what  they  do  and  do  not  understand.  These 
witnesses  will  be  and  should  be  viewed  by  regulators  and  the  Con- 
gress as  a  cautionary  reality  check. 

The  committee  wants  to  thank  all  of  our  witnesses  today  for  dis- 
cussing matters  of  great  importance  from  the  standpoint  of  the 
public  interest. 

The  Chair  now  recognizes  my  distinguished  friend  from  Colorado, 
Mr.  Schaefer,  for  such  statement  as  he  chooses  to  make. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman.  As  you  stated,  today's 
hearing  of  the  subcommittee  begins  2  days  of  testimony  regarding 
the  proposed  merger  of  Mellon  Bank  Corporation  and  Dreyfus  Cor- 
poration. This  merger  has  raised  a  number  of  issues  because  of  its 
size  and  the  range  of  the  financial  and  investment  services  that 
will  be  available  to  customers  at  Mellon  Bank  branches. 

This  subcommittee  has  a  long-standing  interest  in  the  Nation's 
financial  markets,  and  in  the  functional  differences  between  the 
various  segments  of  these  markets.  This  subcommittee  has  held  a 


number  of  hearings  over  the  years  on  the  effect  of  changes  in  the 
financial  markets  and  the  perceived  dangers  to  the  consumer  that 
occur  when  the  lines  between  banking  and  securities  begin  to  blur 
a  bit. 

The  transaction  that  we  are  beginning  to  examine  today  is  not 
a  small  one.  It  has  been  valued  at  $1.85  billion.  It  is  my  under- 
standing that  after  the  merger  is  completed,  should  it  be  allowed 
to  go  through,  Mellon  Bank  will  be  the  largest  bank  mutual  fund 
adviser  in  the  country,  with  over  4  percent  of  all  mutual  fund  as- 
sets. 

The  proposed  merger  is  one  of  the  most  significant  financial 
transactions  in  recent  years,  and  while  it  would  certainly  not  be 
the  first  merger  of  a  bank  and  a  mutual  fund  company,  its  sheer 
size  could  lead  to  a  rush  of  similar  mergers.  The  big  question  we 
need  to  be  asking  ourselves  is,  are  there  sufficient  consumer  safe- 
guards under  current  law  to  safely  permit  a  merger  of  this  type 
and  scope?  If  not,  what  further  protections  are  needed  to  prevent 
customer  confusion  and  minimize  the  possibility  of  catastrophic 
losses  to  unsophisticated  investors? 

As  the  chairman  pointed  out,  the  S&L  problems,  the  scandal  and 
what  it  has  cost  us  to  bail  out  through  the  RTC  is  unbelievable, 
and  I  think  that  none  of  us  want  to  get  into  that  situation  again. 

I  look  forward  to  the  testimony  presented  in  the  next  2  days,  and 
I  certainly  thank  the  chairman  for  holding  these  hearings. 

Mr.  DiNGELL.  The  Chair  wants  to  thank  my  good  friend. 

[The  prepared  statement  of  Hon.  Carlos  J.  Moorhead  follows:] 

Statement  of  Hon.  Carlos  J.  Moorhead 

Thank  you,  Mr.  Chairman.  The  subcommittee  during  the  next  2  days  will  be  ex- 
amining the  proposed  merger  of  Mellon  Bank  Corporation  and  the  Dreyfus  Corpora- 
tion. This  is  indeed  a  huge  transaction — valued  at  $1.85  billion — which,  should  it 
occur,  would  propel  Mellon  Bank  into  the  forefront  of  the  mutual  fund  business  in 
this  country. 

Whether  this  is  a  good  thing  or  a  bad  thing  depends  to  a  large  extent  on  how 
well  informed  the  customers  of  the  new  entity  are.  Will  they  know  when  they  are 
buying  mutual  funds  from  their  bank  that  such  funds,  while  offering  a  higher  rate 
of  return  than  an  FDIC  insured  bank  deposit,  are  also  riskier?  I  understand  that 
Mellon  and  Dreyfus  have  taken  steps  to  attempt  to  alleviate  this  possible  confusion, 
and  I  look  forward  to  hearing  more  about  those  efforts. 

These  hearings  promise  to  add  to  this  committee's  record  of  closely  monitoring  the 
changes  taking  place  in  our  Nation's  capital  markets,  and  I  look  forward  to  the  tes- 
timony we  will  hear  in  this  regard.  Thank  you,  Mr.  Chairman. 

Mr.  DiNGELL.  The  Chair  now  wants  to  welcome  you,  Mr.  Levitt, 
to  the  subcommittee. 

As  you  know,  we  have  been  friends  a  long  time.  I  have  had  the 
opportunity  to  know  you  and  to  respect  you,  and  to  observe  your 
dedication  to  the  public  interest.  As  you  know,  I  welcomed  your  se- 
lection for  the  Chairmanship  of  the  SEC,  and  I  am  delighted  to 
have  you  before  the  subcommittee.  I  hope  you  feel  welcome  here. 

Mr.  Levitt.  Thank  you  very  much. 

Mr.  DiNGELL.  And  you,  Mr.  Barbash.  Thank  you  for  being  with 
us.  We  appreciate  your  courtesy  to  us  today. 

Gentleman,  it  is  the  rule  of  the  subcommittee  that  all  witnesses 
be  sworn  and  testify  under  oath.  Do  either  of  you  object  to  testify- 
ing under  oath?  It  is  the  right,  gentlemen,  of  all  witnesses  who  ap- 
pear before  the  subcommittee  to  be  advised  by  counsel  since  they 


do  testify  under  oath.  Do  either  of  you  desire  to  be  advised  by  coun- 
sel during  your  appearance? 

Mr.  Levitt.  No. 

Mr.  Barbash.  No. 

Mr.  DiNGELL.  Gentlemen,  the  Chair  advises  then  that  copies  of 
the  rules  of  the  subcommittee,  and  of  the  House  of  Representatives 
are  there  before  you  in  the  red  and  the  blue  books  for  your  infor- 
mation as  you  appear  and  testify  before  us. 

Gentlemen,  if  you  will  then  please  rise  and  raise  your  right 
hands. 

[Witnesses  sworn.] 

Mr.  DiNGELL.  Gentlemen,  you  may  each  consider  yourselves 
under  oath.  The  Chair  now  recognizes  you  for  such  statement  as 
you  choose  to  give. 

TESTIMONY  OF  HON.  ARTHUR  LEVITT,  JR.,  CHAIRMAN,  SECU- 
RITIES AND  EXCHANGE  COMMISSION,  ACCOMPANIED  BY 
BARRY  P.  BARBASH,  DIRECTOR,  DIVISION  OF  INVESTMENT 
MANAGEMENT 

Mr.  Levitt.  Chairman  Dingell  and  members  of  the  subcommit- 
tee, I  appreciate  this  opportunity  to  appear  before  you  on  behalf  of 
the  Securities  and  Exchange  Commission.  Accompanying  me  this 
morning  is  Barry  Barbash,  the  Director  of  the  Division  of  Invest- 
ment Management.  We  are  here  today  to  discuss  the  concerns  that 
Mellon  Bank's  acquisition  of  the  Dreyfus  Corporation  raises  regard- 
ing the  current  regulatory  structure  governing  the  securities  activi- 
ties of  banks. 

Now  is  the  time  for  us  to  take  action  on  the  issue  of  functional 
regulation.  This  proposed  merger,  which  will  create  the  largest 
bank  mutual  fund  operation  in  the  United  States  with  4  percent 
of  all  mutual  fund  assets,  I  think  provides  us  with  the  perfect  op- 
portunity to  plan  ahead.  It  provides  the  ideal  backdrop  to  ensure 
that  the  American  people  will  never  see  their  financial  regulators 
pointing  their  fingers  at  one  another  about  who  let  what  slip 
through  the  cracks  of  oversight. 

The  $1.85  billion  of  Mellon-Dreyfus  is  just  one  of  the  most  strik- 
ing examples  of  the  recent  growth  of  bank  involvement  in  the  mu- 
tual fund  industry.  Today,  113  banks  and  bank  subsidiaries  advise 
almost  1000  mutual  funds  with  $204  billion  in  assets,  which  is 
more  than  10  percent  of  total  mutual  fund  assets. 

Banks  also  are  increasingly  active  in  public  sales  of  mutual  fund 
shares,  by  some  estimates,  accounting  for  more  than  one-third  of 
all  new  sales  of  money  market  funds.  Under  the  current  law,  banks 
that  act  directly  as  broker-dealers  or  investment  advisers  are  ex- 
cluded from  the  Securities  Exchange  Act  of  1934  and  the  Invest- 
ment Advisers  Act  of  1940. 

These  exclusion  date  from  a  time  when  banks  were  insignificant 
participants  in  the  securities  business  mostly  because  of  the  re- 
strictions of  the  Glass-Steagall  Act.  Applying  broker-dealer  and  ad- 
viser regulation  to  banks,  therefore,  seemed  unnecessary  at  that 
time. 

Those  days  have  passed,  and  this  vintage  structure  makes  less 
sense  in  the  1990's  when  the  interpretation  of  the  Glass-Steagall 


Act  has  been  broadened  piecemeal  without  the  benefit  of  a  sound 
statutory  foundation  of  functional  regulation. 

Banks  already  are  major  participants  in  the  securities  markets, 
and  it  is  likely  that  their  role  will  continue  to  grow  as  their  cus- 
tomers move  from  insured  deposits  into  mutual  funds  and  other 
uninsured  securities  products.  Will  the  bank  exclusions,  a  historical 
vestige  of  a  simpler  time,  continue  in  effect? 

Because  of  its  size,  the  Mellon-Dre3^us  merger  dramatically  high- 
lights the  SEC's  concerns  regarding  the  current  regulatory  struc- 
ture governing  the  securities  activities  of  banks.  If  the  merger  is 
completed  as  originally  proposed,  Dreyfus  is  going  to  become  a  sub- 
sidiary of  Mellon  Bank,  not  the  Mellon  holding  company.  Dre3^us 
will  remain  subject  to  oversight  under  the  Federal  securities  laws 
only  because  it  has  agreed  to  remain  a  separate  entity,  at  least  for 
the  time  being. 

If  the  bank  were  to  choose  to  conduct  these  same  activities  itself 
directly,  and  not  through  a  separate  corporation,  the  framework  of 
the  Federal  securities  laws  would  not  apply.  The  concern  that  the 
Federal  securities  laws  should  apply  to  bank  securities  activities, 
and  in  particular  to  bank  mutual  fund  sales,  arises  from  three  pol- 
icy objectives. 

First,  protecting  investors  by  avoiding  overreaching  and  confu- 
sion. Second,  ensuring  undivided  loyalty  to  the  customer  by  avoid- 
ing potential  conflicts  of  interest  between  banks  and  their  affiliated 
mutual  funds.  Third,  ensuring  that  investor  protection,  rather  than 
bank  safety  and  soundness  and  depositor  protection,  remains  the 
foremost  concern  of  regulation,  examination,  and  enforcement  pro- 
grams. 

Although  the  parties  to  the  Mellon-Dreyfus  transaction  have 
taken  voluntary  steps  to  address  many  of  these  concerns,  there  is 
no  guarantee  that  the  relationship  between  the  mutual  fund  activi- 
ties and  banking  activities  will  not  change  in  the  future  because  of 
either  economic  or  competitive  pressures.  And  no  statutory  safe- 
guards apply  to  the  growing  number  of  banks  that,  like  Mellon,  are 
expanding  their  bank  mutual  fund  activities. 

This  is  just  the  beginning.  These  banks  should  not  have  the  op- 
tion of  declining  to  submit  to  securities  regulation. 

Of  course,  a  major  danger  fostered  by  the  current  regulatory 
structure  is  that  investors  may  not  realize  that  the  mutual  fund  or 
other  security  sold  to  them  by  or  through  their  bank  is  not  feder- 
ally insured. 

The  SEC  has  long  been  at  the  forefront  of  publicizing  this  dan- 
ger. Last  May,  the  Commission  staff  took  this  issue  head  on  by  re- 
quiring prospectus  cover  pages  of  bank-marketed  mutual  funds, 
and  funds  with  names  that  are  similar  to  banks,  to  prominently 
disclose  that  the  shares  are  not  insured. 

We  sponsored  an  eye-opening  survey  which  demonstrated  that  66 
percent  of  bank  mutual  fund  shareholders  believed  that  their  funds 
were  insured.  And  we  are  actively  working  with  the  mutual  fund 
industry  to  close  the  regulatory  gaps  through  investor  guides  and 
investor  bulletins  and  whatever  other  devices  can  be  employed  to 
change  this  very  serious  misperception. 

Some  policymakers  ask  whether  cooperation  between  the  SEC 
and  other  Federal  banking  regulators  is  the  answer  to  these  con- 


cems.  In  fact,  because  of  efforts  that  Comptroller  Ludwig  and  I  ini- 
tiated, the  SEC  and  the  banking  agencies  have  been  working  to- 
gether on  an  informal  basis  for  some  time. 

However,  I  would  say  that  these  efforts  are  merely  a  stopgap. 
They  make  the  best  of  a  difficult  situation  by  relying  largely  on 
personal  relationships  and  personal  goodwill.  Joint  regulatory  and 
inspection  efforts,  I  think,  can  never  really  substitute  for  institu- 
tional relationships  grounded  in  sound  public  policy  and  written 
into  law  after  years  and  years  of  experience  that  will  survive  long 
after  I  and  other  current  regulators  have  left  our  offices. 

To  replace  this  patchwork  quilt,  I  would  hope  that  Congress  can 
ensure  that  the  expert  securities  regulator  designated  nearly  60 
years  ago,  the  SEC,  can  protect  investors  through  uniform  rules 
consistently  applied  to  all  participants  in  the  securities  markets. 
Five  basic  points  demonstrate  the  urgent  and  compelling  need  for 
functional  regulation: 

First,  investor  protection  must  be  the  priority  when  banks  en- 
gage in  securities  activities.  Bank  safety  and  soundness  and  protec- 
tion of  the  bank's  depositors  are  certainly  appropriate  priorities 
when  regulating  banking  activities  that  concern  taxpayer  insured 
funds.  But  there  are  other  priorities  when  it  comes  to  regulating 
bank  activities  in  the  securities  marketplace. 

The  banks'  customers  in  its  securities  activities  have  different  in- 
terest from  the  banks'  depositors  and  the  FDIC  and  other  regu- 
lators. I  think  one  of  the  great  SEC  Chairman  in  history,  William 
Cary,  put  it  better  than  anything  I  could  think  of  when  he  said  in 
1963:  "The  great  objectives  of  banking  regulation  are  controls  over 
the  flow  of  credit  in  the  monetary  system,  the  maintenance  of  an 
effective  banking  structure,  and  the  protection  of  depositors.  [But] 
these  objectives  neither  utilize  the  same  tools  nor  achieve  the  same 
results  as  [SEC  standards  of]  investor  protection." 

Second,  investors  deserve  a  single  consistent  standard  of  protec- 
tion, whether  they  purchase  securities  from  a  bank  or  a  registered 
broker-dealer.  Currently,  investors  who  purchase  securities  directly 
from  banks  are  not  protected  by  the  securities  regulatory  scheme 
that  exists  for  broker-dealer,  and  a  comparable  scheme  simply  does 
not  exist  under  banking  law. 

For  example,  bank  securities  sales  personnel  are  not  subject  to 
a  uniform  qualification,  examination,  and  disciplinary  program 
that  focuses  on  the  potential  for  abuse  that  exists  in  connection 
with  securities  activities. 

Third,  customer  confusion  about  bank  sold  securities  simply  has 
to  be  eradicated.  Sales  of  mutual  funds  conducted  in  a  bank's  lobby 
next  to  the  very  windows  which  take  bank  deposits,  or  sales  con- 
ducted by  bank  employees,  may  mislead  customers  into  believing — 
and  indeed  they  have  misled  customers  into  believing — that  these 
mutual  funds  may  be  federally  insured. 

Common  or  similar  names  may  also  mislead  bank  customers.  In 
spite  of  voluntary  measures  and  efforts  by  banking  regulators,  re- 
cent surveys — led  by  an  SEC-sponsored  survey  that  was,  I  might 
add,  corroborated  by  at  least  two  subsequent  surveys  conducted  by 
other  organizations — indicate  a  troubling  degree  of  investor  confu- 
sion about  the  status  of  their  investment  in  bank  mutual  funds. 


Fourth,  functional  regulation  would  certainly  be  more  rational 
than  our  current  patchwork  system.  In  an  era  of  regulatory  consoli- 
dation and  reinventing  government,  a  separate  regulatory  scheme 
is  certainly  redundant  and  wasteful  from  the  taxpayer's  perspec- 
tive— it  hardly  seems  appropriate  for  the  Federal  bank  regulators 
to  hire  and  train  what  becomes  no  more  than  a  "mini-SEC"  staff. 

Finally,  functional  regulation  would  eliminate  the  existing  regu- 
latory gaps.  Under  the  fragmented  regulatory  scheme  enforced 
today,  the  Commission  is  unable  to  supervise  securities  activities 
conducted  directly  by  banks.  In  an  increasingly  complex  and  inter- 
connected financial  services  marketplace  there  is  an  increased  dan- 
ger that  fraud  one  day  might  simply  slip  through  the  cracks  be- 
cause the  SEC  lacks  full  access  to  records  in  an  examination.  This, 
I  think,  is  a  significant  and  an  avoidable  systemic  risk. 

The  Commission  believes  that  these  concerns  have  really  been 
fully  addressed  by  functional  regulation  and  the  bill  to  address  that 
program  introduced  by  Chairmen  Dingell  and  Markey  and  Con- 
gressmen Moorhead  and  Fields — H.R.  3447.  The  Commission 
strongly  supports  this  bill  as  a  means  of  enhancing  investor  protec- 
tion and  eliminating  the  current  regulatory  duplication  and  vul- 
canization that  inevitably  result  from  Federal  statutory  exclusions 
for  bank  securities  activities. 

H.R.  3447  would  promote  consistent,  functional  regulation  of  all 
market  participants  that  offer  the  same  products  and  perform  the 
same  functions.  It  would  apply  proven,  legally  enforceable  broker- 
dealer  competency  standards,  supervision  requirements,  suitability 
and  sales  practice  rules,  and  financial  responsibility  requirements 
to  banks  and  bank  employees  involved  in  securities  sales. 

The  bill  would  also  address  the  conflicts  of  interest  between 
banks  and  their  affiliated  investment  companies.  The  SEC  is 
pleased  to  reiterate,  reinforce  and  restate  its  support  for  H.R.  3447, 
and  to  urge  its  prompt  enactment. 

Mr.  Chairman,  I  welcome  the  opportunity  to  be  before  you  today, 
and  to  address  questions  that  you  or  your  colleagues  may  have. 

[Testimony  resumes  on  p.  32.] 

[The  prepared  statement  of  Mr.  Levitt  follows:] 


TESTIMONY  OF 


ARTHUR  LEVITT,  CHAIRMAN 
U.S.  SECURITIES  AND  EXCHANGE  COMMISSION 


Chainnan  Dingell  and  Members  of  the  Subcomminee: 

I  appreciate  this  opportunity  to  appear  before  the  Subcommittee  on  Oversight  and 
Investigations,  on  behalf  of  the  Securities  and  Exchange  Commission,  to  comment  on  the 
proposed  acquisition  of  The  Dreyfus  Coiporation  ("Dreyfus")  by  Mellon  Bank,  N.A.  and  its 
parent  bank  holding  company,  Mellon  Bank  Corporation  ("Mellon").   The  Mellon/Dreyfus 
merger  will  result  in  the  largest  bank  mutual  fund  operation  in  the  United  States.    As  such, 
it  raises  in  the  most  dramatic  context  to  date  the  Commission's  concerns  regarding  the 
current  regulatory  structure  governing  the  securities  activities  of  banks.   My  testimony  today 
will  focus  on  these  concerns,  especially  the  functional  regulation  issues  that  are  highlighted 
by  the  proposed  transaction.    I  also  will  comment  on  H.R.  3447,  a  functional  regulation  bill 
introduced  by  Chairmen  Dingell  and  Markey  and  Congressmen  Moorhead  and  Fields,  which 
the  Commission  strongly  supports. 

I.         The  Proposed  Mellon/Dreyfus  Transaction 

On  December  6,  1993,  Mellon  and  Dreyfus  announced  their  agreement  to  merge  in  a 
transaaion  valued  at  $1.85  billion.  1/   If  the  merger  is  completed  as  originally  proposed, 
Dreyfus  will  become  a  subsidiary  of  Mellon  Bank.    Dreyfus  is  a  registered  investment 
adviser  that  advises  mutual  funds  with  $72.2  billion  in  assets  (the  sixth  largest  famUy  of 
mutual  funds  in  the  United  States).  II   Ranked  by  asset  size,  MeUon  is  the  21st  largest  bank 
holding  company  in  the  United  States.    Mellon  Bank,  its  lead  banking  subsidiary,  is 
currently  22nd  among  banks  in  mutual  fund  assets  under  management.   Mellon  Bank  already 


1/         S^  MeUon  Bank  &  Dreyfus,  "Mellon  Bank  Corporation  and  the  Dreyfus  Corporation 
to  Merge  in  Stock  Transaction  Valued  at  $1.85  BUlion,"  Dec.  6,  1993. 

2/         S^  Upper  Analytical  Services.  Lipper  Directors'  Analytical  DaU  (4th  ed.  1993) 
("Lipper  Directors'  Data").    All  asset  figures  are  as  of  September  30.  1993. 


2 
advises  one  family  of  funds,  the  Laurel  fiinds;  in  addition,  its  parent  company  recently 
acquired  the  investment  adviser  to  The  Boston  Company  funds.    Once  the  pending  merger  is 
completed,  Mellon  Bank  and  its  affiliates,  including  Dreyfus,  will  be  the  largest  bank  mutual 
fund  investment  adviser,  with  $76.8  billion  in  mutual  fund  assets  under  management.    This 
represents  four  percent  of  all  mutual  fiind  assets,  y 

The  Mellon/Dreyfus  merger  is  the  most  striking  example  of  the  recent  growth  of 
bank  involvement  in  the  mutual  fund  industry.    Currently  113  banks  or  bank  subsidiaries 
advise  943  mutual  funds  4/  and  bank  mutual  funds  have  $204  billion  in  assets,  an  increase 
of  29%  since  December  31,  1992.  5/   Banks  also  are  increasingly  artive  in  selling  mutual 
fund  shares  to  the  public.  6/ 

The  Mellon/Dreyfus  merger  underscores  the  Commission's  longstanding  concerns 
with  the  existing  statutory  scheme,  which  permits  bank  securities  activities  to  take  place 


3/         Additional  details  regarding  the  proposed  merger  between  Mellon  and  Dreyfus  were 
set  forth  in  a  letter  from  Chairman  Arthur  Levitt  to  Chairmen  John  D.  Dingell  and 
Henry  B.  Gonzalez  (January  7,  1994),  enclosing  a  memorandum  from  the  Division  of 
Investment  Management  and  Office  of  General  Counsel  (collectively,  the  "Mellon 
Letter.") 

4/         See  Lipper  Analytical  Services,  Lipper  Bank  Related  Fund  Analysis  (2d  ed.  1993). 

5/         See  id.    Commentators  have  noted,  however,  that  a  large  part  of  this  growth  is  from 
the  conversion  of  bank  trust  assets  to  mutual  funds,  rather  than  from  retail  sales.    See 
M.  Moore,  "As  Trust  Conversions  Dry  Up,  What's  Next,"  American  Banker.  July  7, 
1993,  at  14.    Mutual  fund  assets  ovendl  now  exceed  $2  trillion,  an  increase  of  26 
percent  since  December  1992.    S^  Investment  Company  Institute  ("ICI")  Press 
Release  No.  94-02,  Jan.  27,  1994,  at  4. 

6/        In  the  fu-st  half  of  1992,  banks  reportedly  accounted  for  one-third  of  all  new  sales  of 
money  market  funds  and  14  percent  of  all  new  sales  of  long-term  funds.    Sge  ICI, 
"Mutual  Fund  Statistics  for  the  Bank  Distribution  Channel,"  May  1993;  "Banks 
Turning  to  Mutual  Funds  as  Shares  in  Household  Assets,  Credit  Decline,"  BNA 
Banking  Daily.  Dec.  21,  1993.    More  generally,  "nearly  one-quarter  of  America's 
14,(X)0-odd  banks  do  some  sort  of  brokerage  business."    The  Economist.  Nov.  6, 
1993,  at  105,  106. 
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outside  the  framework  of  the  federal  securities  laws.    These  concerns  include:   the  risk  of 
investor  confusion;  the  potential  for  conflicts  of  interest  to  arise  between  banks  and  their 
affiliated  mutual  funds;  and  the  need  for  regulation,  examination,  and  enforcement  programs 
that  focus  on  investor  protection,  rather  than  bank  safety  and  soundness  and  dqx)sitor 
protection.  II  Although  the  parties  to  the  Mellon/Dreyfus  transaction  are  adopting  voluntary 
restraints  to  address  many  of  these  issues,  £/  there  is  no  guarantee  that  they  will  adhere  to 
these  measures  in  the  future  if  faced  with  economic  and  competive  pressures.    In  addition, 
no  legally  mandated  safeguards  apply  to  the  growing  number  of  banks  that,  like  Mellon,  are 
expanding  their  bank  mutual  fiind  activities  (if,  for  the  time  being,  on  a  smaller  scale). 
These  banks  should  not  have  the  option  of  declining  to  submit  to  securities  regulation. 


7/         For  earlier  statements  of  the  Commission's  views  on  these  issues,  s^.  e.g.. 

testimony  of  Chairman  Breeden  Before  the  Subcommittee  on  Telecommunications  and 
Finance  of  the  House  Committee  on  Energy  and  Commerce  Concerning  H.R.  797 
(June  20,  1991);  testimony  of  Chairman  Breeden  Before  the  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs  Concerning  S.  543  and  S.  713  (May  7,  1991); 
testimony  of  Chairman  Breeden  Before  the  Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Insurance  of  the  House  Committee  on  Banking,  Finance 
and  Urban  Affairs  Concerning  H.R.  1505,  H.R.  6,  and  H.R.  15  (April  30,  1991); 
statement  of  Chairman  Ruder  Before  the  Subcommittee  on  Telecommunications  and 
Finance  of  the  House  Committee  on  Energy  and  Commerce  Concerning  Financial 
Services  Reform  and  Modification  or  Repeal  of  the  Glass-Steagall  Act  (April  13, 
1988);  statement  of  Chairman  Ruder  Before  the  Subcommittee  on  Telecommunica- 
tions and  Finance  of  the  House  Committee  on  Energy  and  Commerce  Concerning  the 
Reform  of  the  Nation's  Banking  and  Financial  System  (Dec.  9,  1987);  statement  of 
Chairman  Ruder  Before  the  Senate  Committee  on  Banking,  Housing  and  Urban 
Affairs  Concerning  Repeal  of  the  Glass-Steagall  Act,  S.  1886,  and  S.  1891  (Dec.  3, 
1987);  testimony  of  Chairman  Ruder  Before  the  Subcommittee  on  Telecommunica- 
tions and  Finance  of  the  House  Committee  on  Energy  and  Commerce  Concerning 
Structure  and  Regulation  of  the  Financial  Services  Industry  (Oct.  5,  1987); 
Memorandum  of  the  SEC  to  the  Subcommittee  on  Telecommunications  and  Finance 
of  the  House  Committee  on  Energy  and  Commerce  Concerning  Financial  Services 
Deregulation  and  Repeal  of  the  Glass-Steagall  Act  (April  11,  1988). 

8/        See  Mellon  Letter;  letter  from  Frank  V.  Cahouet,  Chairman,  President,  and  CEO, 
Mellon  Bank  Corporation,  and  Howard  Stein.  Chairman  and  CEO,  The  Dreyfus 
Corporation,  to  Chairman  John  D.  Dingell  (Feb.  18,  1994). 
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Under  the  existing  statutory  framework,  banks  are  excluded  from  the  federal 
regulatory  scheme  for  broker-dealers  and  investment  advisers.  9/   These  bank  exclusions 
date  from  a  time  when  banks  were  insignificant  participants  in  the  securities  business,  and 
applying  broker-dealer  and  adviser  regulation  to  banks  was  therefore  unnecessary.    That 
time  has  passed.    Banks  already  are  major  participants  in  the  securities  maricets,  and  it  is 
likely  that  bank  involvement  in  securities  activities  will  continue  to  grow  as  their  customers 
move,  with  encouragement  from  the  banks,  from  insured  deposits  into  mutual  funds  and 
other  securities  products  that  are  uninsured.  10/   Yet  the  bank  exclusions,  a  historical 
vestige  of  a  simpler  time,  continue  in  effect. 

The  proposed  Mellon/Dreyfus  merger,  by  virtue  of  its  scope  alone,  demonstrates  that 
the  need  for  consistent  and  comprehensive  regulation  of  bank  securities  activities  is  more 
pressing  than  ever.    Securities  activities  need  to  be  subject  to  functional  regulation:    uniform 
rules  that  are  consistently  applied  by  one  expert  regulator  to  all  market  participants, 
regardless  of  whether  they  are  banks  or  securities  firms.    The  following  points  illustrate  why 
functional  regulation  is  necessary  in  the  current  market  environment: 


9/         This  testimony  focuses  throughout  on  banks'  direct  securities  activities.    Bank 

affiliates  and  subsidiaries  that  engage  in  securities  activities,  unlike  banks  that  engage 
in  such  activities  directly,  are  not  excluded  from  regulation  under  tbe  federal 
securities  laws;  affiliates  and  subsidiaries  must  register  with  the  Commission  and 
comply  with  the  same  requirements  applicable  to  other  broker-dealers  and  investment 
advisers. 

10/       The  American  Bankers  Association  has  predicted  that  "[s]ometimfc  in  the  next  few 
months,  and  probably  sooner  rather  than  later,  mutual  ftind  assets  will  exceed  total 
commercial  bank  deposits.    Already  mutual  funds  hold  a  bit  more  than  $2  trillion, 
while  bank  deposits  stand  at  about  $2.4  trillion."    Bankers  News,  vol.  2,  issue  4, 
Feb.  15,  1994,  at  7.    Similariy,  the  San  Francisco  Federal  Reserve  Bank  has 
identified  an  ongoing  "secular  shift"  from  bank  intermediation  of  funds  toward 
mutual  fund  intermediation.    See  "Banks  Turning  to  Mutual  Funds  as  Shares  in 
Household  Assets,  Credit  Decline,"  BNA  Banking  Daily.  Dec.  21,  1993. 
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•  The  existing  regulatory  system  needs  to  be  rationalized.   The  existing  regulatory 
scheme  for  banlc  securities  activities  simply  makes  no  sense.    While  bank  affiliates  and 
subsidiaries  that  engage  in  securities  activities  must  register  with  the  Commission  like  any 
other  broker  or  dealer,  banks  that  engage  directly  in  securities  activities  continue  to  be 
exempt  from  broker-dealer  regulation.    In  short,  the  law  elevates  corporate  form  over 
substance.    The  unique  treatment  afforded  bank  securities  and  mutual  fund  activities  also 
stands  in  contrast  to  the  regulatory  schemes  for  bank  municipal  and  government  securities 
activities,  which  are  regulated  under  the  federal  securities  laws.    Finally,  the  continued 
existence  of  a  separate  regulatory  scheme  for  banks  makes  little  sense  in  an  era  of  regulatory 
consolidation.    At  a  time  when  government  resources  are  strained,  it  hardly  seems 
appropriate  for  the  federal  bank  regulators  to  hire  and  train  a  "mini-SEC"  staff,  to  perform 
potentially  duplicative  and  overlapping  examinations,  when  a  government  agency  already 
exists  to  do  the  job. 

•  Regulatory  gaps  need  to  be  eliminated.   Under  the  existing  fragmented  regulatory 
scheme,  the  Commission  is  unable  to  supervise  bank  securities  activities,  which  are  an 
increasingly  important  segment  of  the  securities  industry.    As  the  regulator  charged  with 
oversight  of  the  securities  markets,  the  Commission  needs  to  have  a  comprehensive  view  of 
those  markets  and  the  participants  in  them.    Our  nation's  capital  markets  are  the  largest, 
best,  and  most  liquid  in  the  world,  but  their  continued  success  depends  in  considerable  part 
on  fair  and  effective  regulation,  and  public  confidence  in  that  system  of  regulation. 

•  Investors  deserve  a  single,  consistent  standard  of  protection,  whether  they 
purchase  securities  from  a  bank  or  a  registered  broker-dealer.   Currently,  investors  who 
purchase  securities  directly  from  banks  are  not  protected  by  the  securities  regulatory  scheme 
that  exists  for  broker-dealers.     While  banks  that  sell  securities  and  advise  investment 
companies  are  excluded  from  federal  securities  regulation,  federal  banking  law  does  not 
provide  a  comparable  regulatory  scheme  for  bank  securities  activities.    For  example,  bank 
securities  sales  personnel  are  not  tested  for  competence,  nor  are  they  subject  to  an 
examination  and  disciplinary  program,  such  as  the  program  administered  by  the  National 
Association  of  Securities  Dealers,  Inc.  ("NASD"),  that  focuses  on  the  potential  for  abuse 
that  exists  in  connection  with  securities  activities. 

•  Investor  protection  must  be  a  priority.   Bank  regulation  and  examination  generally 
seek  to  ensure  bank  safety  and  soundness  and  depositor  protection.   Thus,  bank  regulators 
typically  focus  on  maintaining  the  institution,  rather  than  on  investor  protection.    Notably, 
the  guidelines  issued  recently  by  the  federal  banking  regulators  are  not  enforceable  by  the 
banking  regulators  or  by  bank  customers.    Moreover,  federal  banking  laws  do  not  generally 
contain  private  rights  of  action  for  investors  and  there  is  no  banking  laws  counterpart  to  the 
securities  arbitration  scheme  for  bank  securities  investors.    In  contrast,  investor  protection  is 
paramount  under  the  federal  securities  laws,  and  the  Commission's  enforcement  program  is 
driven  by  investor  protection  principles. 

•  Customer  confusion  about  bank-sold  securities  needs  to  be  eradicated.   Sales  of 
mutual  funds  conducted  in  a  bank's  lobby  or  through  bank  employees  may  mislead 
customers  into  believing  that  the  mutual  funds  are  federally  insured.    Common  or  similar 
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names  may  also  mislead  bank  customers.  W   Despite  voluntary  measures  and  efforts  on  the 
part  of  banking  regulators,  recent  surveys  indicate  a  troubling  degree  of  investor  confusion 
about  the  uninsured  status  of  bank  mutual  funds.  12/ 


The  Commission  believes  these  concerns  are  fully  addressed  by  H.R.  3447,  which 
the  Commission  strongly  supports.  Clearly,  today's  maiicet  realities  indicate  that  the  time 
has  come  for  Congress  to  eliminate  the  existing  statutory  exclusions  for  banks. 

The  remainder  of  this  statement  provides  more  comprehensive  historical  and 
background  information  on  the  existing  regulatory  structure  for  bank  securities  activities.   It 
also  comments  in  greater  detail  on  H.R.  3447. 


11/       The  Commission's  staff  expressed  its  concern  about  the  risk  of  customer  confusion 
last  May  when  it  required  any  mutual  fund  whose  shares  are  sold  by  or  through  a 
bank  to  disclose  prominently,  on  the  cover  page  of  its  prospectus,  that  shares  in  the 
fund  are  not  deposits  or  obligations  of,  or  guaranteed  or  endorsed  by,  the  bank,  and 
that  the  shares  are  not  federally  insured  by  the  Federal  Deposit  Insurance  Corporation 
or  any  other  agency.    See  Letter  from  Barbara  J.  Green,  Deputy  Director,  Division 
of  Investment  Management  to  Registrants  (May  13,  1993). 

12/       Sec,  e.g..  Testimony  of  Chairman  Arthur  Levitt  Before  the  Securities  Subcommittee 
of  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs  (Nov.  10,  1993); 
Joint  News  Release  of  the  American  Association  of  Retired  Persons,  Consumer 
Federation  of  America,  and  North  American  Securities  Administrators  Association 
(Jan.  13,  1994).    The  Commission  is  currently  in  the  process  of  planning  further 
surveys,  in  coordination  with  the  federal  banking  regulators,  to  ascertain  the  extent  of 
investor  confusion.    Concerns  on  this  score  are  heightened,  moreover,  by  recent 
press  reports  which  suggest  that  bank  salespeople  may  be  disregarding  disclosure 
standards  and  suitability  considerations  when  they  recommend  investments.    See 
"Should  You  Buy  Mutual  Funds  from  Your  Bank?",  Consumer  Reports.  March  1994. 
at  148;  S.  Lipin,  "U.S.  Warns  Banks  on  Failure  to  Comply  with  Guidelines  in 
Selling  Mutual  Funds,"  Wall  St.  Journal.  Nov.  8,  1993,  at  A16;  K.  Holliday,  M. 
Moore,  &  K.  Talley,  "Spot  Check  Finds  Failures  to  Warn  About  Fund  Risks," 
American  Banker.  Nov.  29,  1993,  at  1. 
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n.        Existing  Regulatory  Structure  for  Bank  Securities  Activities 

A.    Historical  Background 

When  the  Securities  Exchange  Act  of  1934  ("Exchange  Act")  was  enacted,  banks 
were  excluded  frojn  the  regulatory  scheme  provided  for  brokers  and  dealers,  based  in  large 
part  on  the  assumption  that  the  Glass-Steagall  Act  barred  banks  from  engaging  in  most 
securities  activities. 13/   Although  that  presumption  may  have  been  warranted  at  the  time,    it 
is  no  longer  valid.    Over  the  last  two  decades,  the  federal  banking  regulators  have 
expansively  interpreted  the  Glass-Steagall  Act  in  a  manner  that  permits  banks  to  engage  in  a 
wide  range  of  brokerage  and  other  securities  activities  that  are  comparable  to,  and 
competitive  with,  services  offered  by  registered  broker-dealers.    Because  the  statutory 
exclusions  remain  in  place,  however,  banks  that  engage  in  securities  activities,  including 
sales  of  mutual  funds  and  other  securities  to  the  investing  public,  have  the  option  of 
conducting  those  activities  outside  the  framework  of  the  federal  securities  laws. 

Based  on  the  same  reading  of  the  Glass-Steagall  Act,  banks  were  (and  remain) 
excluded  from  federal  regulation  as  investment  advisers  under  the  Investment  Advisers  Act 
of  1940.   Thus,  even  though  banks  now  provide  investment  advice  to  a  wide  range  of 
individuals  and  registered  investment  companies,  they  do  so  outside  the  regulatory  structure 
established  under  the  federal  securities  laws.    The  Commission  is  not  expressly  authorized  to 
conduct  inspections  of  banks  that  serve  as  investment  advisers  --  a  limitation  which  in  turn 


13/       See  Stock  Exchange  Regulation:    Hearings  on  H.R.  78.52  and  H.R.  8720  Before  the 
House  Comm.  on  Interstate  and  Foreign  Commerce.  73d  Cong.,  2d  Sess.  86  (Feb. 
16,  1934)(statement  of  Thomas  G.  Corcoran,  an  administration  spokesman  and  a 
principal  drafter  of  the  Exchange  Act). 
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hinders  the  Commission's  ability  to  oversee  the  operations  of  the  banks'  affiliated  investment 
companies. 

Federal  banking  law,  moreover,  does  not  fill  the  significant  gaps  created  by  the  bank 
exclusions  contained  in  the  federal  securities  laws.  As  illustrated  below,  developments  over 
the  past  two  decades  have  only  caused  the  gaps  to  grow  wider. 

The  Commission  first  analyzed  the  regulatory  scheme  for  bank  securities  activities  in 
1977,  when  it  issued  a  Report  on  Bank  Securities  Activities  ("Bank  Study"),  as  mandated  by 
Section  llA(e)  of  the  Exchange  Act.  14/  Because  bank  securities  activities  were  far  less 
extensive  at  that  time  than  they  are  today,  the  Commission  did  not  recommend  ftill  broker- 
dealer  registration  for  banks  engaging  in  securities  activities.    Instead,  the  Commission 
recommended  the  enactment  of  legislation  that  would  require  the  federal  banking  agencies  to 
adopt  and  enforce,  in  consultation  with  the  Commission,  specific  rules  governing  the 
conduct  of  banks  engaged  in  securities  activities,  with  a  mandate  to  provide  investor 
protection.    In  addition,  the  Commission  urged  that  bank  employees  and  bank  examiners 
receive  specific  training  in  the  securities  laws  and  practices  of  the  securities  markets. 
Finally,  the  Commission  recommended  that  the  federal  banking  agencies  be  required  to 
consult  regularly  with  the  Commission  regarding  their  securities  examination  programs, 
share  information  regarding  examination  results,  and  inform  the  Commission  of  actual  or 
potential  violations  of  the  federal  securities  laws. 

In  response  to  the  Bank  Study,  the  federal  banking  regulators  indicated  that  they 
could  adopt  the  necessary  regulations  without  a  Congressional  mandate.    The  federal  banking 

14/  Sge  Report  on  Bank  Securities  Activities  of  the  Securities  and  Exchange  Commission 
Pursuant  to  Section  1 1  A(e)  of  the  Securities  and  Exchange  Act  of  1934  (Public  Law 
94-29),  August  1977. 
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regulaton,  however,  eventually  adopted  only  limited  recordkeeping  and  confirmation 
requirements  for  securities  transactions.    The  other  recommendations  of  the  Bank  Study 
were  not  implemented. 

In  the  early  1980s,  banks  began  to  offer  publicly-advertised  discount  brokerage 
services.    Because  the  bank  regulatory  scheme  made  no  provision  for  investor  protection,  the 
Commission  responded  to  this  development  in  1985  by  adopting  Rule  3b-9,  which  would 
have  required  banks  engaged  in  public  brokerage  business  to  register  with  the  Commis- 
sion. 15/   However,  Rule  3b-9  was  struck  down  by  the  courts.  16/   The  Commission 
subsequently  recommended  that  Congress  enact  the  Bank  Broker-Dealer  Act,  legislation  that 
would  have  brought  most  bank  broker-dealer  activities  within  the  regulatory  framework 
established  under  the  federal  securities  laws,  jj/ 

B.        Overview  of  Current  Regulaton-  Structure 

Before  turning  to  recent  developments  relating  to  bank  securities  activities,  it  is 
important  to  consider  the  existing  regulatory  structure  for  bank  securities  activities  and  some 
of  the  more  significant  regulatory  disparities  that  exist  with  respect  to  bank  broker-dealer 
and  investment  adviser  activities. 


15/       At  the  time  Rule  3b-9  was  proposed,  Commission  staff  negotiated  extensively  with 
OCC  staff  in  an  attempt  to  agree  on  a  joint  position  regarding  when  bank  securities 
activities  should  be  moved  into  separate  subsidiaries.    However,  the  OCC  staff 
ultimately  determined  not  to  proceed  with  a  counterpart  rulemaking  project.    See   49 
Fed.  Reg.  15089  (Apr.  17,  1984),  withdrawn  in  50  Fed.  Reg.  31605  (Aug.  5,  1985). 

16/       ABA  V.  SEC.  804  F.2d  739  (1986),  rehlg  denied.  No.  86-80  (D.C.Cir.  Jan.  12, 
1987). 

17/       The  Bank  Broker-Dealer  Act  was  introduced  in  the  Senate  by  Senator  D'Amato  on 
May  8,  1987,  and  in  the  House  by  Congressman  Markey  on  May  28,  1987,  but  was 
never  passed. 
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Qgngral     Banking  regulation  has  tradiiionaDy  focused  on  the  safety  and  soundness  of 
the  banking  system  and  the  protection  of  depositors  as  opposed  to  investor  protection  and  the 
maintenance  of  fair  and  orderly  markets.    Federal  banking  law  has  no  statutory  counterpart 
to  the  federal  securities  regulatory  scheme.    Moreover,  at  present,  federal  banking  regulation 
does  not  provide  a  comprehensive  regulatory  scheme  for  bank  securities  activities. 

Bank  Broker-Dealer  Activities    With  the  exception  of  limited  recordkeeping  and 
confinnation  requirements  relating  to  bank  securities  transactions,  federal  banking 
regulations  do  not  specifically  address  direct  bank  securities  activities.  IS/   Notobly,  banks 
do  not  have  to  register  or  meet  securities-related  financial  responsibility  requirements  in 
order  to  engage  in  direct  securities  activities.  15/   Moreover,  federal  deposit  insurance 
coverage  does  not  extend  to  customers'  securities  accounts  (unlike  coverage  provided  by  the 
Securities  Investor  Protection  Coiporation  ("SIPC")). 

Most  critical  to  investors,  however,  is  the  fact  that  banking  regulations  contain  no 
provisions  comparable  to  the  federal  securities  law  rules  respecting  securities  training. 


W      S^.  for  example,  12  C.F.R.  §§  12.1-12.7,  12  CFR  §§  344.1-344.7,  and  12  CFR  § 
208. 8(k).   The  discussion  that  follows  excludes  the  Federal  Reserve  Board's  so- 
called  "Section  20"  orden  and  the  FDIC's  regulation  governing  "bona  fide  securities 
subsidiaries,"  12  CFR.  §  337.4.   Those  orders  and  rules  apply  to  bank  affiliates 
and  subsidiaries  -  not  to  direct  bank  securities  activities,  the  subject  of  this 
testimony. 

19/       National  banks  that  engage  directly  in  securities  activities  do  so  under  their  authority 
to  engage  in  activities  that  are  "incidental  to  banking."   Federal  banking  regulators 
do  not  have  formal  advance  notice  of  such  "incidental"  securities  activities,  making  it 
difficult  for  such  agencies  to  get  a  complete  view  of  a  bank's  overall  activities.    §£g, 
6i,  D.  Cope,  "Agencies  Face  Tough  Job  in  Gathering  Fund  Data,"  American 
Banker,  Jan.  31,  1994,  at  18;  see  also  "GAO  to  Send  Banks  Questionnaire  on  Mutual 
Fund  Activity,"  Wall  Street  Letter.  Feb.  14,  1994,  at  7. 


18 


11 

qualification,  suitability,  and  other  sales  practice  issues.  2Q/   For  example,  federal  banking 
law  contains  no  counteipart  to  the  testing  and  qualifications  programs  (e.g..  the  Series  7 
examination)  administered  by  the  securities  self-regulatory  organizations  ("SROs"). 
Moreover,  bank  securities  customers  have  no  formal  avenue  of  redress  for  complaints.   The 
federal  banking  laws  do  not  generally  contain  private  rights  of  action  for  investors,  21/  and 
there  is  no  banking  law  counterpart  to  the  securities  arbitration  scheme  for  bank  securities 
investors. 

Finally,  banking  agency  enforcement  programs  historically  have  not  emphasized 
investor  protection.    In  fact,  it  appears  that  the  federal  banking  regulators  generally  seek  to 
minimize  disclosure  of  their  enforcement  actions  against  banks.  22/  This  is  in  contrast  to 
the  Commission's  enforcement  program,  which  fully  and  aggressively  informs  the  investing 


20/       These  issues  were  discussed  previously  in  a  Memorandum  of  the  Securities  and 

Exchange  Commission  to  the  Subcommittee  on  Telecommunications  and  Finance  of 
the  House  Committee  on  Energy  and  Commerce  Concerning  Financial  Services 
Deregulation  and  Repeal  of  the  Glass-Steagall  Act  (April  11,  1988). 

21/       See,  e^.  In  re  Fidelity  Bank  Trust  Fee  Litigation.  839  F.  Supp.  318  (E.D.  Pa. 

1993);  In  re  Coresutes  Trust  Fee  Litigation.  837  F.  Supp.  104  (E.D.  Pa.  1993).    Of 
course,  banks  are  subject  to  section  10(b)  of  the  Exchange  Act  and  Rule  lOb-5 
thereunder,  so  bank  customers  can  presumably  bring  private  rights  of  action  against 
banks  under  these  provisions.    But  see  Simpson  v.  Mellon  Bai&.  N.A..  [Current] 
Fed.  Sec.  L.  Rep.  (CCH)  1  98,027  (E.D.  Pa.  1993)  (National  Bank  Act  preempts 
application  of  federal  securities  laws  in  case  challenging  reasonableness  of  sweep  fees 
charged  by  national  bank:    "The  comprehensiveness  of  the  National  Bank  Act  in 
addressing  the  fees  charged  by  banks  as  fiduciaries  excludes  application  of  the  federal 
securities  law  [even  though  customers  had  no  private  right  of  action  under  the 
National  Bank  Act  with  respect  to  such  fees].") 

22/       While  the  banking  agencies  are  required  to  "publish  and  make  available  to  the 

public"  fmal  orders  issued  in  connection  with  enforcement  proceedings,  the  banking 
agencies'  releases  usually  do  not  describe  the  nature  of  the  violation  and  the 
enforcement  action  taken.    12  U.S.C.  §  1818(u).   Rather,  the  releases  are  lists  of 
enforcement  actions  that  typically  only  include  the  docket  number,  names  of  the 
parties  involved,  the  type  of  action,  the  date  of  the  action,  and  whether  the  action 
was  by  consent.    It  is  difficult  for  an  investor  to  determine  from  the  listings  which 
proceedings  are  of  interest  in  order  to  request  copies  of  documents  of  specific  fmal 
actions  from  the  banking  agencies. 
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public  of  enforcement  actions  under  the  federal  securities  laws.    Commission  and  SRO 
disciplinary  proceedings  are  matters  of  public  record.    Commission  press  releases  describe 
the  nature  of  the  proceedings  and  the  identity  of  the  parties  disciplined.   In  addition,  (as 
mandated  by  the  Exchange  Act),  the  NASD  operates  an  "800"  number  hotline  which  allows 
investors  to  obtain  information  about  the  disciplinary  and  civil  liability  records  of  broker- 
dealers'  registered  representatives. 

Bank  Investment  Adviser  Activities.     Although  bank  fiduciary  activities  are  subject 
to  inspection  by  the  federal  banking  regulators,   there  is  currently  a  regulatory  gap  when 
banks  act  as  advisers  to  registered  investment  companies.    Bank  inspections  do  not  focus  on 
issues  such  as  conflicts  of  interest  under  the  Investment  Company  Act,  nor  are  they 
coordinated  with  Commission  insp)ection  and  enforcement  efforts,  which  focus  on  such 
securities  law  issues.    While  Commission  examiners  inspect  bank-advised  investment 
companies,  they  cannot  also  examine  the  bank  adviser's  books  and  records  because  bank 
advisers  are  not  required  to  register  with  the  Commission  as  investment  advisers.    This 
limitation  impairs  the  Commission's  ability  to  examine  investment  companies  and  enforce 
their  compliance  with  the  federal  securities  laws. 

The  lack  of  express  authority  to  review  a  bank's  investment  adviser  activities 
particularly  hinders  the  Commission's  ability  to  evaluate  potential  conflicts  of  interest  when 
the  bank  acts  as  an  adviser  to  an  investment  company.    For  example,  in  order  to  determine 
whether  an  adviser  is  allocating  securities  transactions  in  a  manner  that  is  fair  to  all  of  its 
advisory  clients,  including  an  investment  company,  the  Commission's  examination  staff  must 
have  access  to  records  reflecting  securities  transactions  for  all  of  the  advisers'  clients. 
When  the  adviser  to  an  investment  company  is  a  bank,  however,  the  Commission  staff  does 
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not  have  express  authority  to  review  the  adviser's  records  relating  to  cUents  other  than  the 
investment  company.  23/ 

A  bank  that  advises  mutual  funds  faces  other  potential  conflicts  of  interest  that  are 
not  regulated  by  banking  law.   To  address  such  conflicts  of  interest,  the  Commission  has 
supported  legislation  that  would  amend  the  Investment  Company  Act  of  1940  to:  (i)  prohibit 
an  investment  company  from  borrowing  from  an  affiliated  bank;  (ii)  prohibit  an  investment 
company  from  purchasing  securities  in  an  underwriting  when  the  proceeds  of  that 
underwriting  will  be  used  to  retire  debt  owed  by  the  issuer  to  an  affiliated  bank;  (iii) 
prohibit  an  investment  company's  investment  adviser  that  also  acts  as  trustee  for  trust  clients 
from  voting  on  behalf  of  those  clients  to  continue  its  service  as  the  investment  adviser  when 
that  continued  relationship  is  not  in  the  shareholders'  best  interest;  and  (iv)  prohibit  an 
investment  company  from  using  an  affiliated  bank  as  a  custodian.     These  are  the  types  of 
abuses  that  existed  historically  and  contributed  to  the  adoption  of  the  Glass-Steagall  Act 
prohibitions.    Although  many  of  the  Glass-Steagall  prohibitions  have  been  eroded,  provisions 
have  not  been  enacted  to  address  these  potential  conflicts. 

C.        Recent  Developments  Relating  to  Bank  Securities  Activities 

Against  the  backdrop  of  this  limited  regulatory  environment  and  liberal  interpretations 
of  the  Glass-Steagall  Act  by  the  federal  banking  agencies,  there  has  been  an  ongoing 


23/       Notably,  a  recent  Commission  enforcement  cases  involved  a  mutual  adviser's  unfairly 
allocating  securities  transactions.    The  adviser's  employees  delayed  designating  the 
account  for  which  trades  were  conducted  until  after  the  trades  were  executed  and  then 
allocated  more  favorable  trades  to  a  private  profit-sharing  plan  for  the  adviser's 
employees  and  less  favorable  trades  to  the  adviser's  public  mutual  funds.   The 
Commission  required  the  adviser  to  pay  $9.2  million  in  compensation  to  the  funds' 
shareholders.    See  In  the  maner  of  Kemper  Financial  Services.  Inc..  Investment 
Advisers  Act  Release  No.  1387  (Oct.  20,  1993). 
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expansion  of  bank  securities  and  mutual  fund  activities.    In  particular,  in  recent  years  bank 
involvement  in  direct  sales  of  mutual  funds  and  other  securities  has  grown  significantly.   In 
addition,  banks  have  become  increasingly  involved  in  advising  registered  investment 
companies. 

These  developments  have  sparked  new  interest  in  the  issue  of  the  appropriate 
regulation  of  bank  securities  activities.    Of  particular  concern  have  been  various  investor 
protection  issues,  particularly  the  problem  of  investor  confusion  as  to  common  name  funds 
and  deposit  insurance  protection.    In  response,  in  1993  the  four  federal  banking  regulators 
separately  issued  "guidelines"  designed  to  address  some  of  the  investor  protection  issues 
raised  by  bank  securities  and  mutual  fund  sales.  24/   These  guidelines  rqiresented 
recognition  by  the  federal  banking  agencies  of  the  shortcomings  in  their  regulatory  structure 
for  bank  securities  activities.    The  banking  agencies  subsequently  issued  a  joint  interagency 
statement  intended  to  consolidate,  standardize,  and  supersede  the  earlier,  separate 
guidelines.25/ 

The  guidelines  contained  in  the  recent  Interagency  Statement  do  not  succeed, 
however,  in  creating  a  regulatory  scheme  comparable  to  regulation  under  the  federal 
securities  laws.    As  "guidelines,"  rather  than  regulations,  they  are  generally  hortatory  in 
nature  and  are  not  legally  enforceable  by  the  bank  regulators  or  by  bank  customers. 
Moreover,  the  guidelines  do  not  establish  clear  and  uniform  standards  of  conduct  for  banks 

24/       See  OCC  Banking  Circular  No.  274  (July  19,  1993);  letter  from  Richard 

Spillenkothen,  Director,  Federal  Reserve  Division  of  Banking  Supervision  and 
Regulation,  on  "Separation  of  Mutual  Fund  Sales  Activities  from  Insured  Deposit- 
Taking  Activities"  (June  17,  1993);  FDIC  Supervisory  Statement  on  State 
Nonmember  Bank  Sales  of  Mutual  Funds  and  Annuities  (Oct.  8,  1993);  OTS  Bulletin 
23-1,  "Guidance  on  the  Sale  of  Uninsured  Products"  (Sept.  7,  1993). 

25/       See  "Interagency  Statement  on  Retail  Sales  of  Nondeposit  Investment  Products,"  Feb. 
15,  1994,  at  2,  n.l. 
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engaged  directly  in  securities  activities.    The  standards  are  general  in  nature,  and  banks  are 
given  wide  latitude  to  establish  procedures  and  policies  to  implement  them.    For  example, 
the  new  Interagency  Statement  advises  banks  to  "ensure  that  [their]  personnel  who  are 
authorized  to  sell  nondeposit  investment  products  or  to  provide  investment  advice  with 
respect  to  such  products  are  adequately  trained  with  regard  to  the  specific  products  being 
sold  or  recommended."  26/   The  Statement  does  not,  however,  establish  anything 
approaching  the  NASD's  uniform  and  comprehensive  scheme  for  testing  and  qualification  of 
broker-dealer  personnel.    Similarly,  the  discussion  of  suitability  and  sales  practices  contained 
in  the  Interagency  Statement  does  not  even  make  reference  to  the  NASD's  long-established 
Rules  of  Fair  Practice.    Finally,  the  recent  guidelines  raise  serious  potential  problems  of 
regulatory  overlap  and  conflict  in  their  provisions  for  banking  regulator  oversight  of 
registered  broker-dealers  that  assist  banks  in  the  sale  of  securities  products. 

Although  these  recent  efforts  are  laudable,  they  do  not  address  the  fundamental 
disparities  between  the  bank  securities  regulatory  scheme  and  the  protections  afforded 
investors  under  the  federal  securities  laws. 

in.       H.R.  3447 

H.R.  3447,  the  "Securities  Regulatory  Equality  Act,"  would  provide  for  functional 
regulation  of  bank  securities  activities,  thus  eliminating  the  anachronistic  disparities  in  the 
existing  regulatory  structure.     The  Commission  strongly  supports  H.R.  3447.    As  stated  in 
a  memorandum  accompanying  a  recent  letter  from  Chairman  Levitt  to  Chairman  Dingell: 


26/       Interagency  Statement  at  1 1 . 
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H.R.  3447  would  serve  investors  by  applying  proven,  legally 
enforceable  broker-dealer  competency  standards,  supervision 
requirements,  suitability  and  sales  practice  rules,  and  fmancial 
responsibility  requirements  to  banks  and  bank  employees  involved  in 
securities  sales.    The  legislation  would  address  the  conflicts  of  interest 
between  banks  and  their  affiliated  investment  companies  ....   In 
general,  by  eliminating  the  unconditional  bank  exclusions  in  the  federal 
securities  laws,  H.R.  3447  would  promote  consistent,  functional 
regulation  of  all  market  participants  that  offer  the  same  products  and 
perform  the  same  functions.  22/ 

The  bill  would  eliminate  the  outmoded  broker-dealer  exemptions  for  banks,  and 
would  require  most  bank  securities  activities  to  be  moved  into  separate  corporate  entities 
subject  to  the  federal  regulatory  scheme  for  brokers  and  dealers  generally.    H.R.  3447 
would  also  eliminate  from  the  federal  securities  laws  certain  exemptions  for  banks'  pooled 
investment  and  investment  advisory  activities.    In  addition,  the  bill  would  subject  bank  and 
thrift  securities  (but  not  deposit  instruments)  to  the  registration  requirements  of  the  Securities 
Act  of  1933  (the  "Securities  Act")  and  would  consolidate  within  the  Commission  jurisdiction 
over  periodic  reporting  by  banks  and  thrifts  under  the  Exchange  Act.    What  follows  is  a 
more  detailed  discussion  of  some  of  H.R.  3447's  provisions. 

A.        Broker-Dealer  Regulation 

The  broker-dealer  provisions  of  H.R.  3447  are  built  on  a  sound  and  simple  principle: 
banks  that  sell  securities  should  be  subject  to  the  same  rules  as  all  other  securities  firms  ~ 
no  more  and  no  less  stringent.    H.R.  3447  would  largely  eliminate  the  exemptions  in  the 
federal  securities  laws  for  banks  that  engage  in  broker-dealer  activities.    Part  A  of  Title  I  of 
the  bill  would  require  most  bank  securities  activities  to  be  moved  into  separate  corporate 
entities  that  would  be  subject  to  the  federal  regulatory  scheme  for  brokers  and  dealers. 
Thus,  banks  that  engage  in  securities  activities  would  be  subject  to  Commission  and  SRO 

27/       Mellon  Letter,  memorandum  at  1 1 . 
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rules  specifically  designed  for  the  protection  of  investors,  particularly  those  relating  to  sales 
practices  and  market  integrity.    Elimination  of  the  exemptions  for  banks  would  also  permit 
the  application  of  appropriate  safeguards  between  a  bank's  deposit-taking  and  broker-dealer 
activities,  a  step  that  would  largely  eliminate  customer  confusion  regarding  the  extent  to 
which  bank-sold  securities  are  covered  by  federal  deposit  insurance.    Finally,  Commission 
oversight  of  all  participants  in  the  securities  markets  would  facilitate  equal  regulation  of 
securities  activities  irrespective  of  industry  classifications  and  market  regulation  generally. 

The  bill's  general  requirement  that  banks  conduct  their  brokerage  activities  in  a 
separate  firm  registered  with  the  Commission  would  be  subject  to  two  limited,  but 
important,  exceptions.    Under  H.R.  3447,  a  bank  would  continue  to  be  excluded  from  the 
definition  of  broker  in  Section  3(a)(4)  of  the  Exchange  Act  if  it  engaged  in  fiduciary 
activities  permissible  for  national  banks,  without  publicly  soliciting  brokerage  business  or 
receiving  compensation  for  such  business  in  the  form  of  commissions  or  similar  payments. 
This  exception  would  not  require  registration  of  securities  activities  effected  by  banks  in  the 
performance  of  traditional  fiduciary  functions,  where  securities  brokerage  is  not  publicly 
advertised  and  where  transaction-related  compensation  is  not  received.    Another  limited 
exception  from  the  definition  of  broker  would  permit  banks  to  effect  transactions  in 
exempted  securities  (other  than  municipal  securities),  or  in  commercial  paper,  bankers' 
acceptances,  or  commercial  bills  without  registration. 

Similarly,  H.R.  3447  would  amend  the  definition  of  dealer  in  Section  3(a)(5)  of  the 
Exchange  Act  to  include  banks,  except  in  two  cases.    A  bank  would  continue  to  be  excluded 
from  the  definition  of  dealer  only  so  long  as  the  bank  purchased  and  sold  (1)  commercial 
paper,  bankers'  acceptances,  commercial  bills,  or  exempted  securities  (other  than  municipal 
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securities),  or  (2)  securities  for  investment  purposes  for  the  bank  or  for  accounts  in  which 
the  bank,  acting  as  trustee,  is  authorized  to  determine  the  securities  to  be  purchased  or  sold. 

Finally,  H.R.  3447  would  give  the  Commission  general  authority  to  exempt 
conditionally  or  unconditionally  any  person  or  class  of  persons  from  the  defmitions  of  broker 
or  dealer  (or  from  the  requirement  that  bank  securities  activities  be  placed  in  a  separate 
corporate  entity)  if  the  Commission  finds  such  an  exemption  would  be  consistent  with  the 
public  interest,  the  protection  of  investors,  and  the  purposes  of  the  Act.    We  anticipate  that 
this  exemptive  authority  would  be  sufficient  to  prevent  any  unnecessary  burden  on  banks, 
and  would  expect  to  so  apply  it. 

B.        Investment  Companies  and  Investment  Advisers 

H.R.  3447  would  remove  the  artificial  distinction  under  the  Investment  Advisers  Act 
of  1940  between  banks  that  advise  registered  investment  companies  and  other  fund  advisers 
by  removing  the  Advisers  Act  exclusions  for  banks  and  bank  holding  companies  that  advise 
registered  investment  companies.    A  bank  or  a  holding  company  that  serves  as  an  adviser  to 
a  mutual  fund,  therefore,  would  be  regulated  as  any  other  investment  adviser  to  a  registered 
investment  company.   H.R.  3447  also  would  prohibit  funds  advised  by  banks  or  bank 
holding  companies  from  using  a  name  which  is  the  same  as  or  similar  to  the  name  of  the 
affiliated  bank. 

H.R.  3447  also  recognizes  that  banks  that  advise  investment  companies  face  certain 
potential  conflicts  of  interest  that  are  not  expressly  addressed  by  current  law.    Accordingly, 
H.R.  3447  would  prohibit  specific  types  of  transactions  between  investment  companies  and 
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their  bank  affiliates,  but  would  grant  the  Commission  authority  by  rule,  regulation,  or  order 
to  permit  those  transactions,  subject  to  conditions  it  may  impose  to  protect  investors. 

First,  H.R.  3447  would  generally  prohibit  an  investment  company  from  knowingly 
acquiring  a  security,  during  the  existence  of  an  underwriting  or  selling  syndicate,  if  the 
proceeds  from  the  acquisition  would  be  used  to  retire  any  part  of  an  indebtedness  owed  to  a 
bank  that  is  an  affiliated  person  of  the  investment  company.   In  the  absence  of  appropriate 
restrictions,  a  bank  could  be  tempted  to  use  its  affiliated  investment  company  as  a  source  of 
readily  available  capital  to  bail  out  a  financially  troubled  borrower.    The  bank's  indebtedness 
would  be  repaid,  but  the  investment  company  would  be  left  with  risky  or  potentially 
overvalued  assets. 28/   H.R.  3447  would  expressly  prohibit  this  abuse  of  the  relationship 
between  an  investment  company  and  an  affiliated  bank.    At  the  same  time,  H.R.  3447's 
grant  of  exemptive  authority  to  the  Commission  would  allow  the  Commission  to  ensure  that 
investment  company  shareholders  are  not  disadvantaged  by  this  limitation  on  permissible 
mutual  fund  investments. 

Second,  H.R.  3447  would  expressly  prohibit  any  registered  open-end  investment 
company  from  borrowing  money  from  any  bank  that  is  an  affiliated  person  of  the  company. 
This  prohibition  is  designed  to  address  the  potential  abuse  of  overreaching  by  a  bank  in  a 
loan  transaction  with  an  affiliated  investment  company.   Again,  H.R.  3447  would  provide 
that  the  Commission  could  grant  exemptions  from  this  prohibition. 


28/       In  the  circumstances  described,  the  bank's  corporate  borrower  and  the  investment 
company  would  generally  not  be  "affiliated  persons"  for  purposes  of  the  Investment 
Company  Act,  and  thus  would  not  be  subject  to  the  Act's  express  prohibitions  against 
transactions  between  an  investment  company  and  its  affiliated  persons. 
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Third,  H.R.  3447  would  restrict  the  use  of  banks  and  affiliated  persons  of  banks  as 
custodians  for  affiliated  management  investment  companies  29/  and  unit  investment  trusts 
("UTTs").    Currently,  the  Investment  Company  Act  establishes  certain  criteria  for  a  bank 
that  serves  as  the  trustee  of  a  UIT.    The  Act  also  requires  every  management  investment 
company  to  maintain  its  securities  and  similar  investments  in  the  custody  of  a  bank,  or, 
subject  to  Commission  rules,  in  a  member  of  a  national  securities  exchange  or  the 
investment  company  itself.    While  the  rule  governing  investment  company  self-custody  of 
assets  has  been  applied  in  situations  where  an  investment  company  uses  an  alTiliated  bank  as 
custodian,  the  Commission  believes  that  it  would  be  appropriate  for  the  Investment  Company 
Aa  expressly  to  prohibit  affiliated  bank  custodianships  except  under  conditions  to  be 
established  by  the  Commission.    H.R.  3447  would  accomplish  this  goal. 

H.R.  3447  also  addresses  the  conflicts  that  may  arise  when  a  bank  that  advises  a 
registered  investment  company  also  holds,  as  trustee  for  the  bank's  trust  clients,  a 
controlling  interest  in  the  investment  company.   In  such  a  case,  the  effectiveness  of  the 
protections  available  to  investors  under  the  shareholder  voting  provisions  of  the  Investment 
Company  Act  would  be  called  into  serious  question.    Accordingly,  H.R.  3447  would 
prohibit  a  bank  from  both  serving  as  adviser  to  an  investment  company  and  owning  a 
controlling  interest  in  that  investment  company  in  its  capacity  as  trustee  to  the  shareholders 
of  the  company,  except  as  permitted  by  Commission  rule  or  order.    This  prohibition  would 
eliminate  the  potential  for  overreaching  inherent  in  a  bank's  performance  of  these  conflicting 
functions. 


29/       A  "management  investment  company"  includes  all  open-end  and  closed-end 
investment  companies. 
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H.R.  3447  contains  other  important  provisions  that  address  the  relationship  between 
mutual  funds  and  affiliated  banks.    For  example,  the  bill  would  expand  the  defmition  of 
"interested  person"  of  an  investment  company  to  include:  (1)  any  person  who,  within  the 
past  six  months,  executed  portfolio  transactions  for,  engaged  in  any  principal  transactions 
with,  or  loaned  money  to  the  investment  company,  and  (2)  any  employee  of  a  bank  that  acts 
as  custodian  to  a  transfer  agent.   H.R.  3447  would  also  allow  the  Commission  to  include 
within  the  defmition  of  "affiliated  person"  of  an  investment  company  certain  persons  who 
had  within  the  past  two  years  a  material  business  or  professional  relationship  with  the 
investment  company.   In  addition,  H.R.  3447  would  amend  the  statutory  limit  on  the 
number  of  officers,  directors  and  employees  of  any  one  bank  who  may  be  members  of  an 
investment  company's  board  of  directors. 

C.        Common  Trust  Funds 

H.R.  3447  would  clarify  that  bank  common  trust  funds  must  register  as  investment 
companies  if  they  are  offered  to  the  general  public.    This  provision  would  codify  the 
Commission's  existing  and  long-held  interpretation  of  the  common  trust  fund  exclusion 
under  current  law.    In  accordance  with  clear  legislative  intent,  30/  the  Commission  has 
interpreted  the  exclusion  to  apply  only  when  a  common  trust  fiind  is  used  solely  as  an 
accommodation  for  bona  fide  pre-existing  trust  clients  of  a  bank:    that  is,  the  exemptions 


30/       H.R.  Rep.  No.  1382,  91st  Cong.,  2d  Sess.  43  (1970);  S.  Rep.  No.  184,  91st  Cong.. 
1st  Sess.  27  (1969)  ("[the  Securities  Act  exemption]  is  limited  to  interests  in  or 
participation  in  common  trust  funds  maintained  by  a  bank  for  the  collective 
investment  of  assets  held  by  it  in  a  bona  fide  fiduciary  capacity  and  incident  to  a 
bank's  traditional  trust  department  activities;  it  would  not  exempt  interest  or 
participation  in  bank  funds  maintained  as  vehicles  for  direct  investment  by  individual 
members  of  the  public"). 
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rest  on  the  assumption  that  a  common  trust  fund  is  used  only  for  a  "bona  fide  fiduciary 
purpose"  and  not  a  vehicle  for  general  investment  by  the  public.  H/ 

D.    Securities  Issuance  and  Disclosure 

In  a  related  area,  the  Commission  also  has  long  supported  functional  regulation  of 
fmancial  and  periodic  reporting  by  banks.  32/   Specifically,  the  Commission  has  for  many 
years  urged  the  repeal  of  Section  12(i)  of  the  Exchange  Act.    Under  Section  12(i),  roughly 
500  banks  and  thrifts  file  their  routine  issuer-related  securities  filings  with  one  of  the  four 
federal  banking  regulators  rather  than  the  Commission.    This  treatment  of  banks  and  thrifts 
is  unique:   all  other' public  companies  (more  than  11,000  of  them,  including  approximately 
1250  bank  and  thrift  holding  companies),  file  their  securities  reports  with  the  Commission. 
The  banking  regulators  joined  with  the  Commission  in  endorsing  repeal  of  Section  12(i)  in 
connection  with  the  1984  Bush  Task  Group  Report  and  the  1991  Treasury  Repwrt  on 
Modernizing  the  Financial  System. 

H.R.  3447  would  amend  Sections  3(a)(2)  and  3(a)(S)  of  the  Securities  Act  and  would 
repeal  Section  12(i)  of  the  Exchange  Act.  Sections  201  and  202  of  the  bill  would  repeal  the 
exemptions  from  registration  in  the  Securities  Act  for  bank  and  thrift  securities,  and  Section 
211  would  eliminate  current  gaps  in  the  uniform  admiriistration  and  enforcement  of  the 

21/       H.R.  Rep.  No.  429,  88th  Cong.,  1st  Sess.  11  (1963);  see  also  Investment  Company 
Act  Release  No.  3648  (Mar.  11,  1963).    Recent  legislative  proposals  to  permit  tax- 
free  conversions  of  common  trust  funds  into  registered  investment  companies  may 
encourage  banks  to  transfer  these  trust  assets  into  mutual  funds.   S^  Tax 
Simplification  Act  of  1993  (H.R.  13),  103rd  Cong.,  1st  Sess.  §  623  (1993). 

22/       S^,  ex..  testimony  of  James  R.  Doty  Before  the  Subcommittee  on 

Telecommunications  and  Finance  of  the  House  Committee  on  Energy  and  Commerce 
Concerning  Proposed  Amendments  to  the  Securities  Exchange  Act  of  1934  (August 
2.  1990);  Memorandum  of  the  SEC  for  the  Task  Group  on  the  Regulation  of 
Financial  Services  ["Bush  Task  Group"]  (April  19,  1983). 
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disclosure  requirements  for  banks  and  thrifts  under  the  Exchange  Act,    Under  Sections  204 
and  205,  bank  and  thrift  deposits  would  continue  to  be  exempt  from  Securities  Act 
registration.    These  provisions  would  add  a  new  Section  3(d)  to  the  Securities  Act,  providing 
that  certificates  of  deposit,  savings  accounts,  and  certain  other  bank  and  thrift  instruments 
that  might  otherwise  be  deemed  to  be  securities  are  generally  exempt  from  the  registration 
(but  not  the  antifraud)  provisions  of  that  Act. 

The  Commission  continues  to  strongly  support  the  repeal  of  these  outdated 
exemptions  from  the  federal  securities  laws.    Each  of  these  exemptions  weakens  the  overall 
system  of  protection  of  investors,  and  they  are  not  necessary  to  serve  the  interests  of  a 
strong  banking  system. 

Inevitably,  with  five  regulators,  there  are  inconsistencies  in  the  interpretation  and 
application  of  disclosure  policies.    These  dis]}arities  make  it  difficult  for  investors  to 
locatel^/  ^d  to  obtain  accurate  and  fuUy  comparable  information  about  all  financial 
institutions.   By  consolidating  securities  disclosure  regulation  in  the  Commission,  H.R.  3447 
would  eliminate  inconsistent  disclosure  policies  among  regulators.    The  Commission  would 
oversee  the  full  and  accurate  disclosure  of  financial  information  by  dqx>sitory  institutions  to 
the  investing  public.    Needless  gaps  in  investor  protections  would  be  avoided,  and  the 
agency  with  the  greatest  expertise  would  assure  that  bank  investors  receive  the  same 
protections  enjoyed  by  investors  in  telecommunications,  computers,  chemicals,  energy, 
transportation  and  every  other  type  of  business.    Raising  capital  should  also  become  less 


22/       In  order  simply  to  find  the  reports  of  a  particular  financial  institution  under  the 

current  system,  investors  must  first  know  the  institution's  organizational  structure  and 
details  of  its  business  operation  —  for  example,  whether  it  is  owned  by  a  holding 
company  or  not,  whether  it  is  a  bank  or  a  thrift,  whether  it  is  a  state  bank  or  a 
national  bank,  and  whether  it  is  a  member  of  the  Federal  Reserve  System  or  a  non- 
member. 
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costly  for  banks  when  accurate,  comparable  financial  information  about  bank  issuers  is  as 
readily  available  as  is  information  concerning  the  1 1 ,000  other  publicly-held  companies 
subject  to  the  Exchange  Act. 

rV.       Conclusion 

Banks  are  becoming  an  increasingly  important  component  of  our  securities  markets. 
Outmoded  statutory  exclusions,  however,  keep  bank  securities  activities  outside  the  proven 
regulatory  system  established  under  the  federal  securities  laws.    As  a  result,  the  Commission 
cannot  supervise  or  regulate  a  significant  and  gtiowing  sector  of  the  securities  industry. 

This  is  a  serious  impediment.    As  the  regulator  charged  with  oversight  of  the 
securities  industry  and  the  maintenance  of  fair  and  orderly  markets,  the  Commission  must 
have  a  comprehensive  view  of  those  markets  and  their  participants.    Due  to  the  bank 
exclusions,  however,  the  Commission  has  access  to  only  a  partial  view  of  the  securities 
markets.    Since  effective  regulation  plays  a  significant  role  in  the  success  of  the  U.S.  equity 
capital  markets,  this  gap  in  the  regulatory  structure  could  have  serious  consequences  for  our 
economy  as  a  whole. 


For  all  these  reasons,  increased  bank  securities  activities  ~  and  the  most  recent  and 
dramatic  example  of  this  trend,  the  proposed  Mellon/Dreyfus  merger  --  underscore  the  need 
for  legislation  to  enhance  the  existing  regulatory  framework.    H.R.  3447  would  significantly 
enhance  investor  protection  and  rationalize  the  regulation  of  bank  securities  activities.    The 
bill  provides  a  blueprint  for  implementing  the  principles  of  functional  regulation  and 
providing  investor  protection  in  the  context  of  bank  securities  activities.    The  Commission  is 
pleased  to  reiterate  its  support  for  H.R.  3447,  and  to  urge  prompt  enactment  of  its 
provisions. 
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Mr.  DiNGELL.  Mr.  Levitt,  we  thank  you  for  your  very  helpful 
statement. 

Mr.  Barbash,  we  would  inquire,  do  you  have  any  comments  you 
would  like  to  add  to  the  very  excellent  statement  made  by  Mr. 
Levitt? 

Mr.  Barbash.  Not  at  this  time. 

Mr.  DiNGELL.  Very  well.  We  hope  you  will  feel  free  to  discuss 
with  us  any  matters  of  concern  that  you  might  feel  would  be  appro- 
priate. 

First,  the  Chair  would  like  to  do  a  little  housekeeping  business. 

Chairman  Levitt,  your  testimony  presents  a  strong  case  for  re- 
pealing bank  broker-dealer  and  investment  advisory  exemptions 
within  the  Federal  securities  laws  in  order  to  apply  a  predictable 
and  consistent  scheme  of  securities  regulation  across  the  board  for 
the  protection  of  investors.  No  one  doubts  the  sincerity  of  your  com- 
mitment to  carrying  out  any  additional  and  appropriate  regulatory 
responsibilities,  but  concerns  have  been  raised  about  whether  you 
have  adequate  staff  and  budget  resources  to  do  a  larger  job. 

According  to  your  fiscal  year  1995  budget  estimate,  in  calendar 
year  1992,  a  total  of  8,201  broker-dealer  firms  were  registered  with 
the  SEC.  These  firms  had  approximately  34,000  branch  offices  and 
427,000  registered  representatives. 

Over  2,500  new  investment  company  portfolios  were  created  in 
1993,  bringing  the  total  to  21,200  portfolios  with  assets  under  man- 
agement of  approximately  $2.4  trillion.  Mutual  fund  assets  alone 
stood  at  $1.9  trillion  at  the  end  of  fiscal  1993.  The  number  of  reg- 
istered investment  advisers  stands  at  20,000. 

At  the  end  of  1993,  total  assets  under  management  were  approxi- 
mately $9.6  trillion,  an  increase  of  over  18.5  percent  over  the  prior 
year.  At  current  staffing  levels,  your  inspection  cycle  for  invest- 
ment advisers  is  once  every  27  to  30  years. 

The  Comptroller  of  the  Currency  contends  that  his  bank  exam- 
ination staff  greatly  out-numbers  your  inspection  staff,  and  that 
bank  examiners  are  constantly  in  depository  institutions  and  can 
do  a  better  job.  He  therefore  argues  that  bank  regulators  are  better 
equipped  to  oversee  bank  securities  activities  and  to  examine  for 
compliance  with  applicable  laws. 

Can  you  give  us  your  response  to  those  comments,  please? 

Mr.  Levitt.  Yes.  I  think  this,  as  so  many  other  issues  that  we 
are  dealing  with  today,  deals  with  the  history  and  the  purpose  of 
the  various  regulatory  organizations  that  are  involved  in  this  proc- 
ess. 

The  SEC  is  primarily,  overwhelmingly,  compellingly  committed 
to  investor  protection.  The  banking  regulators  have  as  their  prin- 
cipal mandate  the  safety  and  soundness  of  the  banks. 

Mr.  DiNGELL.  Now,  you've  said  something.  You  said  the  safety 
and  soundness  of  the  bank.  You  did  not  refer  to  any  investor  pro- 
tection opportunities  at  all  or  responsibilities. 

Mr.  Levitt.  It  is  a  question  of  priority.  Undoubtedly,  every  regu- 
lator is  concerned  about  various  levels  of  protection,  but  clearly  the 
history  of  banking  regulation  has  been  to  protect  banks,  and  to  pro- 
vide a  level  of  secrecy  in  that  process. 

The  SEC,  on  the  other  hand,  depends  upon  open  disclosure,  upon 
full  information  in  terms  of  protecting  their  principal  client,  the  in- 
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vestor.  So  that  is  a  very  fundamental  difference  between  the  two, 
and  to  carry  out  our  regulatory  responsibilities,  we  approach  our 
tasks  with  different  levels  of  passion  directed  at  our  respective  con- 
stituents. 

Now,  when  you  talk  about  the  multiplicity  of  investment  advis- 
ers, I  would  draw  the  distinction  between  advisers  who  operate  on 
their  own — so-called  freestanding  advisers  including  financial  plan- 
ners, which  are  the  bulk  of  the  advisory  community — and  advisers 
to  investment  companies. 

We  are  talking  in  this  instance  about  mutual  funds,  about  invest- 
ment companies.  We  are  already  in  the  banks;  we  are  already  in- 
specting those  registered  funds,  but  we  are  not  able  to  inspect  the 
banks  that  are  advising  those  funds. 

It  is  as  if  we  are  operating  with  one  hand  tied  behind  our 
backs — inspecting  one  element,  and  not  inspecting  a  very  critical 
other  part  of  that  element. 

Mr.  DiNGELL.  Now,  I  want  to  emphasize  one  thing  that  you  have 
said  to  us.  You  said  you  are  in  there  examining  the  funds,  you  have 
that  power? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  But  you  do  not  have  the  power  to  look  at  the  rec- 
ommendations, the  financial  advice  and  so  forth,  that  the  sellers  of 
these  funds,  the  dealers  in  these  funds,  are  giving  to  the  buyers. 
Is  that  right? 

Mr.  Levitt.  That  is  correct. 

Mr.  DiNGELL.  Why  not? 

Mr.  Levitt.  Well,  the  banks  are  excluded  from  our  inspection  ac- 
tivities by  law. 

Mr.  Barbash.  That  is  true.  Banks,  as  investment  advisers  are 
not  covered  by  the  Investment  Advisers  Act,  and  our  jurisdiction 
does  not  cover  them  when  they  act  in  that  capacity. 

Mr.  DiNGELL.  I  want  you  to  continue  on  your  comment,  please, 
Mr.  Levitt,  but  just  in  order  to  get  this  thing  in  perspective,  would 
I  be  fair  in  observing  that  you  have  certain  other  powers  over  those 
who  are  regulated  by  you?  You  are  able  to  address  conflicts  of  in- 
terest, you  are  able  to  address  bad  advice,  you  are  able  to  address 
questions  like  frontrunning,  you  are  able  to  address  questions  like 
insider  trading  and  trading  for  an  individual's  own  account,  and 
you  are  able  to  require  paper  trails  to  be  kept  by  investment  advis- 
ers and  by  people  who  operate  mutual  funds  and  so  forth  when 
they  are  under  your  jurisdiction,  but  not  when  they  function  under 
the  bank  exemption.  Now,  is  that  a  fair  statement? 

Mr.  Levitt.  That  is  a  fair  statement,  and  we  have  enforcement 
activities  that  are  fundamental  to  protecting  the  investor.  That  is 
not  a  tradition  that  our  fellow  regulators  are  able  to  embrace  in 
terms  of  what  we  are  discussing  now. 

Mr.  DiNGELL.  You  also  have  the  assistance  of  your  self- regulatory 
organizations,  SRO's,  which  function  as  regulators  under  the  regu- 
latory responsibilities  of  the  SEC.  Is  that  not  right? 

Mr.  Levitt.  That  partnership  is  critically  important,  and  it  also 
goes  to  the  issue  of  training  and  supervising  individuals  who  are 
responsible  for  marketing  those  mutual  funds. 
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Mr.  DiNGELL.  Now  do  you  have  any  jurisdiction  to  address  the 
question  of  the  trading  of  the  operators  or  dealers  or  advisers  of 
mutual  funds  when  they  are  regulated  by  the  bank  regulators? 

Mr.  Levitt.  We  have  authority  to  supervise  the  training  of  those 
registered  broker-dealers  who  may  be  part  of  a  bank's  selling  oper- 
ation, but  those  bank  employees  who  are  not  registered  with  us — 
and  I  have  reason  to  believe  that  there  are  a  substantial  number 
of  them — we  have  no  responsibility  to  supervise  their  selling  activi- 
ties. 

Mr.  DiNGELL.  So  then  who  is  it  that  is  protecting  against  con- 
flicts of  interest,  frontrunning,  lack  of  paper  trails,  self-dealing, 
conflicts  of  interest  and  questions  of  that  sort,  in  the  case  of  the 
mutual  funds  which  are  regulated  by  the  bank  regulators? 

Mr.  Levitt.  In  fairness  to  our  fellow  regulators,  they  have  out- 
lined a  series  of  recommendations  or  guidelines  to  protect  against 
the  kinds  of  abuses  that  we  have  been  discussing,  and  Comptroller 
Ludwig  has  made  a  number  of  very  hard-hitting  and  I  think  effec- 
tive speeches  in  terms  of  what  banks  should  or  should  not  do.  But 
I  hasten  to  say  that  the  regulatory  mechanism,  the  enforcement  de- 
vices which  I  believe  are  critical  to  the  success  of  the  SEC  in  this 
regard,  comes  as  a  result  of  a  history  and  comes  as  a  result  of  a 
setting  priorities  which  is  simply  not  present  in  terms  of  bank  ac- 
tivities. 

Mr.  DiNGELL.  Is  it  also  fair  to  say  though  that  the  guidelines 
that  they  have  set  forth  are  voluntary  and  are  not  mandatory  in 
character? 

Mr.  Levitt.  That  is  the  case  at  the  present  time. 

Mr.  DiNGELL.  All  right.  Now  what  is  the  enforcement  mechanism 
which  they  would  set  forward  then  to  assure  that  these — I  want  to 
stress  this  word — voluntary 

Mr.  Levitt.  I  am  not  aware  of  any  specific  enforcement  mecha- 
nism. 

Mr.  DiNGELL.  Do  they  have  any  tools  whatsoever  available  to 
them?  Have  any  regulations  been  issued  by  the  bank  regulators  for 
the  enforcement  of  these  protections? 

Mr.  Levitt.  I  am  not  aware  of  any,  but  perhaps  Mr.  Barbash 
may  be  able  to  supplement. 

Mr.  DiNGELL.  As  a  matter  of  fact,  I  just  was  noting  here  that  the 
banks  seem  to  be  functioning  under  this  set  of  words.  They  say 
"The  failure  of  a  depository  institution  to  establish  and  observe  ap- 
propriate policies  and  procedures  consistent  with  this  statement  in 
connection  with  sales  activities  involving  non-deposit  investment 
products  will  be  subject  to  criticism  and  appropriate  corrective  ac- 
tion." 

What  does  that  mean? 

Mr.  Levitt.  Whiplashing  by  tongue. 

Mr.  DiNGELL.  Could  we  say:  "You've  been  a  bad  boy,  you  can 
stand  in  the  corner"? 

Mr.  Levitt.  At  least. 

Mr.  DiNGELL.  "We  will  cut  your  lunch  hour"? 

Now  the  transactions,  however,  with  regard  to  these  matters  are 
now  going  on  at  a  high  rate  of  speed  and  they  are  increasing  every 
year,  are  they  not? 


35 

Mr.  Levitt.  It's  proliferating.  Many  individuals  who  have  seen 
the  rate  of  return  on  their  deposits  diminish  have  been  taking  their 
money  and  putting  it  into  mutual  funds — many  of  which  are  spon- 
sored and  sold  by  banks — in  the  belief  that  they  have  a  measure 
of  security  by  virtue  of  the  fact  that  those  banks  are  selling  the 
mutual  funds.  They  believe  that  that  gives  them  a  certain  kind  of 
protection,  whether  it  is  FDIC  protection  or  merely  the  cir- 
cumstance that  a  bank  is  selling  it  gives  that  fund  a  certain  impri- 
matur, a  certain  standing  in  the  minds  of  an  unsophisticated  inves- 
tor. I  believe  this  creates  a  dangerous  misperception. 

Mr.  DiNGELL.  Thank  you.  The  Chair  notes  my  time  has  expired. 
I  am  going  to  recognize  my  colleagues  for  questions  and  then  I  will 
again  recognize  myself  in  appropriate  order. 

The  Chair  recognizes  now  my  good  friend  from  Colorado,  Mr. 
Schaefer. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman.  Mr.  Levitt,  Mr. 
Barbash,  I'm  glad  to  have  you  here  today  to  try  and  clear  up  a  few 
of  these  concerns  that  we  have  on  this  merger. 

Now  let  me  ask  you  a  question.  Most  bank  deposits,  as  we  all 
know,  are  insured  by  the  FDIC.  Securities  accounts  are  insured  by 
the  Securities  Investor  Protection  Corporation. 

Now  how  do  these  two  forms  of  insurance  differ  when  we  talk 
about  the  Securities  Protection  Corporation  and  FDIC? 

Mr.  Levitt.  Well,  the  FDIC  protects  accounts  against  loss.  If  you 
as  a  depositor  put  $10,000  in  your  bank,  you  would  know  that  at 
any  time  you  can  get  $10,000  back.  SIPC  protects,  up  to  a  certain 
amount,  money  and  securities  that  may  be  held  by  a  brokerage 
firm.  It  doesn't  protect  whether  those  securities  will  be  up  or  down 
in  value.  It  merely  protects  the  existence  of  those  securities. 

Mr.  Schaefer.  You  said  a  certain  amount? 

Mr.  Levitt.  Yes.  What  is  the  SIPC  protection  now? 

Mr.  Barbash.  I  forget  exactly  what  the  number  is  SIPC  covers. 

Mr.  Levitt.  It's  up  to  $100,000  for  cash. 

Mr.  Schaefer.  Up  to  $100,000? 

Mr.  Levitt.  Yes. 

Mr.  Barbash.  It  covers  the  value  of  your  securities  should  the 
brokerage  company  suffer  a  failure  so  that  you  will  have  your  secu- 
rities returned  to  you.  It's  a  different  form  of  insurance. 

Mr.  Schaefer.  All  right.  I  guess  maybe  I  am  not  completely 
clear  on  this.  We  know  FDIC,  what  it  protects.  Now  how  do  they 
go  to — automatically?  Do  they  have  to  apply  for  this  $100,000  in- 
surance? 

Mr.  Levitt.  Are  you  talking  about  SIPC? 

Mr.  Schaefer.  Yes. 

Mr.  Levitt.  If  a  firm  fails,  SIPC  has  to  decide  that  it  really  has 
failed.  The  individuals  then  petition  SIPC  to  secure  return  of  their 
securities.  Usually  we  are  talking  about  return  of  securities,  some- 
times cash.  That  takes  a  period  of  time,  and  then  SIPC  returns  the 
money  up  to  the  extent  of  their  ability.  SIPC  has  always  made  good 
on  this  and  they  are  stronger  today  than  they  have  ever  been. 

Mr.  Schaefer.  But  it's  on  only  fraud  cases,  is  that  correct? 

Mr.  Levitt.  No,  it's  if  a  firm  just  goes  broke,  SIPC  will  stand  be- 
hind it. 
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Mr.  Barbash.  Many  investors  seem  to  have  a  problem  under- 
standing SIPC.  They  believe  that  SIPC  would  protect  the  value  of 
their  investment  from  going  down,  which  it  does  not.  In  other 
words  some  people  have  the  feeling  that  when  they  make  an  in- 
vestment in  a  particular  mutual  fund  that  their  return  would  be 
guaranteed  somehow  by  SIPC  coverage,  but  it  is  not  that  kind  of 
insurance. 

We  did  a  series  of  focus  groups  with  investors,  and  we  found 
SIPC  was  one  of  the  more  difficult  points  for  investors  to  under- 
stand. We  are  seeking  to  deal  with  that  problem  through  disclosure 
and  other  consumer  aids. 

Mr.  SCHAEFER.  SIPC  must  show  fraud  on  the  part  of  the  broker 
before  the  investor  gets  his  money  back,  is  that  correct? 

Mr.  Barbash.  No. 

Mr.  Levitt.  If  Brokerage  Firm  A  made  some  bad  judgments  and 
went  broke,  not  through  fraud  but  just  bad  market  judgment,  let 
us  say,  the  investors  would  be  protected  up  to  $500,000  in  terms 
of  their  investments  of  cash  and  securities  that  were  held  by  that 
firm. 

You  want  to  be  certain  that  those  securities  will  be  returned  to 
you,  and  that  is  the  kind  of  instance  where  SIPC  comes  into  play. 

Mr.  ScHAEFER.  Is  it  possible  that  people  who  buy  securities  at  a 
bank  confuse  the  FDIC  with  SIPC?  Is  this  pretty  clear  or  is  there 
confusion  out  there? 

Mr.  Levitt.  Our  surveys  and  surveys  conducted  by  other  groups 
around  the  country  tend  to  convince  me  that  the  vast  number  of 
new  individuals  who  have  never  before  owned  securities  and  are 
moving  into  mutual  funds  being  sold  by  banks  are  confused  by 
what  kinds  of  protection  they  get.  It  is  my  conviction  that  a  bank 
carries  with  it  a  certain  imprimatur  in  this  country,  particularly  to 
unsophisticated  investors  who  have  had  their  deposits  there,  who 
have  been  receiving  regular  returns  on  those  deposits,  and  who 
have  gotten  back  every  penny  that  they  have  put  in. 

They  believe  that  something  that  is  sold  by  that  bank  carries  a 
guarantee  that  is  not  carried  by  a  brokerage  firm  or  a  mutual  fund 
company. 

Mr.  SCHAEFER.  And  they  don't  know  really  whether  it  is  SIPC  or 
FDIC.  They  just  know 

Mr.  Levitt.  They  just  think  they  are  going  to  get  it  back. 

Mr.  ScHAEFER.  Something  back. 

Mr.  Levitt.  And  if  you  compound  that  with,  and  I  don't  wish  to 
complicate  this,  investors  who  have  purchased  bond  funds,  again 
the  notion  of  a  bond  in  the  minds  of  unsophisticated  investors  I  be- 
lieve is  it's  a  bond,  it's  a  first  call,  you  can't  lose  money  on  it — so 
I  think  there  is  an  educational  job  that  has  to  be  done  and  indeed 
is  being  done. 

Mr.  Schaefer.  Because  they  are  advertising  in  both  cases,  usu- 
ally in  a  bank,  and  the  consumer,  if  he  is  not  knowledgeable,  will 
not  know  what  he  has  entered. 

Mr.  Levitt.  When  the  names  are  so  similar — and  I  have  seen 
well  over  300  names  of  mutual  funds  sponsored  by  banks  that  if 
they  are  not  exactly  the  same — they  are  so  close  that  an  investor 
certainly  could  believe  that  this  is  a  product  that  carries  the  full 
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backing,  full  imprimatur  of  the  bank,  that  stands  behind  it  in  their 
minds. 

Mr.  SCHAEFER.  On  the  Mellon-Dreyfus  merger,  is  this  somewhat 
unique  or  is  there  an3^hing  about  this  particular  merger  that  we 
should  have  special  pause  to  think  about? 

Mr.  Levitt.  Like  so  many  things  in  our  financial  markets,  I  sus- 
pect that  this  is  the  beginning  of  a  process.  It  is  fuelled  by  competi- 
tion. It  is  fuelled  by  problems  that  banks  have  experienced  in 
terms  of  earnings,  and  I  think  what  we  are  seeing  now  is  probably 
the  beginning  of  a  rush  of  such  kinds  of  mergers. 

I  think  that  parties  to  this  particular  transaction  are  certainly 
mindful  of  the  problems  that  we  have  been  talking  about,  and  they 
are  trying  to  structure  this  arrangement  in  a  way  which  would  be 
responsive  to  that,  but  there  is  no  guarantee  in  cement. 

Does  that  say  what  the  next  competitive  acquisition  will  bring? 
Generally  speaking,  the  first  out  of  the  gate  are  the  ones  that  are 
the  most  secure,  the  most  responsible,  the  most  conforming  to  what 
they  think  our  concern  will  be.  But  after  that,  when  the  rush  comes 
from  the  gate,  when  there  are  20  funds  about  to  be  acquired  by  dif- 
ferent banks  around  the  country,  will  we  be  able  to  focus  the  kind 
of  laser-like  attention  on  these  problems  that  we  are  today? 

I  don't  think  so,  and  that's  why  I  feel  so  strongly  about  the  need 
for  functional  regulation,  which  brings  a  measure  of  consistency  to 
this  process  and  helps  clarify  the  dreadful  perceptions  that  I  think 
are  so  dangerous  out  there. 

Mr.  ScHAEFER.  It  seems  to  me  it  is  almost  like  initial  mergers 
like  U.S.  West/Time-Warner,  McCall/AT&T,  Jones  Intercable,  and 
Canada  Bell.  I  mean  it's  certainly  not  the  same  but  the  initial  start 
was  there  on  these  mergers  and  so  this  is  the  initial  start  here  on 
this  kind  of  merger. 

Mr.  Levitt.  You're  right.  It  rarely  exists  in  a  vacuum,  and  I  don't 
think  this  one  will  either. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Levitt  and  Mr.  Barbash. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman. 

The  gentlewoman  from  Pennsylvania. 

Ms.  Margolies-Mezvinsky.  Thank  you.  Mr.  Levitt,  if  you  could 
be  a  little  bit  more  specific,  what  are  your  fears  after  this  initial 
rush,  after  this  initial — what  you  said  were  perhaps  the  most  re- 
sponsible of  mergers,  down  the  pike? 

Mr.  Levitt.  I  guess  I  fear  the  fragmentation  of  the  regulatory 
process  in  a  way  that  will  allow  many  innocent  Americans  to  be 
badly  hurt  in  the  process.  Now  what  I  mean  by  that  is  that  the 
SEC  has  a  history  of  anticipating  monitoring  and  punishing  indi- 
viduals who  take  advantage  of  our  securities  activities. 

Our  emphasis,  and  I  can't  say  it  too  often,  is  on  investor  protec- 
tion. I  don't  know  what  the  banking  regulators  will  bring  to  the 
table  in  this  regard,  but  I  know  that  they  lack  the  experience  in 
terms  of  training,  and  a  history  of  regulatory  oversight  in  these 
areas.  That's  not  something  that  you  gain  by  reading  a  manual, 
and  it  is  not  something  that  you  come  by  easily.  It  is  something 
that  is  bom  through  a  history  of  experience. 

I  thought  that  I  had  seen  every  possible  mischief-maker  in  the 
business  in  my  20  years  in  the  securities  industry.  Since  I  came  to 
the  Commission,  I  have  seen  many  more  than  I  ever  saw  before  in 
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my  whole  life.  To  expect  a  banking  regulator,  whose  first  and  fore- 
most concern  is  that  banks  must  be  able  to  open  their  doors  tomor- 
row morning,  to  do  the  kinds  of  things  that  a  securities  regulator 
would  do  I  think  is  not  realistic,  and  I  think  when  there  is  the  in- 
evitable conflict  between  the  interest  of  the  bank,  the  interest  of 
the  depositors,  and  the  interest  of  the  shareholders,  of  the  owners 
of  shares  in  the  mutual  funds,  in  my  judgment,  the  bank  regulators 
will  come  down  in  favor  of  the  former  rather  than  the  latter,  and 
that  is  my  greatest  concern. 

Ms.    Margolies-Mezvinsky.    How    many    Mellon-Dreyfus   type 
deals  currently  exist? 
Mr.  Levitt.  How  many  do  I  anticipate? 
Ms.  Margolies-Mezvinsky.  Currently  exist  now. 
Mr.  Levitt.  None  exist  to  this  extent.  This  is  by  far  and  away 
the  largest.  Mellon  has  also  acquired  the  Boston  Company,  which 
is  part  of  their  overall  complex  and  a  number  of  banks  have  mu- 
tual funds  but  none  comes  close  to  this  size. 

Mr.  Barbash.  This  deal  will  cause  Mellon  to  be  the  largest  bank 
mutual  fund  complex  by  four  times  over  the  next  largest. 

Ms.  Margolies-Mezvinsky.  How  many  situations  currently  exist 
whereby  a  securities  entity  is  owned  outright  by  a  bank? 

Mr.  Levitt.  I  don't  know  exactly  the  number  of  banks  that  sell 
securities.  There  are  approximately  30  bank  holding  companies 
that  have  securities  affiliates,  so-called  section  20  affiliates.  But 
there  are  an  increasing  number,  in  the  hundreds,  of  banks  that 
market  mutual  funds  that  they  either  own  or  mutual  funds  that 
are  networked. 

In  other  words,  an  arrangement  that  is  very  frequently  employed 
is  a  mutual  fund  company  will  come  to  a  bank  and  say  we'll  put 
our  people  in  all  of  your  branches  and  we'll  sell  our  funds  through 
your  branches  and  perhaps  you'll  have  some  of  your  sales  people 
sell  our  funds  in  your  branches. 

Ms.  Margolies-Mezvinsky.  But  that  is  very  different.  Do  you 
anticipate  that  many  more  will  come? 

Mr.  Barbash.  To  answer  your  question  from  before,  there  s 
around  110  banks  or  their  subsidiaries  who  are  involved  in  the  mu- 
tual fund  business  at  this  point. 

In  terms  of  whether  we  anticipate  whether  others  will  come,  that 
is  hard  to  say.  We  are  surely  seeing  consolidation  in  the  mutual 
fund  area  generally. 

Mr.  Levitt.  I  think  that  every  mutual  fund,  major  mutual  fund 
complex,  seeing  what  Dreyfus  has  obtained  in  this  transaction,  will 
give  serious  thought  to  affiliation  with  a  bank  and  every  bank  or 
many  banks  in  America,  seeing  that  one  of  their  competitors  has 
developed  a  means  of  diversifying  their  revenue  stream  against  the 
problems  that  have  afflicted  banks  in  recent  years  will  be  looking 
for  this  exact  same  kind  of  transaction. 

The  history  of  American  investment  banking  and  the  mergers 
and  acquisitions  business  shows  you  that  these  things  rarely  occur 
in  a  vacuum.  They  occur  as  part  of  an  overall  pattern,  and  that 
pattern,  I  assure  you,  will  exist  in  this  instance  as  well. 

Ms.  Margolies-Mezvinsky.  Could  you  just  address  some  of  the 
tools  that  are  available  to  protect  investors?  Can  you  elaborate  a 
little  bit  more  specifically  about  those  tools  that  are  available  to 
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the  regulators  to  ensure  that  banks  don't  mislead  their  investors 
in  a  banking  setting? 

Mr.  Levitt.  Well,  I  think  that,  first  and  foremost,  the  self-regu- 
latory mechanism  employed  in  the  securities  field  is  fundamental 
to  the  area  of  supervision.  The  fact  that  there  are  exchanges  and 
an  NASD  out  there  that  will  conduct  inspections  that  will  bring  to 
the  Commission  the  attention  of  various  kinds  of  malfeasance,  I 
think,  is  critically  important. 

I  think  the  training  of  salespeople  is  also  a  critical  factor.  Right 
now,  every  salesperson  who  sells  a  security  or  sells  a  bond  must 
be  trained,  and  takes  a  so-called  section  7  examination.  Because 
the  number  of  products  has  proliferated  so  much  in  recent  years, 
the  Commission  is  actively  working  on  a  plan  together  with  the 
NASD  and  a  committee  that  they  have  formed  to  upgrade  that 
training  so  that  brokers  must  be  requalified  on  a  regular,  ongoing 
basis  and  retrained  on  a  periodic  basis.  That  is  terribly  important. 

The  enforcement  mechanism  that  the  Commission  applies — a  his- 
tory of  enforcement  which  is  probably  the  finest  deterrent,  the  most 
effective  deterrent  imaginable — is  another  method  that  the  Com- 
mission has  uniquely  applied  to  the  securities  industry.  I  can  as- 
sure you  that  securities  problems  are  very  special  and  very  dif- 
ferent from  the  kinds  of  problems  that  you  would  experience  in  the 
ordinary  conducting  the  affairs  of  a  bank. 

Maybe  an  overarching  support  for  the  kind  of  regulation  and  su- 
pervision that  I  am  talking  about  is  the  discipline  of  the  market- 
place, a  discipline  that  holds  accountable  every  transaction  that 
takes  place  in  a  securities  firm,  and  simply  is  not  the  case  in  terms 
of  bank  regulation.  I  believe  if  you  substituted  a  bank  regulator 
who  was  experienced  in  looking  at  the  kinds  of  things  they  look  at 
for  a  securities  regulator,  you  simply  would  be  applying  a  set  of 
standards  that  are  very,  very  different  and  very  much  less  effective 
in  my  judgment  for  the  specialized  kind  of  regulation  involved  in 
the  securities  industry. 

Ms.  Margolies-Mezvinsky.  Thank  you,  Mr.  Levitt.  Thank  you, 
Mr.  Chair,  thank  you. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentlewoman. 

Chairman  Levitt,  later  today  I  am  going  to  be  transmitting  to  the 
SEC  and  to  the  four  Federal  bank  regulators  a  55-page  table  com- 
parison of  the  regulation  of  broker-dealers  and  investment  advisers 
under  the  Federal  securities  laws  versus  under  the  banking  laws. 

I  will  be  keeping  this  hearing  record  open  for  30  days  to  allow 
all  of  the  recipients  of  that  document  to  review  it  with  care  and  to 
submit  any  corrections  that  are  needed. 

Even  in  draft  form,  however,  it  points  out  glaring  differences  in 
substance  and  in  approach  and  significant  shortfalls  in  the  protec- 
tion of  investors  under  banking  laws.  [See  p.  906.] 

Would  you  please  outline  some  of  the  material  differences  in 
those  regulatory  systems  for  us? 

Mr.  Levitt.  Yes,  sir.  In  the  first  place,  securities'  broker-dealers 
all  must  register  with  the  Commission.  Banks  don't  register.  Even 
the  FDIC  doesn't  know  how  many  or  exactly  which  banks  are  in- 
volved in  securities  activities. 

Second,  SEC  registered  broker-dealers  are,  as  I  mentioned  be- 
fore, subject  to  uniform  comprehensive  testing  and  qualification 
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standards  administered  by  the  SRO's  and  the  process  is  now  un- 
derway to  develop  a  plan  of  continuing,  ongoing  qualification  train- 
ing as  well  as  continuing  ongoing  testing.  Bank  employees  are  sim- 
ply not  subjected  at  this  present  time  to  uniform  testing  and  quali- 
fication requirements.  Every  bank  does  its  own  training  and  it  var- 
ies a  great  deal  from  bank  to  bank. 

Broker-dealers  I  think  importantly,  are  subject  to  comprehensive 
regulatory  planning  and  a  strong  enforcement  program.  The  banks 
right  now  are  subject  only  to  guidelines.  As  far  as  I  know,  they  are 
not  enforceable  by  the  bank  regulators,  and  a  bank  enforcement 
program  simply  does  not  focus  on  investor  protection. 

Another  more  subtle  kind  of  difference,  I  think,  is  the  fact  that 
banks  really  don't  have  an  explicit  duty  to  supervise.  So  many 
cases  of  the  Commission  involve  failure  to  supervise.  It  is  really  the 
front  line  of  how  we  have  brokers  adhere  to  standards  that  are  im- 
portant in  terms  of  investor  protection. 

Under  SEC  regulation,  broker-dealers  have  a  duty  to  supervise, 
principals  and  supervisors  are  separately  examined,  and  we  hold 
those  supervisors  responsible  for  the  performance  of  the  vast  net- 
work of  brokers  that  fall  beneath  them.  This  is  a  very  fundamental 
difference,  in  my  judgment. 

Mr.  DiNGELL.  Now  let's  go  into  a  little  hypothetical. 

For  purposes  of  this,  you  will  have  to  imagine  that  I  am  not  the 
Chairman  of  the  Oversight  Subcommittee 

Mr.  Levitt.  Unimaginable. 

Mr.  DiNGELL.  Instead  I  am  Mrs.  Innocent  Consumer.  My  middle 
name  is  Guileless.  I  am  a  widow  of  72  years  of  age  and  I  just  lost 
my  husband  of  50  years,  who  managed  the  afi'airs  of  the  family,  fi- 
nancial and  otherwise.  Now  our  family  has  been  banking  at  Rock 
Solid  Bank  for  30  years  and  1  day  I  go  down  to  good  old  Rock  Solid 
to  check  the  balance  in  my  account  and  find  out  what  my  financial 
situation  is. 

I  go  in  to  talk  to  the  first  available  teller  but,  as  I  do  so,  I  note 
that  the  name  over  the  door  has  been  changed  to  Financial  Serv- 
ices-R-Us.  I  walk  to  the  first  available  teller  for  the  balance  in  my 
savings  account  and  for  the  status  of  my  CD  and  he  calls  the  infor- 
mation up  on  his  computer  and  writes  it  down  on  a  piece  of  paper 
which  he  hands  to  me,  and  he  says:  "Ms.  Consumer,  you  are  one 
of  our  best  and  most  treasured  customers.  I  feel  compelled  to  tell 
you  that  you  could  be  earning  a  lot  more  interest  if  your  money 
was  in  one  of  our  investment  products.  I  think  you  should  talk  to 
one  of  our  salespeople  about  making  a  bigger  return  here."  He 
sends  me  just  down  the  hall  to  his  associate,  Mr.  Frank  Sly. 

Now  Mr.  Sly  has  signs  all  over  his  desk,  one  of  which  is  an  FDIC 
logo  with  a  line  through  it,  a  picture  of  a  bank  with  a  line  through 
it,  and  a  picture  of  a  passbook  with  a  line  through  it.  Now  good- 
hearted  Mr.  Sly  tells  me  that  I  should  put  all  my  retirement  money 
and  all  of  the  insurance  that  I  got  from  my  husband  into  mutual 
funds  and  he  tells  me  that  they  are  not  insured  by  FDIC  but  that 
FDIC  insurance  is  only  up  to  $100,000  and  these  investments  carry 
SIPC  insurance  of  a  half  a  million  dollars  plus  there  is  a  private 
insurance  policy.  This  is  something  that  comes  out  of  another 
bank's  advertisement — I  won't  tell  you  which  one  although  we 
might  have  them  before  us  to  discuss  it  with  us — and  it  says  down 
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here,  it  says  Protection  Insurance — SIPC,  Securities  Investment 
Protection  Corporation  including  $100,000  in  cash,  up  to  $500,000. 
Then  it  says  Equitable  Casualty  and  Surety  Company,  $9.5  million, 
total  coverage  $10  million.  And  he  says  "You  are  only  insured  up 
to  $100,000  by  FDIC." 

So  dear  Mr.  Sly  discusses  the  broad  array  of  funds  available  and 
tells  me  that  I  would  be  a  fool  to  pass  up  a  hot  emerging  market 
fund  and  a  sizzling  Ginnie  Mae  bond  fund. 

Now  being  somewhat  new  to  financial  affairs,  I  express  concerns 
about  some  of  the  countries  and  companies  in  the  emerging  market 
fund.  I  also  ask  him  whether  Mr.  Greenspan's  testimony  about  the 
direction  of  interest  rates  has  had  any  impact  on  bond  funds. 

Now  dear  Mr.  Sly  looks  hurt  and  I  am  touched  and  he  reminds 
me  that  Rock  Solid  has  always  been  there  with  me,  and  he  writes 
on  the  brochure  for  the  Ginnie  Mae  bond  fund  the  number  13.8 
percent.  Now  I  am  only  getting  about  2.7  percent  on  my  CD,  and 
this  looks  pretty  good,  and  he  tells  me  that  return  is  guaranteed 
and  bonds  are  safer  than  stocks. 

I  sign  a  whole  pile  of  forms  which  are  presented  to  me  and  I 
don't  really  understand  these.  I  have  never  seen  forms  like  these 
before  anyhow,  and  I  am  not  really  given  much  time  to  read  these 
forms,  which  are  rich  in  fine  print,  as  you  might  imagine. 

When  I  received  my  first  account  statements,  I  had  a  mild  heart 
attack.  I  find  out  for  the  first  time  that  I  paid  a  huge  front-end  load 
on  the  sale.  I  also  find  that  the  market  on  each  of  the  two  funds — 
the  hot  emerging  market  fund  and  this  red-hot  sizzling  Ginnie  Mae 
bond  fund — they  both  had  undergone  a  very  sharp  drop  in  price, 
in  value.  I  find  that  a  major  part  of  my  principal  has  been  lost. 

So  I  rushed  down  to  Financial  Services-R-Us,  which  used  to  be 
Rock  Solid  Bank,  and  find  a  long  line  of  customers  who  are  there 
screaming  for  dear  Mr.  Frank  Sly  and  for  Mr.  Frank  Sly's  super- 
visor. 

Now,  we  find  out  that  Mr.  Frank  Sly  is  on  a  long,  extended  holi- 
day in  South  America,  in  Brazil  to  be  exact,  which  happens  to 
have,  I  note,  no  extradition  laws  with  the  United  States,  and  that 
his  supervisor  is  out  of  the  office  for  a  very  long  lunch,  which  began 
sometime  last  week. 

Now,  what  are  my  rights  and  remedies  here  under  the  banking 
laws? 

Mr.  Levitt.  Very  few. 

Mr.  DiNGELL.  Very  few.  Why  do  you  say  that?  What  can  I  get 
under  the  banking  laws? 

Mr.  Levitt.  You  would  not  be  protected  by  SIPC  because  SIPC 
doesn't  protect  mutual  funds,  it  protects  securities. 

Mr.  DiNGELL.  But  I  have  this  wonderful  ad  here  which  has  been 
put  out  by  a  bank,  and,  in  fact,  has  been  done  so,  telling  me  how 
I  am  protected  up  to  $10  million.  Do  you  mean  to  say  I  am  not 
going  to  be  protected  by  that? 

Mr.  Levitt.  Precisely. 

Mr.  DiNGELL.  Now,  do  I  have  a  private  right  of  action  against  ei- 
ther Mr.  Frank  Sly  or  the  bank? 

Mr.  Levitt.  I  suspect  in  the  case  of  fraud  you  probably — you 
might  have  a  private  right  of  action. 
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Mr.  DiNGELL.  But  I  don't  have  the  private  right  of  action  that  I 
would  have  under  the  securities  laws;  do  I? 

Mr.  Levitt.  No.  I  think  that  I  would  be  very  specific. 

Mr.  DiNGELL.  Nor  do  I  have  the  right  to  arbitration;  do  I? 

Mr.  Levitt.  You  have  no  right  to  arbitration. 

Mr.  DiNGELL.  Under  the  securities  laws,  I  would  have  the  private 
right  of  action,  and  I  would  also  have  a  right  to  arbitration;  would 
I  not? 

Mr.  Levitt.  Absolutely.  I  should  have  mentioned  that  before, 
that  the  right  of  arbitration  is  a  terribly  important  protection  for 
the  investor. 

Mr.  DiNGELL.  Now,  it  is  also  fair  to  observe  that  under  the  secu- 
rities laws  I  am  supposed  to  be  given  a  prospectus;  am  I  not? 

Mr.  Levitt.  That  is  correct. 

Mr.  DiNGELL.  Now,  I  have  not  been  given  a  prospectus.  Is  that 
a  violation? 

Mr.  Levitt.  Under  the  securities  law? 

Mr.  DiNGELL.  Yes. 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  It  would  be  a  violation  of  the  securities  laws,  but 
am  I  protected  against  refusal  or  failure  to  give  me  a  prospectus 
here  by  the  bank? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  I'm  not.  Now,  is  there  a  requirement  for  suit- 
ability? In  other  words,  do  the  bank  laws  and  the  bank  regulators 
require  that  a  72-year-old  widow  who  has  just  lost  her  husband  be 
steered  to  appropriate  investments,  or  be  given  a  hot  sizzling 
Ginnie  Mae  fund  and  a  red  hot  emerging  market  fund? 

Mr.  Levitt.  Under  the  present  circumstance,  the  only  guide  in 
that  direction  is  the  guidelines  that  the  various  banking  regulators 
have  initiated  and  discussed,  but  they  have  no  more  force  than 
guidelines  would  have. 

Mr.  DiNGELL.  These  have  no  force  and  effect  in  law;  do  they? 

Mr.  Levitt.  Absolutely  not. 

Mr.  Barbash.  Your  investor  in  your  situation  has  many  more 
fully  defined  rights  under  the  securities  laws.  You  can  come  up 
with  theories.  She  probably  would  have  a  right  under  10(b)  against 
the  bank  person  in  that  situation. 

But  in  terms  of  having  a  suitability  requirement  that  is  clear 
under  NASD  rules  and  the  Stock  Exchange,  the  right  is  much 
clearer. 

Mr.  DiNGELL.  Well,  let's  address  this.  As  of  this  particular 
minute,  I  haven't  seen  any  fraud.  All  I  have  seen  is  that  they  have 
given  me  this  wonderful  statement  about  how  I  am  going  to  be  pro- 
tected. Now,  does  that  constitute  fraud? 

Mr.  Levitt.  You  would  have  a  tough  time,  in  my  judgment. 

Mr.  DiNGELL.  I  assume  I  would  get  a  great  deal  of  sympathy,  but 
not  relief  from  the  banking  regulators;  is  that  right? 

Mr.  Levitt.  You  would  get  much  more  from  the  securities  regu- 
lators. 

Mr.  Barbash.  The  problem  with  respect  to  that  ad  is  that  when 
you  analyze  it  from  a  fraud  perspective,  most  everjd^hing  that  you 
would  need  to  say  is  in  there.  It  is  just  in  there  presented  in  such 
a  way  as  to  not  be  particularly  clear  to  the  investor.  So,  the  inves- 
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tor  would  likely  come  away  with  the  feeling  that  your  investor  had 
in  your  situation. 

Mr.  DiNGELL.  Well,  the  practices  in  the  Securities  and  Exchange 
Commission  are  essentially  consumer  protection,  or,  "Let  the  seller 
beware."  It  appears  that  here  at  good  old  Rock  Solid  Bank,  Mr.  Sly 
has  had  me  under  a  new  set  of  rules  which  are,  "Let  the  buyer  be- 
ware"; is  that  right? 

Mr.  Levitt.  It  is,  and  if  I  might  briefly  comment  on  another  ex- 
ample of  how  that  comes  to  bear,  it  is  not  infrequent  where,  under 
certain  circumstances,  if  an  investment  company  has  a  problem, 
the  independent  investment  adviser — in  the  case  of  money  market 
funds  in  particular — might  help  bail  them  out. 

Now,  let  us  hypothesize  that  a  bank  mutual  fund  had  a  problem. 
I  doubt  that  the  banking  regulators  would  very  likely  allow  the 
bank  adviser  to  perform  a  similar  amount  of  assistance  to  that 
bank  mutual  fund. 

Mr.  DiNGELL.  Wait.  You  say  it  would  allow  them  to  provide  as- 
sistance? 

Mr.  Levitt.  I  doubt  that  the  banking  regulators  would  allow  the 
bank  serving  as  an  adviser  to  a  bank  mutual  fund  that  made  an 
investment  that  didn't  work  out,  to  help  that  fund  in  the  same 
way- 


Mr.  DiNGELL.  In  other  words,  to  bail  out  that  fund  for  the  protec- 
tion of  the  investors? 

Mr.  Levitt.  Yes,  because  the  bank  regulator  is  concerned  pri- 
marily with  the  protection  of  the  bank,  not  the  investor. 

Mr.  DiNGELL.  All  right.  Now,  let's  say  that  one  of  the  reasons 
that  the  value  of  the  sizzling  red  hot  emerging  market  fund  fell 
was  frontrunning,  fraud,  or  insider  trading — would  there  be,  first 
of  all,  a  requirement  for  a  paper  trail  under  bank  regulation? 

Mr.  Levitt.  I  don't  believe  so. 

Mr.  DiNGELL.  Is  there,  Mr.  Barbash? 

Mr.  Barbash.  A  paper  trail  in  terms  of  watching  for 
frontrunning 

Mr.  DiNGELL.  Of  knowing  at  the  time  that  the  different  deals 
were  consummated,  what  the  interest  was?  Let's  take  frontrunning 
where  you  know  that  you've  got  a  deal.  So,  you  run  in  and  you  buy 
or  sell  for  yourself  before  the  deal  is  consummated  because  you 
know  that  the  market  is  going  to  be  affected. 

Mr.  Barbash.  There  are  requirements  under  the  securities  laws, 
under  the  Investment  Company  Act,  that  would  cover  the  bank 
mutual  fund  the  way  that  they  would  cover  any  other  registered 
investment  company  that  would  be  designed  to  bring  to  light 
frontrunning  possibilities. 

There  is  a  code  of  ethics  requirement  and  reporting  requirement 
that  would,  at  least,  put  information  into  the  record  for  our  inspec- 
tors when  they  inspect  the  fund  to  see  evidence  of  frontrunning. 

Mr.  Levitt.  We  couldn't  go  beyond  the  fund.  We  couldn't  go  to 
inspect  the  bank  itself  to  pursue  such  a  case  without  a  subpoena. 

Mr.  Barbash.  That's  a  very  good  point.  When  you  seek  to  make 
a  frontrunning  type  of  case,  typically  what  would  happen  is,  you 
would  compare  the  records  of  the  mutual  fund  with  the  other 
records  of  the  adviser  to  the  mutual  fund. 
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Mr.  DiNGELL.  So,  you  can't  compare,  then,  the  records  of  the  mu- 
tual fund  against  the  records  of  the  advisers? 

Mr.  Barbash.  That's  right. 

Mr.  DiNGELL.  Now,  what  would  that  kind  of  comparison  tell  you? 

Mr.  Barbash.  Well,  in  a  case  where  you  had  frontrunning,  you 
would  be  able  to  see  where  the  adviser  made  trades  in  the  same 
securities  where  he  made  trades  for  the  fund.  You  could  compare 
and  see  who  got  the  better  trades  under  what  circumstances, 
whereas  if  you  don't  have  the  records  of  the  adviser,  it  is  virtually 
impossible  to  make  that  kind  of  a  case. 

Mr.  DiNGELL.  So  you  would  have  no  way,  then,  of  gathering  that 
particular  evidence  by  that  particular  kind  of  comparison? 

Mr.  Barbash.  Unless  there  was  some  kind  of  voluntary  provision 
of  the  information. 

Mr.  DiNGELL.  Is  there  such  a  thing  now? 

Mr.  Barbash.  We  can  always  ask,  but  there  is  no  channel  for 
getting  it. 

Mr.  DiNGELL.  So  what  you  are  saying,  then,  is  to  protect  poor  old 
Mrs.  Consumer,  you  have  to  go  hat-in-hand  to  the  bank  regulators 
and  say,  "Dear  Bank  Regulators,  the  SEC  is  trying  to  protect  con- 
sumers. Would  you  cooperate  with  us  in  this  matter?" 

Is  there  any  requirement  out  there  that  they  shall  do  so? 

Mr.  Barbash.  It  is  true  that  we  basically 

Mr.  DiNGELL.  They  can  tell  you  to  go  to  hell;  can't  they? 

Mr.  Barbash.  They  can  do  that.  As  the  chairman  said  before,  we 
are  in  a  situation  where  we  would  have  to  rely  on  personal  rela- 
tionships and  good  will  among  regulators,  which  could  be  good  at 
one  point  and  not  so  great  later. 

Mr.  DiNGELL.  Remembering  at  all  times  that  they  are  function- 
ing under  this  wonderful  voluntary  set  of  arrangements  which  may 
or  may  not  compel  the  banks  or  the  securities  dealers  and  others 
who  are  functioning  under  the  exemptions;  is  that  right? 

Mr.  Barbash.  Yes. 

Mr.  DiNGELL.  Now,  let's  look  here  at  a  couple  of  other  interesting 
questions.  We  are  talking  about  compliance  in  your  statement.  This 
is  a  joint  statement  of  the  bank  regulators. 

It  says  as  follows:  "6.  Depository  institutions  should  develop  and 
implement  policies  and  procedures  to  ensure  that  nondeposit  in- 
vestment product  sales  activities  are  conducted  in  compliance  with 
applicable  laws  and  regulations." 

Now,  what  applicable  laws  and  regulations  would  they  be  con- 
ducted with? 

Mr.  Barbash.  Well,  presumably  they  would  be  looking  to  the  se- 
curities laws  for  some  guidance. 

Mr.  DiNGELL.  But  it  doesn't  say  that  there;  does  it? 

Mr.  Barbash.  No,  it  doesn't. 

Mr.  DiNGELL.  It  doesn't  spell  out  the  policies  and  procedures; 
does  it? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  Now,  it  goes  on  to  say  a  little  further  on  that,  "The 
compliance  procedure  should  also  provide  for  a  system  to  monitor 
customer  complaints  and  their  resolution." 

Is  there  an3rthing  of  this  kind  that  is  apparent  to  you? 
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Mr.  Levitt.  Well,  that  system  is  a  critically  important  one.  I 
don't  think  there  is  any  substitute  for  the  arbitration  procedures 
that  exist. 

Mr.  DiNGELL.  They  go  on  to  say,  "Where  applicable,  compliance 
procedures  also  should  call  for  verification  that  third-party  sales 
are  being  conducted  in  a  manner  consistent  with  the  governing 
agreement  with  the  depository  institution." 

What  does  that  mean? 

Mr.  Levitt.  It  means  that  there  could  be  65  different  kinds  of 
agreements  based  on  all  kinds  of  different  local  considerations.  It 
means  that  we  have  a  lack  of  consistency  in  this  regard  that  I 
think  is  wrong. 

Mr.  Barbash.  It  also  puts  in  an  overlay  on  existing  regulation. 
Presumably  any  broker-dealer  that  entered  into  an  agreement 
would  be  already  subject  to  NASD  rules  and  now  would  have  this 
overlay  on  whatever  was  in  that  agreement. 

Mr.  DiNGELL.  Now,  let's  just  look  at  this  little  thing  here  that  we 
have.  When  the  SEC  is  going  to  do  something  which  relates  to  reg- 
ulation, or  issuing  of  regulations,  you  have  to  put  it  out  for  notice 
and  comment;  don't  you? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Then  you  have  to  hear  what  the  comments  are; 
isn't  that  right? 

Mr.  Levitt.  That's  correct. 

Mr.  DiNGELL.  You  have  to  wait  a  while,  like  30  days,  to  60  days, 
maybe  120  days,  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Then  the  comments  come  in.  Then  you  have  to 
have  an  official  proceeding  on  those  comments;  don't  you? 

Mr.  Levitt.  That's  correct. 

Mr.  DiNGELL.  Unless  you  have  gotten  no  comments?  But  you  al- 
ways do  get  comments? 

Mr.  Levitt.  Always. 

Mr.  DiNGELL.  Then  you  have  to  have  a  hearing;  isn't  that  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  This  is  required  of  you  by  the  Administrative  Pro- 
cedures Act  and  by  the  requirements  of  the  Constitution;  isn't  it? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  You  are  required  then  also  to  have  a  meeting  of 
the  SEC  and  to  make  a  decision  on  the  record;  is  that  not  so? 

Mr.  Levitt.  That  is  correct. 

Mr.  DiNGELL.  Now,  are  the  bank  regulators  compelled  to  meet  a 
similar  set  of  public  interest  standards  in  which  the  matters  are 
made  open  and  available  and  in  which  they  function  in  the  broad 
light  of  day,  using  as  Justice  Brandeis  once  said,  "The  sunlight, 
which  is  the  best  of  all  disinfectants"? 

Mr.  Levitt.  I  am  not  aware  of  any  such  procedure. 

Mr.  DiNGELL.  Do  you  think  we  ought  to  ask  them  about  that  to- 
morrow when  they  come  in? 

Well,  let's  just  ask  one  last  question.  What  would  happen  if  good 
old  Frank  Sly,  who  is  now  enjoying  himself  down  in  Brazil,  were 
an  SEC-registered  broker-dealer,  and  so  was  Financial  Services-R- 
Us?  What  would  the  rights  of  poor  old  Mrs.  Consumer  be? 
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Mr.  Levitt.  I  think  she  would  have  a  right  of  rescission.  We 
would  go  after  them.  I  think  it  is  29(b)  that  would  enable  her  to, 
if  this  was  found  to  be  fraudently  sold  under  our  provisions,  she 
would  have  a  right  to  get  her  money  back.  If  that  was  not  possible, 
we  would  certainly  go  after  him  and  the  rest  of  that  group. 

Mr.  DiNGELL.  You  would  go  after  not  only  dear  Mr.  Sly,  but  you 
would  also  go  after  good  old  Rock  Solid,  which  is  now  Financial 
Services-R-Us,  right? 

Mr.  Levitt.  Absolutely. 

Mr.  DiNGELL.  What  would  you  be  able  to  do  to  them  about  the 
kind  of  misbehavior  that  we  have  now  seen  if  there  was 
frontrunning,  there  was  fraud,  there  was  insider  dealings,  and 
there  was  a  lack  of  a  paper  trail.  There  was  apparently  a  failure 
to  properly  supervise.  What  would  you  be  able  to  do  here? 

Mr.  Levitt.  If  all  of  those  elements  existed,  we  could  fine  them, 
censure  them,  kick  them  out  of  the  business. 

Mr.  DiNGELL.  And  perhaps  refer  the  matter  to  the  U.S.  Attorney? 

Mr.  Levitt.  And  perhaps  refer  it  to  the  U.S.  Attorney. 

Mr.  DiNGELL.  Who  might  send  them  off  for  a  comfortable  period 
of  sojourn  at  some  appropriate  Federal  institution;  isn't  that  right? 

Mr.  Levitt.  Yes,  sir. 

Mr.  DiNGELL.  Would  those  things  happen  to  dear  Mr.  Sly,  who 
is  now  enjoying  himself  down  in  the  warmth  of  sunny  Brazil? 

Mr.  Levitt.  Probably  not. 

Mr.  DiNGELL.  These  things  do  constitute  also  felonies  under  the 
securities  laws;  do  they  not? 

Mr.  Levitt.  Yes,  sir. 

Mr.  DiNGELL.  But  they  do  not  constitute  felonies  under  the  bank- 
ing laws;  do  they? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  Imagine  that.  Now,  let's  just  assume  that  there 
was  a  pleasant  little  conspiracy  between  Mr.  Sly  and  his  superiors 
in  the  bank.  They  were  all  together  in  this  wonderful  little  ar- 
rangement of  getting  poor  old  Mrs.  Consumer.  Maybe  Aunt  Minnie 
Peagreen,  they  would  get  her,  too.  They  have  gotten  a  whole  bunch 
of  guileless  innocent  folks  that  they  had  caught.  Would  the  conspir- 
acy laws  apply  here? 

Mr.  Levitt.  It's  possible. 

Mr.  DiNGELL.  Possibly.  Now,  do  the  bank  regulators  have  any 
kind  of  an  enforcement  mechanism  like  you  have  to  catch  this  kind 
of  behavior? 

Mr.  Barbash.  The  enforcement  mechanism  is 

Mr.  DiNGELL.  Do  they  have  any  kind  of  thing  that  lets  them  note 
perhaps  some  remarkable  trading  events  which  might  occur  be- 
cause we  might  find  that  Mr.  Sly  and  his  boss  had  been  trading 
and  had  all  of  a  sudden  dumped  or  bought  large  amounts  of  securi- 
ties which  happened  to  be  held  by  this  red  hot  sizzling  emerging 
market  fund. 

Do  they  have  any  kind  of  device  to  enable  them  to  do  that  sort 
of  thing  at  the  bank  regulatory  agencies? 

Mr.  Levitt.  I'm  not  aware  of  it. 

Mr.  DiNGELL.  So  they  would  be  sitting  there  just  thinking,  "What 
a  wonderful  thing  good  old  Rock  Solid  is  and  what  a  wonderful 
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thing  Financial  Services-R-Us  is  doing  in  terms  of  moving  forward 
the  interest  of  the  American  banking  industry";  isn't  that  right? 

Now,  I  assume  that  they  would  be  very,  very  happy.  They  might 
even  go  to  a  dinner  at  which  the  matter  of  how  Financial  Services- 
R-Us  has  moved  into  the  new  wave  in  the  financial  markets  and 
has  begun  this  process  of  reforming  all  the  stodgy  old  ways  that 
we  have  seen  in  this  industry  under  the  unfortunate  administra- 
tion of  the  SEC. 

We  might  even  see  the  Comptroller  of  the  Currency  or  somebody 
like  that  up  there  to  say,  "We  are  now  moving  forward  to  restore 
the  solidity  of  the  American  banking  institutions."  That  is  possible; 
isn't  it? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Well,  it  is  an  interesting  prospect. 

My  time  has  expired.  The  Chair  recognizes  the  distinguished 
gentleman  from  Colorado. 

Mr.  SCHAEFER.  No  questions,  Mr.  Chairman. 

Mr.  DiNGELL.  OK.  Mr.  Levitt,  if  the  OCC  were  to  approve  the 
Mellon-Dre5^us  transaction — and  I  want  us  to  forget  now  at  least 
temporarily  poor  old  Mrs.  Consumer  at  good  old  Rock  Solid  and  the 
other  institutions  we  have  been  discussing. 

If  OCC  were  to  approve  the  Mellon-Dre5^us  transaction,  Drej^us 
would  continue  to  be  subject  to  an  array  of  Federal  securities  laws 
and  regulations;  would  it  not? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Now,  as  a  registered  broker-dealer,  Dre3^us  would 
be  regulated  under  the  Securities  Exchange  Act  of  1934;  isn't  that 
right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Under  the  NASD  rules  of  fair  practice;  is  that 
right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  And  subject  to  SEC  and  NASD  oversight;  is  that 
right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Now,  as  an  investment  adviser  to  mutual  funds, 
Dreyfus  also  would  be  required  to  comply  with  the  Investment 
Company  Act  and  the  Investment  Advisers  Act;  would  it  not? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Exemptions  from  the  Investment  Advisers  Act 
available  to  national  banks  do  not  apply  to  operating  subsidiaries 
and  would  not  apply  to  Dreyfus;  would  they? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  Now,  in  addition  the  OCC  advises  us  that  Dreyfus 
would  be  required  to  comply  with  all  laws  applicable  to  national 
banks  and  would  be  subject  to  Banking  Circular  274;  is  that  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Now,  what  conflicts  will  be  faced  by  Dreyfus  in 
meeting  both  the  banking  and  the  securities  laws? 

Mr.  Levitt.  Well,  I  think  that  the  bank  guidelines  would  have 
some  bank  regulator  oversight  for  registered  broker-dealers  that 
assist  banks  in  the  sale  of  securities.  That  could  create  a  redun- 
dancy and  probably  conflicts.  I  don't  know  where  that  begins  or 
where  that  ends.  But  theoretically  that  is  very  possible. 
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Mr.  DiNGELL.  They  could  say  that  they  could  do  some  things  that 
you  would  say  they  can't;  isn't  that  right? 

Mr.  Levitt.  Precisely. 

Mr.  DiNGELL.  Now,  that  would  mean  that  if  there  is  an  enforce- 
ment action,  which  you  brought  against  them,  they  would  make  a 
defense  in  saying  that,  "Our  good  friends  at  OCC,"  or,  "Our  good 
friends  at  the  Fed,"  or,  "Our  good  friends  at  the  FDIC  have  said 
that  we  can  do  this."  Isn't  that  possible? 

Mr.  Levitt.  I  think  that  is  possible. 

Mr.  DiNGELL.  That  would  constitute  a  defense,  then,  I  would 
think,  against  your  actions,  both  in  civil  matters,  but  it  would 
clearly  constitute  a  defense  in  a  criminal  matter;  would  it  not? 

Mr.  Levitt.  Yes.  Now,  they  also  have  conflicts  with  respect  to 
disclosure  requirements.  The  OCC  guidelines  require  a  prospectus 
disclosure  of  investment  risks,  including  the  possible  loss  of  prin- 
cipal. 

But  in  contrast  to  that,  the  SEC  requirements  are  really  specifi- 
cally tailored  for  money  market  funds  and  mandate  disclosure  that 
there  can  be  no  assurance  that  the  fund  will  be  able  to  maintain 
a  stable  net  asset  value  of  $1  per  share.  It  is  a  very  different  kind 
of  disclosure  requirement. 

Mr.  DiNGELL.  They  wouldn't  have  to  disclose  that? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  Why  not,  under  banking  law? 

Mr.  Levitt.  I  am  told  that  they  would  not  have  that  element  to 
deal  with. 

Mr.  Barbash.  I  don't  know  that  it  is  a  question  of  their  not  dis- 
closing it.  It  would  be  a  situation  where  that  particular  language 
would  not  fit  within  the  particular  mandated  disclosure  that  the 
guidelines  talk  about.  In  other  words,  it  does  not  precisely  say  that 
there  is  a  possibility  of  a  loss  of  principal. 

Typically,  that  is  not  a  term  that  is  used  in  a  mutual  fund  con- 
text. That  is  a  bank  account  type  of  term. 

Mr.  DiNGELL.  It  sounds  a  little  like  what  went  on  in  Lincoln  Sav- 
ings. Just  a  little,  not  a  lot.  A  little. 

Mr.  Levitt.  Another  difference,  I  would  say,  is  with  respect  to 
ability  to  supervise.  This  is  really  fundamental  to  the  SEC's  regula- 
tion of  broker-dealers. 

I  think  with  respect  to  the  bank  guidelines,  it  is  much  less  spe- 
cific. This  is  a  very  important  issue.  I  think  that  Dre3^us  as  part 
of  Mellon  will  have  banking  laws,  securities  laws,  and  bank  guide- 
lines to  observe.  As  we  said  before,  that  is  going  to  create  overlap, 
inefficiencies,  confusion,  and  differences. 

Mr.  DiNGELL.  They  would  be  burning  incense  at  five  altars.  And 
as  my  old  friend,  Mannie  Sellers,  used  to  say,  they  would  burn  one 
candle  for  Christ,  and  one  candle  to  the  Devil,  and  take  no  chances 
in-between;  isn't  that  right? 

Now,  how  do  you  envision  that  the  conflicts  between  securities 
laws  and  banking  laws  would  be  resolved?  So  far  the  Courts  have 
been  very  kind  to  the  bank  regulators.  They  say  to  SEC,  'Tou  folks 
don't  have  any  say  in  these  matters." 

Mr.  Levitt.  There  is  only  one  way,  in  my  judgment,  and  that  is 
by  legislation. 
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Mr.  DiNGELL.  Well,  until  the  Congress  acts,  it  would,  of  course, 
be  a  complex,  long-running  series  of  regulatory  disagreements  fol- 
lowed by  litigation,  in  which  every  party  would  be  involved. 

First  of  all,  the  bank  regulators  would  be  involved.  Second  of  all, 
the  banks  would  be  involved.  All  four  bank  regulators  would  be  in- 
volved. You  folks  would  be  involved.  I  guess  the  Department  of  Jus- 
tice and  the  Solicitor  General  would  be  involved;  wouldn't  they? 

Mr.  Levitt.  I  think  there  could  be  all  of  that.  I  must  say  that 
Comptroller  Ludwig  and  I  have  discussed  this  issue  at  some  length. 
We  have  endeavored  to  try  to  harmonize  our  approach  to  several 
issues  that  have  come  before  us. 

But  I  don't  really  think  that  a  personal  relationship,  as  good  and 
as  sound  as  it  is,  is  a  substitute  for  the  response  to  the  complexity 
and  redundancy  of  the  kinds  of  issues  that  come  before  us. 

Mr.  DiNGELL.  Now,  consumers  would  be  involved?  Banks  would 
be  involved?  Consumer  lawyers  would  be  involved?  Bank  lawyers 
would  be  involved?  This  would  be  a  wonderful  thing  for  the  legal 
profession.  Just  imagine  the  billable  hours  that  could  be  achieved 
here  by  the  lawyers.  Some  of  this  litigation  could  be  kept  going  for 
years. 

There  is  a  story  in  Gilbert  and  Sullivan  about  how  litigation  was 
kept  going.  There  is  also  some  in  Dickens  about  how  litigation  was 
kept  going  for  years.  As  a  matter  of  fact,  there  is  one  about  one 
young  attorney  who  came  into  a  firm.  He  terminated  an  estate  that 
had  been  the  livelihood  of  the  whole  firm  for  years.  He  was,  of 
course,  immediately  fired,  as  they  prudently  should  have  done. 

But  we  could  look  forward  to  a  massive  new  influx  of  business 
for  the  Federal  Courts  out  of  this  kind  of  situation;  could  we  not? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Now,  Mr.  Levitt,  the  interagency  statement  issued 
by  the  four  bank  regulators  2  weeks  ago  raises  the  same  conflict 
problems;  does  it  not? 

Mr.  Levitt.  Yes,  it  does. 

Mr.  DiNGELL.  Now,  as  I  read  it,  the  bank  regulators  contemplate 
that  the  compliance  procedures  implemented  pursuant  to  the  state- 
ment and  banking  regulator  oversight  will  apply  not  only  to  em- 
ployees of  depository  institutions  but  also  to  SEC-regulated  broker- 
dealers;  is  that  right? 

Mr.  Levitt.  That  is  correct. 

Mr.  DiNGELL.  The  result  was  that  from  this  they  would  be  hav- 
ing their  rules  applied  to  people  who  are  now  under  your  regula- 
tion; isn't  that  right? 

Mr.  Levitt.  Yes,  sir. 

Mr.  DiNGELL.  That  does  seem  to  be  something  of  an  invasion  of 
a  rather  successful  undertaking  by  you.  It  seems  to  again  afford  a 
splendid  opportunity  for  more  litigation;  does  it  not? 

Mr.  Levitt.  It  certainly  won't  make  life  easier  for  us  in  terms  of 
doing  our  job. 

Mr.  DiNGELL.  Well,  your  job  is  to  catch  rascals  and  to  keep  the 
market  honest. 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  So  instead  of  spending  your  time  keeping  the  mar- 
ket honest,  catching  rascals,  and  protecting  consumers  as  you  are 
now  very  well  doing,  your  job  would  get  a  new  dimension.  You 
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would  be  compelled  then  to  go  forth  to  do  battle  with  not  one,  but 
four  banking  regulators. 

Am  I  fair  to  observe  that  you  would  then  have  your  regulation, 
either  the  regulations  of  one  of  the  regulators  or  all  of  the  regu- 
lators, or  all  four  of  the  regulators? 

Mr.  Levitt.  I  think  there  is  clearly  that  risk. 

Mr.  DiNGELL.  You  would  have  a  potential  for  a  splendid  set  of 
complexities  which  would  literally  almost  know  no  bounds  because 
banks  are  now  in  hundreds  of  mutual  funds.  They  are  now  selling 
billions  of  dollars  worth  of  securities  on  the  market.  They  are  re- 
ceiving enormous  emoluments  from  these  activities. 

Now,  I  am  curious.  Your  rules  require  at  the  SEC  that  the  deal- 
ers and  other  people  in  the  securities  industry  function  for  the  pro- 
tection of  the  investors;  is  that  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Now,  the  rules  in  the  banking  regulators  say  that 
they  protect  the  solvency  of  the  bank;  isn't  that  right? 

Mr.  Levitt.  And  they  protect  the  depositor  in  that  bank. 

Mr.  DiNGELL.  And  the  depositors.  But  nowhere  does  it  say  any- 
thing about  protecting  the  victims  of  wrong-doing  by  bank  employ- 
ees who  are  engaged  in  the  sale  of  mutual  funds  or  other  securities; 
isn't  that  right? 

Mr.  Levitt.  It  is  clearly  a  different  emphasis. 

Mr.  DiNGELL.  Now,  you  are  not  able  to  protect  them.  If  you  try, 
you  are  going  to  be  engaged  in  a  massive  feud  with  not  one  but 
four  very  powerful  Federal  bank  regulators,  and  hundreds  of  grow- 
ing and  enormously  influential  banks.  Now  how  are  you  going  to 
resolve  this  in  the  public  interest  to  protect  the  consumers? 

Mr.  Levitt.  It  creates  a  definite  problem  that  we  have  talked 
about.  It's  not  rational.  It  is  a  bizarre  patchwork  quilt  of  redundant 
regulation.  The  only  response  to  it,  I  believe,  is  to  get  at  this  issue 
of  functional  regulation  which  your  bill  provides  for. 

Mr.  DiNGELL.  Well,  let's  look  at  this  now.  They  are  going  to  have 
your  regulations,  which  are  pretty  stern  for  the  protection  of  inves- 
tors. Then  they  are  going  to  have  the  regulations  either  issued  by 
one  of  four  bank  regulators,  or  by  all  four. 

Now,  let's  just  say  for  the  purposes  of  our  discussion  that  I  am 
Mr.  Slick.  I  am  in  charge  of  the  trust  part  of  the  bank.  My  function 
here  now  is  going  to  be  pick  the  set  of  regulations  which  are  going 
to  be  most  suitable  to  my  maximizing  first,  my  own  earnings,  and 
second  of  all,  the  earnings  of  the  bank,  and  of  course,  my  commis- 
sion at  the  year  end. 

Whose  regulations  am  I  going  to  pick?  The  hard  regulations  that 
you  are  going  to  lay  out,  or  the  wonderful  friendly  regulations  that 
are  going  to  be  set  in  place  by  these  goodhearted  Federal  bank  reg- 
ulators? 

Mr.  Levitt.  That  might  be  considered  regulatory  arbitrage. 

Mr.  DiNGELL.  Well,  what  we  are  assuming  then,  is  that  we  are 
looking  at  a  race  to  the  bottom;  are  we  not? 

Mr.  Levitt.  I  think  there  is  every  danger  of  that  in  this 
present 

Mr.  DiNGELL.  And  as  a  matter  of  fact,  the  history  of  the  way  the 
banks  have  protected  investors  in  securities  tends  to  indicate  that 
there  will  be  this  highly  selective  and  enthusiastic  and  very,  very 
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prudent  race  for  the  bottom  in  terms  of  regulatory  protection;  does 
it  not? 

Mr.  Levitt.  Yes,  perhaps. 

Mr.  DiNGELL.  There  is  a  long  history  of  how  the  bank  regulators 
have  functioned. 

Mr.  Levitt.  Yes. 

Mr.  Dingell.  We  seem  to  have  a  modest  problem  here  with  over- 
lap and  conflicts.  I  would  like  to  address  that.  This  will  be  det- 
rimental to  both  the  depository  and  securities  institutions  as  well 
as  detrimental  to  the  public.  The  OCC  advises  us  that  the  SEC  and 
OCC  have  made  significant  progress  in  coordinating  your  respec- 
tive examination  and  enforcement  programs.  Is  that  true? 

Mr.  Levitt.  We  have  worked  cooperatively  with  the  OCC  on  a 
number  of  issues.  We  have  worked  in  terms  of  a  special  survey  to 
determine  the  extent  of  investor  confusion.  I  think  we  have  a  satis- 
factory working  relationship  between  Comptroller  Ludwig  and  my- 
self 

Mr.  Dingell.  For  the  record,  would  you  submit  to  us  a  list  of  the 
dates,  participants,  summaries  of  any  and  all  interagency  meetings 
on  this  subject,  and  also  please  submit  for  the  record  copies  of  any 
memoranda  of  understanding  between  the  SEC  and  the  OCC  with 
respect  to  the  terms  and  the  conditions  of  such  joint  examination 
and  enforcement  programs? 

Mr.  Levitt.  Yes,  sir. 

Mr.  Dingell.  We  would  like  to  see  it.  We  are  going  to  ask  the 
same  question  of  the  OCC  when  they  are  before  us  tomorrow. 

Now,  for  our  purposes  today,  would  you  briefly  summarize  to  the 
committee  your  progress  in  this  area? 

Mr.  Levitt.  Our  progress  in  terms  of  coordination? 

Mr.  Dingell.  Yes. 

Mr.  Levitt.  I  would  say  that  we  have  had  a  number  of  contacts. 
We  have  worked  on  a  number  of  issues,  but,  again,  this  is  hardly 
a  pattern  that  can  be  relied  upon.  Our  personal  relationship  is  a 
good  and  a  strong  one,  but  chairmen  and  comptrollers  change  and 
attitudes  change,  and  the  staff  has  a  vested  interest  in  protecting 
a  pattern  of  doing  business  and  ways  of  handling  things  so  that  I 
think  that  alone  is  insufficient  to  rely  upon  addressing  these  seri- 
ous issues. 

Mr.  Dingell.  Could  you  assist  us  by  informing  me  of  any  con- 
crete result  from  this  period  of  discussions  between  your  Agency 
and  the  OCC? 

Mr.  Levitt.  I  think  there  have  been  some  results.  We  have 
agreed  to  work  on  a  survey.  We  have  had  a  number  of 

Mr.  Dingell.  You  have  agreed  to  work  on  a  survey,  what  else? 

Mr.  Levitt.  We  have  had  one  enforcement  issue  that  provided  a 
level  of  conflict  before  Comptroller  Ludwig  and  I  discussed  it. 

Mr.  Dingell.  What  was  that? 

Mr.  Levitt.  It  was  a  case  involving  a  bank,  as  a  matter  of  fact. 

Mr.  Dingell.  A  bank,  what  did  this  good-hearted  bank  do? 

Mr.  Levitt.  If  you  like,  Mr.  Chair,  I  can  call  upon  my  colleague 
Mr.  McLucas  to  discuss  the  specifics  of  this. 

Mr.  Dingell.  No,  just  a  quick  summary. 
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Mr.  Levitt.  Well,  it  was  in  connection  with  a  failure  to  destroy 
some  bonds  that  subsequently  wound  up  in  the  hands  of  people 
who  shouldn't  have  had  those  bonds. 

Mr.  DiNGELL.  I  assume  that  the  enforcement  then  was  done 
under  banking  laws  as  opposed  to  under  your  laws? 

Mr.  Levitt.  No.  We  had  a  jurisdictional  dispute  on  this.  In  1992, 
both  the  SEC  and  OCC  brought  enforcement  actions  against 
Citibank  for  its  failure  to  properly  destroy  cancelled  security  certifi- 
cates and  to  file  timely  missing  securities  reports  for  up  to  $111  bil- 
lion face  value. 

On  June  25th  of  1992,  the  OCC  instituted  a  settled  administra- 
tive action  against  Citibank  finding  that  it  violated  section  17(a) 
and  17(f)(1)  of  the  Exchange  Act,  and  Rule  17(a)(D)(12)  and  17(f)(1) 
thereunder  censuring  it  and  ordering  certain  remedial  measures. 

The  OCC  action  lacked  any  requirement  that  Citibank  comply 
with  the  provisions  at  issue.  On  December  17th  of  1992,  the  Com- 
mission filed  a  settled  cease  and  desist  proceeding  against  Citibank 
ordering  that  Citibank  permanently  cease  and  desist  from  violating 
the  above  provisions.  The  Commission  also  filed  a  settled  action  for 
a  civil  money  penalty  in  U.S.  District  Court  obtaining  a  penalty  of 
$750,000  for  Citibank's  failure  to  file  timely  missing  securities  re- 
ports. 

Mr.  DiNGELL.  What  is  the  difference  then  between  the  enforce- 
ment actions  which  took  place  under  your  procedures  and  under 
the  bank  procedures? 

Mr.  Levitt.  I  think  clearly  our  procedures  were  far  more  strin- 
gent and,  I  think,  frankly,  far  more  appropriate. 

Mr.  DiNGELL.  Now,  had  the  OCC  gone  forward  in  this  matter,  it 
would  be  fair  to  say  that  if  they  had  brought  their  matter  to  a  con- 
clusion, the  bank  would  have  essentially  been  able  to  use  the  an- 
cient doctrine  of  autrefois  acquit,  right? 

Our  reporter  doesn't  show  a  nod,  you  have  to  say  yes. 

Mr.  DiNGELL.  So  you  have  one  case  on  which  you  have  coopera- 
tion between  your  Agency  and  the  OCC,  is  that  right?  Am  I  fair 
in  inferring  there  must  be  some  others,  or  am  I  unfair  in  inferring 
that  there  must  be  some  others? 

Mr.  Levitt.  I  think  it  would  be  fair  to  say  that,  in  the  few 
months  that  Comptroller  Ludwig  and  I  have  been  discharging  our 
responsibilities,  we  have  had  a  number  of  conversations  about 
working  together  on  matters  that  may  divide  us.  There  have  been 
several  of  those.  I  am  not  familiar  with 

Mr.  DiNGELL.  Several  discussions? 

Mr.  Levitt.  There  have  been  a  number  of  cases,  I  believe,  that 
we  have  discussed  and  worked  upon,  but  there  is  hardly  a  com- 
prehensive all  encompassing  pattern  of  going  arm-in-arm  and 
hand-in-hand  together. 

Mr.  DiNGELL.  Mr.  Ludwig  likes  his  banking  business  and  doesn't 
feel  that  you  ought  to  be  intruding  into  any  of  those  affairs;  is  that 
right? 

Mr.  Levitt.  Well,  he  hasn't  used  those  words.  He  hasn't  said 
that.  We  have  promised  one  another  that  we  would  try  to  cooperate 
wherever  possible. 

Mr.  DiNGELL.  Now,  Mr.  Levitt,  I  am  not  sure  that  coordination 
alone  is  the  answer  to  our  problem. 
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Mr.  Levitt.  I  agree  with  you,  it  is  not. 

Mr.  DiNGELL.  Here  we  are  talking  about  trying  to  coordinate  a 
process  which  has  two  separate  philosophies;  a  process  which  has 
two  separate  procedures,  bank  procedures  and  securities  proce- 
dures; a  process  which  has  two  sets  of  mores  and  customs,  banking 
and  securities.  One  regulator  of  securities  and  four  somewhat  lan- 
guid regulators  of  banks  who  have  their  own  modest  differences  on 
how  the  businesses  proceeded. 

So  we  are  now  seeking  to  have  government  impose  some  rational 
system  of  dealing  with  securities  on  what  is  a  pattern  of  overlap- 
ping, burdensome,  conflicting  laws  on  banks  and  securities  forums. 
Now  we  might  say  we  are  going  to  lock  all  you  good-hearted  folk 
in  a  closet  until  you  work  things  out,  but  you  can  only  work  things 
out  within  the  framework  of  law,  can't  you? 

Mr.  Levitt.  Absolutely. 

Mr.  DiNGELL.  And  so,  if  they  don't  choose  to  proceed,  or  if  their 
basic  statutes  don't  enable  them  to  apply  the  kind  of  suasions  that 
they  should  to  securities,  then  nothing  comes  of  it,  does  it? 

Mr.  Levitt.  That's  correct. 

Mr.  DiNGELL.  In  the  meantime,  you,  who  have  a  relatively  lim- 
ited budget  and  enormous  responsibilities,  are  compelled  to  dis- 
sipate immense  amounts  of  time  and  energy,  staff  and  financial  re- 
sources in  achieving  this  quaint  result  which  may  or  may  not  be 
of  merit;  is  that  right? 

Mr.  Levitt.  I  think  that  is  fair. 

Mr.  DiNGELL.  Now  wouldn't  the  country  be  better  served  if  these 
institutions  and  the  public  could  know  that  we  have  clear  func- 
tional lines  of  responsibility,  required  cooperation,  information 
sharing,  necessary  gathering  of  information,  necessary  regulatory 
actions,  clear  lines  of  behavior  and  responsibility  on  all  parties  con- 
cerned? 

Mr.  Levitt.  It  would  be  more  efficient.  It  would  give  greater  in- 
vestor protection.  It  would  be  more  rational  and  sound  and  logical. 

Mr.  DiNGELL.  Now  it  is  fair  to  observe  here,  and  I  intend  to  in- 
quire of  Mr.  Ludwig  when  he  comes  before  us  tomorrow,  that  your 
responsibility  is  to  protect  the  investors;  is  that  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  And  the  bank  regulators  have  the  responsibility  of 
protecting  the  financial  solvency  and  financial  integrity  of  the  bank 
and  the  depositors;  is  that  right? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Is  there  anything  that  you  are  aware  of  in  the 
banking  laws  that  requires  them  also  to  protect  investors  and  secu- 
rities? 

Mr.  Levitt.  I  am  not  aware  of  anything. 

Mr.  DiNGELL.  Do  you  think  we  ought  to  ask  Mr.  Ludwig  about 
that? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  I  really  look  forward  to  his  answer. 

Any  further  questions? 

[No  response.] 

Mr.  DiNGELL.  Mr.  Levitt,  Mr.  Barbash,  we  thank  you. 

Do  you  have  any  comments  you  would  like  to  make? 


54 

Mr.  Levitt.  The  only  comment  I  have  to  make  is,  again,  to  en- 
courage the  process  to  go  forward  with  the  kind  of  functional  regu- 
lation that  I  think  is  so  logical  and  so  necessary  and  yet  has  eluded 
us.  The  system  today,  from  my  experience  in  the  securities  indus- 
try, is  rife  with  far  more  risks  than  ever  before  in  history.  We  can 
ill  afford  the  kind  of  confusion  that  exists  in  this  regulatory  never- 
neverland. 

Mr.  DiNGELL.  We  have  this  enormous  problem  here  then  of  co- 
ordination which  you  have  described.  We  can  put  you  and  the  SEC 
and  Mr.  Ludwig  and  the  OCC  and  all  the  other  good-hearted  folks 
over  there  amongst  the  banking  regulators  in  this  room  and  have 
a  tremendous  battle  which  will  go  on  interminably,  but  we  have 
other  mechanisms.  We  have  H.R.  3447.  Is  there  a  possibility  in 
your  mind  that  that  might  solve  a  lot  of  the  problems? 

Mr.  Levitt.  I  think  that  would  be  the  ideal  resolution  to  this 
issue. 

Mr.  DiNGELL.  What  it  would  do  would  be — it  wouldn't  get  into 
the  banking  business  at  all,  would  it? 

Mr.  Levitt.  No. 

Mr.  DiNGELL.  It  would  just  require  that  the  banks,  when  they 
are  moving  out  into  other  folks'  business,  play  by  the  same  rules 
that  everybody  else  does. 

Mr.  Levitt.  It  would  level  the  playing  field. 

Mr.  DiNGELL.  And  it  would  require  the  bankers  to  perhaps  pro- 
tect the  public  interest;  isn't  that  right? 

Mr.  Levitt.  Yes,  sir. 

Mr.  DiNGELL.  And  it  would  absolve  poor  Mr.  Ludwig  and  all  of 
the  others  of  the  unfortunate  responsibilities  of  dealing  with  inves- 
tor protection,  wouldn't  it? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  And  give  you  the  powers  that  you  need  to  protect 
the  poor  old  widow  Consumer 

Mr.  Levitt.  I  think  it  would. 

Mr.  DiNGELL  [continuing].  Against  Mr.  Frank  B.  Sly  and  all  the 
other  slickers  who  would  otherwise  be  absolved  of  responsibilities 
to  protect  investors,  wouldn't  it? 

Mr.  Levitt.  Yes. 

Mr.  DiNGELL.  Then  we  wouldn't  have  to  worry  about  them  going 
down  to  Brazil  where  we  have  no  extradition  laws. 

Well,  gentlemen,  you  have  been  of  great  assistance  to  the  sub- 
committee. We  thank  you.  We  appreciate  your  kindness  and  cour- 
tesy to  us. 

Thank  you. 

The  Chair  announces  that  our  next  panel  is  Mr.  Steven 
Zipperstein,  Esquire,  Chief  Assistant  U.S.  Attorney  for  the  Central 
District  of  California,  Los  Angeles,  California;  accompanied  by  Ms. 
Alice  Hill,  Esquire,  Assistant  U.S.  Attorney  for  the  Central  District 
of  California;  also  by  Mr.  Bill  Hodgman,  Esquire,  Office  of  Los  An- 
geles District  Attorney;  Mr.  Len  Simon,  Esquire,  Milberg  Weiss 
Bershad  Hynes  &  Lerach. 

Ladies  and  gentlemen,  we  want  to  thank  you  for  your  assistance 
to  us  and  for  being  here.  We  hope  that  we  have  not  kept  you 
overlong,  but  sometimes  we  become  inspired  by  the  questions  that 
are  before  us  and  are  not  fully  able  to  restrain  in  these  matters, 
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but  I  want  to  express  my  personal  thanks  and  the  thanks  also  of 
the  committee  to  each  of  you  for  your  kindness  and  your  assistance 
to  us.  We  believe  that  you  have  a  great  deal  to  tell  us  which  will 
be  of  value. 

You  have  heard  the  Chair  qualify  the  previous  panel.  Ladies  and 
gentlemen,  do  any  of  you  have  any  objection  to  testifying  under 
oath? 

[No  response.] 

Mr.  DiNGELL.  The  Chair  advises  that  is  the  regular  practice  of 
the  committee.  It  is  your  right  to  be  advised  by  counsel.  Do  any  of 
you  desire  to  be  advised  by  counsel  during  your  presence  here? 

[No  response.] 

Mr.  DiNGELL.  The  Chair  advises  that  copies  of  the  rules  of  the 
committee,  rules  of  the  subcommittee,  rules  of  the  House  are 
present  there  before  you  in  the  blue  and  red  booklets.  They  are 
there  to  advise  you  of  the  rules  of  the  committee,  the  practices  of 
the  committee  and,  of  course,  the  limits  on  the  powers  of  the  com- 
mittee. 

If  you  have  no  objection  then,  if  you  would  please  rise  and  raise 
your  right  hand.  Do  you  solemnly  swear  that  the  testimony  you  are 
about  to  give  is  the  truth,  the  whole  truth,  and  nothing  but  the 
truth  so  help  you  God. 

[Witnesses  sworn.] 

Mr.  DiNGELL.  Thank  you  very  much  for  being  with  us.  We  will 
recognize  you  first,  Mr.  Zipperstein,  then  Ms.  Hill,  then  Mr. 
Hodgman  and  Mr.  Simon.  I  want  you  to  understand  that  that  does 
not  reflect  our  attitude  on  the  dignity  of  each  of  you.  We  regard  you 
all  with  high  respect. 

So  if  you  will  proceed. 

TESTIMONY  OF  STEVEN  E.  ZIPPERSTEIN,  CHIEF  ASSISTANT 
U.S.  ATTORNEY,  CENTRAL  DISTRICT  OF  CALIFORNIA,  AC- 
COMPANIED BY  ALICE  HILL,  ASSISTANT  U.S.  ATTORNEY; 
WILLIAM  W.  HODGMAN,  DIRECTOR,  BUREAU  OF  CENTRAL 
OPERATIONS,  OFFICE  OF  LOS  ANGELES  COUNTY  DISTRICT 
ATTORNEY;  AND  LEONARD  B.  SIMON,  ATTORNEY,  SAN 
DIEGO,  CALIF. 

Mr.  Zipperstein.  Good  morning,  Mr.  Chairman  and  distin- 
guished members  of  the  subcommittee.  My  name  is  Steven 
Zipperstein  and  I  am  the  Chief  Assistant  U.S.  Attorney  for  the 
Central  District  of  California  in  Los  Angeles. 

With  me  at  my  left  is  Assistant  U.S.  Attorney  Alice  Hill  of  my 
office.  It  is  a  great  honor  and  pleasure  for  us  to  appear  before  you 
to  testify  about  the  Federal  criminal  investigation  of  Lincoln  Sav- 
ings and  Loan  Association.  We  are  here  to  discuss  publicly  dis- 
closed factual  information  from  the  Federal  investigation  and  trial 
of  Charles  H.  Keating,  Jr.,  and  others  in  connection  with  the  fail- 
ure of  Lincoln.  Because  some  matters  related  to  the  Federal  inves- 
tigation are  covered  by  grand  jury  secrecy  rules  and  because  the 
convictions  of  Charles  H.  Keating,  Jr.,  and  his  son  are  still  on  ap- 
peal, our  ability  to  provide  information  may  be  somewhat  cir- 
cumscribed. 

For  approximately  the  past  5  years,  my  office  has  investigated 
and  prosecuted  crimes  related  to  Lincoln.  Lincoln  was  a  federally 
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insured  thrift  with  29  branches  throughout  Southern  California.  Its 
parent  corporation,  American  Continental  Corporation  or  ACC, 
headed  by  Charles  H.  Keating,  Jr.,  was  based  in  Phoenix,  Arizona. 

In  December  1986,  ACC  began  to  sell  subordinated  debentures, 
or  bonds,  through  the  Lincoln  branch  system.  By  February  1989, 
ACC  had  sold  over  $220  million  in  bonds  to  investors.  In  April 
1989,  ACC  declared  bankruptcy  and  Lincoln  was  placed  into 
conservatorship.  It  is  estimated  that  the  failure  of  Lincoln  will  cost 
American  taxpayers  an  estimated  $3.4  billion,  making  it  the  larg- 
est thrift  failure  in  U.S.  history. 

In  the  Spring  of  1989,  the  U.S.  Attorney's  Office  for  the  Central 
District  of  California  in  conjunction  with  the  Federal  Bureau  of  In- 
vestigation assembled  a  task  force  to  begin  investigating  Charles 
H.  Keating,  Jr.,  and  the  collapse  of  Lincoln  and  ACC.  The  task 
force  included  other  agencies  that  are  listed  in  the  prepared  testi- 
mony which  I  would  request  be  made  a  part  of  the  record. 

To  date,  the  Federal  criminal  investigation  has  yielded  the  con- 
victions of  ten  individuals,  including  Charles  H.  Keating,  Jr.,  the 
former  chairman  of  ACC,  and  his  son,  Charles  H.  Keating  III,  the 
former  executive  vice  president  of  ACC. 

The  Federal  criminal  charges  against  Keating  and  his  associates 
focus  primarily  on  five  separate  criminal  schemes.  A  scheme  to  cre- 
ate sham  profits  or  ACC  and  Lincoln  through  fraudulent  sales  of 
undeveloped  land  and  other  assets;  a  scheme  to  sell  ACC  bonds 
through  Lincoln's  branch  network,  based,  in  part,  on  the  sham 
profits;  a  scheme  to  transfer  money  illegally  from  Lincoln  to  ACC 
through  an  intercompany  tax  sharing  agreement;  a  scheme  to  use 
Lincoln's  money  and  property  to  bail  ACC  out  of  a  costly  contrac- 
tual obligation;  and  a  scheme  to  transfer  money  from  ACC  to 
Keating  family  members  through  sham  loans  from  an  ACC  subsidi- 
ary while  ACC  was  preparing  to  declare  bankruptcy. 

With  regard  to  the  bond  scales  scheme,  the  Federal  criminal 
charges  concentrated  on  the  fraudulent  financial  statements  used 
to  sell  the  bonds.  Those  financial  statement  falsely  inflated  the 
profits  that  ACC  had  alleged  the  earned  from  the  sale  of  certain 
real  estate  and  other  assets.  Our  Federal  investigation  did  not 
focus  on  other  bond  sales  techniques  or  practices  that  may  have 
misled  investors.  I  can  make  certain  observations,  however,  regard- 
ing the  deception  inherent  in  the  sale  of  ACC  securities  through  its 
federally  insured  subsidiary,  Lincoln  Savings  and  Loan  Association. 

ACC  began  selling  its  subordinated  debentures  through  Lincoln's 
29  branches  in  December  1986.  Sales  of  ACC  bonds  continued  until 
February  1989,  at  which  time  the  President  of  Lincoln,  Ray  Fidel, 
terminated  the  bond  sales  program. 

By  the  conclusion  of  the  bond  sales  program,  ACC  had  sold  ap- 
proximately $220  million  in  bonds  to  approximately  17,000  inves- 
tors throughout  Southern  California.  The  ACC  bonds  were  junk 
bonds,  junior  to  all  other  debt  of  ACC.  Keating  often  referred  to  the 
ACC  bonds  sold  through  the  Lincoln  branches  as  "cheap  money" 
both  because  the  bonds  carried  an  interest  rate  lower  than  more 
senior  debt,  and  because  they  required  no  payment  of  underwriting 
fees.  Indeed,  Keating  used  proceeds  from  the  bond  sales  to  retire 
more  senior  debt  held  by  institutional  investors  carrying  a  higher 
interest  rate. 
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For  many  investors,  ACC's  marketing  practices  and  techniques 
for  the  bonds  appear  to  have  caused  a  blurring  of  the  distinction 
between  Lincoln  as  a  federally  insured  institution  and  ACC  as  the 
uninsured  and  issuer  of  the  bonds.  The  marketing  practices  also 
apparently  created  a  degree  of  confusion  as  to  the  nature  of  the 
bonds,  including  whether  the  bonds  were  federally  insured.  These 
marketing  practices  and  techniques  included  the  following,  use  of 
Lincoln  facilities  to  market  bonds. 

When  ACC  began  selling  bonds  in  December  1986  through  the 
Lincoln  branches,  it  leased  desk  space  from  Lincoln  for  bond  rep- 
resentative desks.  These  bond  desks  were  generally  located  in  the 
lobby  of  Lincoln  branches  near  the  new  account  area.  The  desks 
were  similar  in  appearance  to  the  other  desks  used  to  conduct  Lin- 
coln business.  Posters  touting  the  ACC  bonds  appeared  in  the  win- 
dows of  the  Lincoln  branches. 

In  June  1988,  the  California  Department  of  Corporations  ex- 
pressed concerns  about  the  possibility  that  bond  purchasers  might 
be  confused  by  sales  of  ACC  bonds  in  the  Lincoln  branches.  By  Au- 
gust 1988,  ACC  had  moved  its  bond  sales  desks  to  satellite  offices 
located  near  Lincoln  branches.  After  the  bond  sales  operations 
moved  to  the  satellite  offices,  the  volume  of  bond  sales  dropped  sig- 
nificantly. 

Hiring  of  Lincoln  personnel,  ACC  hired  employees  to  act  as  bond 
representatives  in  the  Lincoln  branches.  Many  of  the  bond  rep- 
resentatives were  recruited  from  the  ranks  of  Lincoln  tellers  of 
other  personnel.  Although  ACC  generally  moved  the  bond  rep- 
resentatives hired  from  Lincoln  to  a  branch  different  from  that  in 
which  the  employees  had  previously  worked,  bond  representatives 
on  occasion  ended  up  working  in  the  same  branch  where  they  had 
previously  been  a  teller  or  other  Lincoln  employee. 

Use  of  inexperienced  bond  sales  representatives,  ACC  typically 
hired  young,  energetic,  recent  college  graduates  who  had  little  or 
no  experience  in  the  securities  industry  to  act  as  bond  representa- 
tives. Although  the  bond  representatives  received  some  training, 
some  of  them  reported  that  they  had  not  read  or  understood  the 
prospectus.  ACC  used  various  motivational  ploys  such  as  contests 
and  parties  to  spur  the  young  staff  to  increase  its  sales  of  bonds. 
The  resulting  false  sense  of  camaraderie  seems  to  have  lessened 
some  of  the  inhibitions  that  might  have  constrained  selling  behav- 
ior had  the  bond  representatives  worked  in  a  more  traditional  bank 
environment. 

Cross  selling  by  Lincoln  employees,  during  much  of  the  bond 
sales  program  Lincoln  employees  cross  sold  ACC  bonds.  For  exam- 
ple, if  a  teller  observed  that  a  Lincoln  customer  had  a  large  account 
balance  or  a  certificate  of  deposit  coming  due,  the  teller  would  sug- 
gest that  the  customer  speak  with  the  ACC  bond  representatives 
about  purchasing  an  ACC  bond.  At  the  teller  window  so-called 
"tombstones"  for  the  ACC  bonds  would  be  among  the  literature 
available  to  Lincoln  customers. 

Keating  knew  that  cross-selling  is  so  important  to  bond  sales 
that  after  the  President  of  Lincoln  informed  Keating  that  he  had 
stopped  all  cross-selling  on  the  advice  of  counsel,  Keating  asked, 
"Can't  we  cheat  a  little?" 
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Tapping  of  Lincoln's  customer  base,  ACC  regularly  drew  upon 
Lincoln's  customer  base  to  identify  prospective  bond  purchasers. 
When  a  Lincoln  customer  entered  a  branch  or  was  waiting  in  line 
at  the  teller  window,  an  ACC  bond  representative  would  often  ap- 
proach the  customer  and  ask  if  he  or  she  had  considered  purchas- 
ing an  ACC  bond.  The  bond  representative  sometimes  wore  buttons 
and  T-shirts  advertising  ACC. 

If  a  customer  had  a  certificate  of  deposit  coming  due,  a  letter 
would  be  sent  suggesting  that  the  customer  come  into  the  branch 
to  discuss  investment  opportunities.  Lincoln  account  statements  on 
at  least  one  occasion  included  teasers  about  ACC.  Sometimes  bond 
representatives  telephoned  Lincoln  customers  to  try  to  sell  ACC 
bonds.  Lincoln  customers  were  invited  to  attend  investment  semi- 
nars where  ACC  bonds  were  pitched. 

The  Lincoln  branches  that  produced  the  highest  volume  of  bond 
sales  were  typically  located  in  areas  with  a  high  percentage  of  re- 
tirees. Many  of  the  ACC  bond  purchasers  had  never  purchased  se- 
curities before  and  were  obviously  unsophisticated  investors. 

Payment  of  bonuses  to  Lincoln  employees  based  on  bond  sales. 
To  encourage  bond  sales  branch-wide  goals  for  the  sale  of  bonds 
were  frequently  set.  Often,  if  those  goals  were  met,  a  bonus  would 
be  paid  to  all  employees  of  the  branch.  Bonuses  included  cash,  gift 
certificates,  briefcases  and  clothing. 

The  cover  page  of  both  the  prospectus  and  prospectus  supple- 
ments stated  in  bold  capitalized  type  that  "the  debentures  being  of- 
fered are  the  sole  obligation  of  the  company  and  not  being  offered 
as  savings  accounts  or  deposits  and  are  not  insured  by  the  Federal 
Savings  and  Loan  Insurance  Corporation."  The  last  page  of  the  pro- 
spectus and  the  prospectus  supplement  contain  the  further  dis- 
claimer in  bold  type  that  "no  dealer  salesman  or  any  other  person 
has  been  authorized  to  give  any  information  or  to  make  any  rep- 
resentation in  connection  with  this  offering  other  than  those  con- 
tained in  this  prospectus  or  prospectus  supplement  and,  if  given  or 
made  such  information  or  representations,  must  not  be  relied  upon 
as  having  been  authorized  by  the  company." 

At  the  time  of  sale,  all  customers  were  to  sign  a  purchase  agree- 
ment stating  that  the  purchaser  "acknowledges  receipt  of  the  pro- 
spectus and  prospectus  supplement  relating  to  the  subordinated  de- 
bentures "  Despite  these  disclaimers,  many  purchasers  were  con- 
fused as  to  the  uninsured  nature  of  the  bonds.  Bond  representa- 
tives told  prospective  customers  that  the  bonds  were  "backed  by 
the  assets  of  Lincoln."  Moreover,  some  of  the  bond  representatives 
did  not  regularly  volunteer  that  the  bonds  were,  in  fact,  not  in- 
sured. Some  bond  purchasers  also  may  have  believed  the  bonds 
were  insured  because  the  FSLIC  sjrmbol  appeared  on  the  door  to 
the  branches  and  the  bonds  were  sold  in  the  branches. 

The  rate  of  return  on  the  bonds  was  lower  than  the  rate  of  re- 
turn that  ACC  was  paying  on  more  senior  debt.  Because  the  rate 
of  return  was  only  a  few  percentage  points  above  what  certificate 
of  deposits  were  paying,  however,  some  bond  purchasers  assumed 
that  the  bonds  were  relatively  safe  investments.  Moreover,  bond 
representative  frequently  assuaged  the  concerns  of  prospective  pur- 
chasers by  telling  them  that  their  investment  would  be  secure,  or 
that  the  bonds  were  safe  or  had  little  risk.  Some  told  customers 
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that  the  bonds  were  as  safe  as  a  CD.  On  one  occasion,  Keating  also 
instructed  ACC  personnel  to  give  each  bond  representative  a 
$1,000  bond  in  part  so  that  bond  representatives  could  answer  hon- 
estly that  they,  themselves,  owned  a  bond. 

In  summary,  the  manner  in  which  ACC  sold  its  bonds  through 
the  Lincoln  branches  appears  to  have  misled  many  investors  as  to 
the  true  nature  of  the  investment  being  made  despite  written  dis- 
closures warning  that  the  bonds  were  not  insured,  and  that  oral 
statements  regarding  the  bonds  were  not  authorized,  many  inves- 
tors confused  the  separate  identity  of  the  parent  with  that  of  its 
federally  insured  subsidiary  and  mistakenly  concluded  that  the 
bonds  were  safe,  carrying  little  or  no  risk. 

Alice  Hill  and  I  welcome  any  questions  you  may  have.  Ms.  Hill 
has  served  as  one  of  two  lead  prosecutors  from  my  office  for  the 
Lincoln  Savings  investigation  from  the  past  5  years,  during  which 
time,  I  might  add,  Ms.  Hill  gave  birth  to  two  children.  Through  her 
tireless  efforts,  Mr.  Keating  was  convicted  of  all  73  felony  counts 
charged  against  him  and  sentenced  to  12  years  and  7  months  in 
Federal  prison.  His  son  was  convicted  of  all  64  felony  counts 
charged  against  him,  and  he  was  sentenced  to  8  years  and  1  month 
in  Federal  prison. 

Mr.  Chairman,  thank  you  for  providing  Ms.  Hill  and  the  oppor- 
tunity to  appear  before  you  today. 

[Testimony  resumes  on  p.  125.] 

[The  prepared  statement  of  Steven  Zipperstein  follows:] 
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Steven  E.  Zipperstein 

Chief  Assistant  United  States  Attorney 

Central  District  of  California 

March  2,  1994 

Good  morning,  Mr.  Chairman  and  distinguished  Members  of  the 
Subcommittee.   My  name  is  Steven  Zipperstein  and  I  am  the  Chief 
Assistant  United  States  Attorney  for  the  Central  District  of 
California  in  Los  Angeles.   With  me  is  Assistant  United  States 
Attorney  Alice  Hill  of  my  office.   It  is  a  great  honor  and 
pleasure  for  us  to  appear  before  you  to  testify  about  the  federal 
criminal  investigation  of  Lincoln  Savings  and  Loan  Association. 
We  are  here  to  discuss  publicly  disclosed  factual  information 
from  the  federal  investigation  and  trial  of  Charles  H.  Keating, 
Jr.  and  others  in  connection  with  the  failure  of  Lincoln  Savings 
and  Loan  Association  ("Lincoln") .   Because  some  matters  related 
to  the  federal  investigation  are  covered  by  grand  jury  secrecy 
rules  and  because  the  convictions  of  Charles  H.  Keating,  Jr.  and 
his  son  are  still  on  appeal,  our  eUaility  to  provide  information 
may  be  somewhat  circumscribed. 

For  approximately  the  past  five  years,  my  office  has 
investigated  and  prosecuted  crimes  relating  to  Lincoln.   Lincoln 
was  a  federally  insured  thrift  with  29  branches  throughout 
Southern  California.   Its  parent  corporation,  American 
Continental  Corporation  ("ACC") ,  headed  by  Charles  H.  Keating, 
Jr.,  was  based  in  Phoenix,  Arizona.   In  December,  1986,  ACC  began 
to  sell  subordinated  debentures  ("bonds")  through  the  Lincoln 
branch  system.   By  February,  1989,  ACC  had  sold  over  $220  million 
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bonds  to  investors.   In  April,  1989,  ACC  declared  bankruptcy  and 
Lincoln  was  placed  into  conservatorship.   It  is  estimated  that 
the  failure  of  Lincoln  will  cost  American  taxpayers  an  estimated 
$3.4  billion,  making  it  the  largest  thrift  failure  in  United 
States  history. 

In  the  spring  of  1989,  the  United  States  Attorney's  Office 
for  the  Central  District  of  California,  in  conjunction  with  the 
Federal  Bureau  of  Investigation,  assembled  a  task  force  to  begin 
investigating  Charles  H.  Keating,  Jr.  and  the  collapse  of  Lincoln 
and  ACC.   That  task  force  eventually  grew  to  include 
representatives  from  the  U.S.  Attorney's  Offices  in  the  Central 
District  of  California  and  the  District  of  Arizona,  the  Federal 
Bureau  of  Investigation,  the  Criminal  Investigation  Division  of 
the  Internal  Revenue  Service,  the  Orange  County  District 
Attorney,  the  Arizona  Attorney  General's  Office,  the  Office  of 
Thrift  Supervision,  the  Securities  and  Exchange  Commission  and 
the  Resolution  Trust  Corporation.   To  date  the  federal  criminal 
investigation  has  yielded  the  convictions  of  ten  individuals: 
Charles  H.  Keating,  Jr.,  former  Chairman  of  ACC,  and  his  son, 
Charles  H.  Keating  III,  former  Executive  Vice-President  of  ACC; 
Judy  Wischer,  former  President  of  ACC;  Robert  M.  Wurzelbacher,  a 
former  Senior  Vice-President  of  ACC  and  son-in-law  of  Charles 
Keating,  Jr.;  Andrew  Ligget,  former  Chief  Financial  Officer  of 
ACC  ouid  a  Director  of  Lincoln;  Bruce  Dickson,  a  former  President 
of  Lincoln  and  Vice-President  of  ACC;  Mark  S.  Sauter,  a  former 
attorney  for  ACC;  Robin  S.  Symes,  the  former  Chief  Executive 
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Officer  and  Chairman  of  the  Board  of  Lincoln;  Raymond  C.  Fidel,  a 
former  President  of  Lincoln;  and  Ernest  C.  Garcia  II,  a  Tucson 
based  real  estate  developer. 

The  federal  criminal  charges  against  Keating  and  his 
associates  focused  primarily  on  five  separate  criminal  schemes: 
a  scheme  to  create  sham  profits  for  ACC  and  Lincoln  through 
fraudulent  sales  of  undeveloped  land  and  other  assets;  a  scheme 
to  sell  ACC  bonds  through  Lincoln's  branch  network  based  in  part 
on  the  sham  profits;  a  scheme  to  transfer  money  illegally  from 
Lincoln  to  ACC  through  an  intercompany  "tax-sharing  agreement";  a 
scheme  to  use  Lincoln's  money  and  property  to  bail  ACC  out  of  a 
costly  contractual  obligation;  and  a  scheme  to  transfer  money 
from  ACC  to  Keating  family  members  through  sham  loans  from  an  ACC 
subsidiary  while  ACC  was  preparing  to  declare  bankruptcy. 

With  regard  to  the  bond  sales  scheme,  the  federal  criminal 
charges  concentrated  on  the  fraudulent  financial  statements  used 
to  sell  the  bonds.   Those  financial  statements  falsely  inflated 
the  profits  that  ACC  had  allegedly  earned  from  the  sale  of 
certain  real  estate  and  other  assets.   The  investigation  did  not 
focus  on  other  bond  sales  techniques  or  practices  that  may  have 
misled  investors.   I  can  make  certain  observations,  however, 
regarding  the  deception  inherent  in  the  sale  of  ACC's  securities 
through  its  federally  insured  subsidiary,  Lincoln  Savings  and 
Loan  Association. 

ACC  began  selling  its  subordinated  debentures  through 
Lincoln's  29  branches  in  December,  1986.   Sales  of  ACC  bonds 
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continued  until  February,  1989,  at  which  time  the  President  of 
Lincoln,  Ray  Fidel,  terminated  the  bond  sales  program.   By  the 
conclusion  of  the  bond  sales  program,  ACC  had  sold  approximately 
$220  million  in  bonds  to  approximately  17,000  investors 
throughout  Southern  California.   The  ACC  bonds  were  "junk  bonds", 
junior  to  all  other  debt  of  ACC.   Keating  often  referred  to  the 
ACC  bonds  sold  through  the  Lincoln  branches  as  "cheap  money", 
both  because  the  bonds  carried  an  interest  rate  lower  than  more 
senior  debt  and  because  they  required  no  payment  of  underwriting 
fees.   Indeed,  Keating  used  proceeds  from  the  bond  sales  to 
retire  more  senior  debt  held  by  institutional  investors  carrying 
a  higher  interest  rate. 

For  many  investors,  ACC's  marketing  practices  and  techniques 
for  the  bonds  appear  to  have  caused  a  "blurring"  of  the 
distinction  between  Lincoln  as  a  federally  insured  institution 
and  ACC  as  the  uninsured  issuer  of  the  bonds.   The  marketing 
practices  also  apparently  created  a  degree  of  confusion  as  to  the 
nature  of  the  bonds,  including  whether  the  bonds  were  federally 
insured.   These  marketing  practices  and  techniques  included  the 
following: 

•    Use  of  Lincoln  facilities  to  market  bonds.   When  ACC  began 
selling  bonds  in  December,  1986,  through  the  Lincoln 
branches,  it  leased  desk  space  from  Lincoln  for  bond 
representative  desks.   These  bond  desks  were  generally 
located  in  the  lobby  of  Lincoln  branches  near  the  new 
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account  area.   The  desks  were  similar  in  appearance  to  the 
other  desks  used  to  conduct  Lincoln  business.   Posters 
touting  the  ACC  bonds  appeared  in  the  windows  of  the  Lincoln 
branches.   In  June,  1988,  the  California  Department  of 
Corporations  expressed  concerns  about  the  possibility  that 
bond  purchasers  might  be  confused  by  sales  of  ACC  bonds  in 
the  Lincoln  branches.   By  August,  1988,  ACC  had  moved  its 
bond  sales  desks  to  "satellite  offices"  located  near  Lincoln 
branches.   After  the  bond  sales  operations  moved  to  the 
satellite  offices,  the  volume  of  bond  sales  dropped 
significantly. 

Hiring  of  Lincoln  personnel .   ACC  hired  employees  to  act  as 
bond  representatives  in  the  Lincoln  branches.   Many  of  the 
bond  representatives  were  recruited  from  the  ranks  of 
Lincoln  tellers  or  other  personnel.   Although  ACC  generally 
moved  the  bond  representatives  hired  from  Lincoln  to  a 
branch  different  from  that  in  which  the  employees  had 
previously  worked,  bond  representatives  on  occasion  ended  up 
working  in  the  same  branch  where  they  had  previously  been  a 
teller  or  other  Lincoln  employee. 

Use  of  inexperienced  bond  sales  representatives.   ACC 
typically  hired  young,  energetic,  recent  college  graduates 
who  had  little  or  no  experience  in  the  securities  industry 
to  act  as  bond  representatives.   Although  the  bond 
representatives  received  some  training,  some  of  them 
reported  that  they  had  not  read  or  understood  the 
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prospectus.   ACC  used  various  motivational  ploys,  such  as 
contests  and  parties,  to  spur  the  young  staff  to  increase 
its  sales  of  bonds.   The  resulting  false  sense  of 
camaraderie  seems  to  have  lessened  some  of  the  inhibitions 
that  might  have  constrained  selling  behavior  had  the  bond 
representatives  worked  in  a  more  traditional  bank 
environment . 

Cross-selling  by  Lincoln  employees.   During  much  of  the  bond 
sales  program,  Lincoln  employees  "cross- sold"  ACC  bonds. 
For  example,  if  a  teller  observed  that  a  Lincoln  customer 
had  a  large  account  balance,  or  a  Certificate  of  Deposit 
coming  due,  the  teller  would  suggest  that  the  customer  speak 
with  the  ACC  bond  representatives  about  purchasing  an  ACC 
bond.   At  the  teller  window,  "tombstones"  for  the  ACC  bonds 
would  be  among  the  literature  available  to  Lincoln 
customers.   (A  sample  tombstone  is  attached  as  Exhibit  A). 
Keating  viewed  the  "cross-selling"  as  so  important  to  bond 
sales  that,  after  the  President  of  Lincoln  informed  Keating 
that  he  had  stopped  all  cross-selling  on  the  advice  of 
counsel,  Keating  asked,  "Can't  we  cheat  a  little?" 
Tapping  of  Lincoln's  customer  base.   ACC  regularly  drew  upon 
Lincoln's  customer  base  to  identify  prospective  bond 
purchasers.   When  a  Lincoln  customer  entered  the  branch  or 
was  waiting  in  line  at  the  teller  window,  an  ACC  bond 
representative  would  often  approach  the  customer  and  ask  if 
he  or  she  had  considered  purchasing  an  ACC  bond.   The  bond 
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representatives  sometimes  wore  buttons  and  T-shirts 
advertising  ACC.   If  a  customer  had  a  Certificate  of  Deposit 
coming  due,  a  letter  would  be  sent  suggesting  that  the 
customer  come  into  the  branch  to  discuss  "investment 
opportunities".   (A  sample  letter  is  attached  as  Exhibit  B) . 
Lincoln  account  statements,  on  at  least  one  occasion, 
included  "teasers"  about  ACC.   Sometimes  bond 
representatives  telephoned  Lincoln  customers  to  try  to  sell 
ACC  bonds.   Lincoln  customers  were  invited  to  attend 
"investment  seminars"  where  ACC  bonds  were  pitched.   (A 
sample  letter  is  attached  as  Exhibit  C) .   The  Lincoln 
branches  that  produced  the  highest  volume  of  bond  sales  were 
typically  located  in  areas  with  a  high  percentage  of 
retirees.   Many  of  the  ACC  bond  purchasers  had  never 
purchased  securities  before  and  were  obviously 
unsophisticated  investors. 
-Payment  of  bonuses  to  Lincoln  employees  based  on  bond  sales. 
To  encourage  bond  sales,  branch-wide  goals  for  the  sale  of 
bonds  were  frequently  set.   Often,  if  those  goals  were  met, 
a  bonus  would  be  paid  to  all  employees  at  the  branch. 
Bonuses  included  cash,  gift  certificates,  briefcases,  and 
clothing. 

Contradictory  messages  about  uninsured  nature  of  ijihe  bonds . 
The  cover  page  of  both  the  prospectus  and  prospectus 
supplements  stated  in  bold  capitalized  type  that  "THE 
DEBENTURES  BEING  OFFERED  ARE  THE  SOLE  OBLIGATION  OF  THE 


67 


COMPANY  AND  ARE  NOT  BEING  OFFERED  AS  SAVINGS  ACCOUNTS  OR 
DEPOSITS  AND  ARE  NOT  INSURED  BY  THE  FEDERAL  SAVINGS  AND  LOAN 
INSURANCE  CORPORATION."   The  last  page  of  the  prospectus  and 
the  prospectus  supplement  contained  the  further  disclaimer 
in  bold  type  that  "No  dealer,  salesman  or  any  other  person 
has  been  authorized  to  give  any  information  or  to  make  any 
representation  in  connection  with  this  offering  other  than 
those  contained  in  this  [Prospectus/Prospectus  Supplement] , 
and  if  given  or  made,  such  information  or  representations 
must  not  be  relied  upon  as  having  been  authorized  by  the 
Company."   (A  sample  Prospectus  and  Prospectus  Supplement  is 
attached  as  Exhibit  D) .   At  the  time  of  sale,  all  customers 
were  to  sign  a  purchase  agreement  stating  that  the  purchaser 
"acknowledges  receipt  of  the  Prospectus  and  Prospectus 
Supplement  relating  to  the  Subordinated  Debentures''.   (A 
sample  Purchase  Agreement  is  attached  as  Exhibit  E) . 
Despite  these  disclaimers,  many  purchasers  were  confused  as 
to  the  uninsured  nature  of  the  bonds.   Bond  representatives 
told  prospective  customers  that  the  'bonds  were  "backed  by 
the  assets  of  Lincoln".   Moreover,  some  of  the  bond 
representatives  did  not  regularly  volunteer  that  the  bonds 
were,  in  fact,  not  insured.   Some  bond  purchasers  also  may 
have  believed  the  bonds  were  insured  because  the  FSLIC 
symbol  appeared  on  the  door  to  the  branches  and  the  bonds 
were  sold  in  the  branches. 
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•  Failure  to  disclose  true  risk.   The  rate  of  return  on  the 
bonds  was  lower  than  the  rate  of  return  that  ACC  was  paying 
on  more  senior  debt .   Because  the  rate  of  return  was  only  a 
few  percentage  points  above  what  certificate  of  deposits 
were  paying,  however,  some  bond  purchasers  assumed  that  the 
bonds  were  relatively  safe  investments.   Moreover,  bond 
representatives  frequently  assuaged  the  concerns  of 
prospective  purchasers  by  telling  them  that  their  investment 
would  be  "secure",  or  that  the  bonds  were  "safe"  or  "had 
little  risk" .   Some  told  customers  that  the  bonds  were  "as 
safe  as  a  CD."   On  one  occasion,   Keating  also  instructed 
ACC  personnel  to  give  each  bond  representative  a  $1000  bond, 
in  part  so  that  bond  representatives  could  answer  "honestly" 
that  they  themselves  owned  a  bond. 

•  Identical  logos.   Lincoln  and  ACC  shared  an  identical  logo. 

In  summary,  the  manner  in  which  ACC  sold  its  bonds  through 
the  Lincoln  branches  appears  to  have  misled  many  investors  as  to 
the  true  nature  of  the  investment  being  made.   Despite  written 
disclosures  warning  that  the  bonds  were  not  insured,  and  that 
oral  statements  regarding  the  bonds  were  not  authorized,  many 
investors  confused  the  separate  identity  of  the  parent  with  that 
of  its  federally  insured  subsidiary,  and  mistakenly  concluded 
that  the  bonds  were  safe,  carrying  little  or  no  risk. 

Alice  Hill  and  I  welcome  any  questions  you  may  have.   Ms. 
Hill  has  served  as  one  of  two  lead  prosecutors  for  the  Lincoln 
Savings  investigation  for  the  past  five  years.   Through  her 
efforts,  Mr.  Keating  was  convicted  of  all  73  felony  counts 
charged  against  him  and  sentenced  to  12  years  and  7  months.   His 
son  was  convicted  of  all  64  felony  counts  charged  against  him  and 
sentenced  to  8  years  and  1  month. 

Thank  you  for  providing  us  the  opportunity  to  appear  before 
you  today. 
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EXHIBIT. 


/A 


AMERICAN 

CONTINENTAL 

CORPORATION 


SUBORDINATE  DEBENTURES 
FIRST  INTEREST  PAYMENT/$1000  PRINCIPAL 


DAY  OF 

MONTH 

PURCHASED 

2  Year 

10.S00°/e 

5  Year 
12.000'/. 

1 

$8.75 

$10.00 

2 

8.46 

9.67 

3 

817 

9.33 

4 

7.88 

9.00 

5 

7.58 

8.67 

6 

7.29 

8.33 

7 

7.00 

8.00 

8 

6.71 

7.67 

9 

6.42 

7.33 

10 

6.13 

7.00 

11 

5.83 

6.67 

12 

5.54 

6.33 

13 

5.25 

6.00 

14 

4.96 

5.67 

15 

4.67 

5.33 

16 

4.38 

5.00 

17 

4.08 

4.67 

18 

3.79 

4.33 

19 

3.50 

4.00 

20 

3.21 

3.67 

21 

2.92 

3.33 

22 

2.63 

3.00 

23 

2.33 

2.67 

24 

2.04 

2.33 

25 

1.75 

2.00 

26 

1.46 

1.67 

27 

1.17 

1.33 

28 

0.88 

1.00 

29 

0.58 

0.67 

30 

0.29 

0.33 

31 

0.00 

0.00 

(Rttat  ar*  tubicci  lo  change  lor  aubsaouant  sariaa.)      i/M 
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/A 


AMERICAN 

CONTINENTAL 

.CORPORATION 


SUBORDINATE  DEBENTURES 
MONTHLY  INTEREST  PAYMENTS 
2r—t  SYMf 


PRINCIPAL 

10.500% 

12.000% 

$    2.000 

$     17.50 

$    20.00 

3.000 

26.25 

30.00 

4.000 

35.00 

40.00 

5.000 

43.75 

50.00 

6.000 

52.50 

60.00 

7.000 

61.25 

70.00 

e.ooo 

70.00 

80.M 

9.000 

7875 

90.00 

10.000 

87.50 

100.00 

11.000 

96  25 

110.00 

12.000 

105  00 

120.00 

13.000 

113.75 

130.00 

14.000 

122.50 

140.00 

15.000 

131.25 

150.00 

16.000 

140  00 

160.00 

17.000 

14875 

170.00 

18.000 

157.50 

180.00 

19.000 

166.25 

190.00 

20,000 

175.00 

200.00 

21.000 

183.75 

210.00 

22.000 

192.50 

220.ra 

23.000 

201.25 

230.00 

24.000 

210.00 

240.00 

25.000 

218.75 

250.00 

30.000 

262.50 

300.00 

35.000 

306.25 

350.00 

40.000 

350.00 

400.00 

45.000 

39375 

450.00 

50.000 

437.50 

500.00 

55.000 

48125 

550.00 

60.000 

525.00 

600.00 

65.000 

568.75 

650.00 

70.000 

612.50 

700.00  _. 

r^s-ooc^ 

656.25 

^'750.00 

^'•BWOO^ 

700.00 

800.00 

85.000 

743.75 

850.00 

90.000 

787.50 

900.00 

95.000 

83125 

950  00 

100.000 

875.00 

1.000.00 

I  wb|«ct  to  cMng*  tor  •ubMqwcni  MfiM.) 
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/A 


LINCOLN 
SAVINGS 


EXHIBIT. 


Harch   10,    1988 


Account  NuBbcr : 
Renewal  Maturity  Date: 


u/1 1/93 


Maturity  Oatei 
Branch  Number > 


H/11/88 
(7H4)  679-6801 


Dear 

We  appreciate  the  oppo 
Investment  Certificate 
above.  For  your  conve 
renew  for  an  additiona 
you  give  us  other  inst 
after  the  maturity  dat 
contains  provisions  wh 
account.  Some  of  thes 
originally  opened  this 
renewal  will  be  the  ra 
other  accounts  of  this 


rtunity  you  have  given  us  to  service  your 

which  will  mature  on  the  date  shown 
nience  this  account  will  automatically 
1  term  equal  to  the  current  term  unless 
ructions  on  or  before  the  seventh  day 
e.   We  have  enclosed  a  statement  which 
ich  will  apply  to  the  renewal  of  this 
e  terms  may  have  changed  since  you 

certificate.   The  rate  of  interest  upon 
te  in  effect  on  the  renewal  date  for 
class . 


Please  call  your  branch  office  to  discuss  current  reinvestment 
opportunities  available  at  Lincoln  Savings  or  to  answer  any 
questions  you  may  have  concerning  our  services. 


Thank  you  for  your  continued  support. 


R.    S.    Symes 

Chairman    of   the    Board 


M. 
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EXHIBIT. 

AMERICAN 

CONTINENTAL 

CORPORATION 


2T3S  Eut  C«m*(Mck  Road/PriMnix.  Anzona  85016/(602)  224-7644 

September  28,  1988  . 


Dear 


I  an  proqd  to  announce  the  openings  of  our  American  Continental 
Financial  Service  offices  throughout  Southern  California.   These 
openings  follow  the  successful  completion  of  our  initial  $200  million 
American  Continental*  Corporation  (ACC)  Subordinate  Debenture  issue 
sold  through  our  Lincoln  Savings  branches. 

These  offices  will  be  offering  investments  to  meet  your  financial 
needs  through  ACC  Subordinate  Debentures,  tax  deferred  annuities 
and  other  financial  products. 

ACC  is  one  of  America's  fastest  growing  companies.   It  is  a 
$6.5  billion  diversified  financial  holding  company,  based  in 
Phoenix,  Arizona,  with  investments  in  banking,  land  development, 
retail  shopping  centers,  hotels  and  insurance.   Lincoln  Savings, 
based  in  Irvine,  California,  is  the  largest  subsidiary  of  ACC, 
with  29  branches  throughout  Southern  California. 

Our  current  offering  of  subordinate  debentures  features  a  $2,000 
minimum  investment,  no  fees  or  commissions  and  monthly  interest^ 
payments.  Three  different  series  are  available  for  you  to  consider: 

9.50%  for  1  Tear 
:C.5C%  for  2   Tears 
12.00%  for  5  Tears 

Our  offices  will  be  holding  investment  seminars  during  the  coming 
months.   Please  feel  free  to  call  or  better  yet,  stop  in  and  talk 
with  us  about  these  investments  and  reserve  a  space  in  our  next 
seminar. 


Sincerely, 


^e-^c/LfJ 


Judy  J.   Wischer 
President 
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EXHIBIT. 


/I. 


$300,000,000 

American  Continental  Corporation 

Subordinate  Debentures 
(Issuable  in  Series) 


Minimum  Purchase:  SI, 000 

American  Contiaenul  Corpontion  (the  "Company")  is  ofTcring  directly  to  the  public  up  to 
S300.000,000  agircfite  pnnapal  ■mount  of  lU  Subordinate  Debentures  (the  "Debentures**).  The  Company 
intends  to  offer  the  Debentures  for  sale  directly  to  the  public  from  time  to  time  pursuant  to  this  Proi pectus. 
Based  upon  market  conditions,  the  Company  periodically  will  establish  series  of  Debentures  whidi  will 
conform  to  the  description  of  the  Debentures  set  forth  in  this  Prospectiu. 

The  Debentures  will  be  offered  to  the  public  primarily  through  the  selling  efforts  of  full-time  employees 
of  the  Company  and  iu  affiliates  other  than  Lincoln  Savings  and  Loan  Association  ("Lincoln  Savings"),  at 
each  of  Lincoln  Savings'  branches  in  California  and  at  the  Company's  offices  in  Phoenix.  Arizona.  In 
addition,  subject  to  the  receipt  of  applicable  sute  regulatory  approvals,  the  Company  nuy  send  notice  of  the 
offering  of  one  or  more  senes  of  Debentures,  or  a  copy  of  this  Prospeaus  and  the  Prospectus  Suppleincnt(s) 
relating  to  such  series,  to  holders  of  other  securities  of  the  Company  and  iu  subsidiaries  in  the  sutes  where 
such  holders  reside.   See  "Plan  of  Distnbution." 

Unless  otherwise  stated  in  i  Prospectus  Supplement,  interest  on  each  series  of  Debentures  will  be 
payable  on  the  28th  day  of  each  calendar  month,  with  respect  to  interest  accrued  through  the  last  day  of  the 
preceding  calendar  month.  Each  Debenture  will  bear  interest  from  the  date  on  which  payment  of  the 
purchase  pnce  is  received  by  the  Company.  The  Debentures  will  be  redeemable  on  the  dates,  and  at  the 
prices,  set  forth  in  the  Prospectus  Supplement  relating  to  such  senes. 

The  Debentures  will  be  subordinated  to  all  Senior  Indebtedness  (as  defined)  of  the  Company.  The 
Indenture  under  which  the  Debentures  are  to  be  issued  does  not  limn  the  amount  of  Senior  Indebtedness  the 
Company  may  incur.  At  December  31.  1987,  the  Company  had  outsunding  approximately  SI  SO,  134,000  of 
Senior  Indebtedness.  Unless  otherwise  sutcd  in  a  Prospectus  Supplement,  the  Debentures  will  be  sold  ia 
minimum  denominations  of  SI. 000.    Sec  "Description  of  Debentures." 

Becaust  lb*  Dcbcamrcs  are  bciag  offered  by  the  Company  directly  io  the  public  witbeat  a  Sm 
uadcrwritiBg  conoitmcot.  do  assurance  can  be  gives  as  to  tbc  amount  of  Debentures  that  will  be  sold,  aad  tkc 
Company  is  not  required  to  sell  any  mininua  aggregate  principal  aBounl  of  Dcbcoturcs  or  of  any  leriaa  af 
Debentures.  It  is  unlikely  that  a  market  for  tb*  Dcbeatores  will  exist  after  the  offering.  Accordingly,  it  wiO  ba 
difficult  to  resell  tb*  Dcbcaturca.  particularly  bccaw*  h  b  anticipated  tbat  various  scries  will  bear  differwt 
interest  rates  and  kav*  different  matarity  dates.  For  a  description  of  certain  risks  and  other  faeton,  aa* 
'*Sp*cial  Factors."  

THESE  SECURITIES  HAVE  NOT  BEEN  APPROVED  OR  DISAPPROVED  BY  THE  SECURITIES 

AND  EXCHANGE  COMMISSION  NOR  HAS  THE  COMMISSION  PASSED  UPON  THE 

ACCURACY  OR  ADEQUACY  OF  THIS  PROSPECTUS.  ANY  REPRESENTATION  TO 

THE  CONTRARY  IS  A  CRIMINAL  OFFENSE. 

THE  DEBENTURES  BEING  OFFERED  ARE  THE  SOLE  OBLIGATION  OF  THE  COMPANY  AND 

ARE    NOT    BEING    OFFERED    AS    SAVINGS    ACCOUNTS    OR    DEPOSITS    AND    ARE 

NOT  INSURED  BY  THE  FEDERAL  SAVINGS  AND  LOAN  INSURANCE  CORPORATION. 


MstiaMm 
Pri««  to 
PlMiall 

Dtm—l 

PvocctA  M 
Caapuvtin) 

100% 

-0- 

100% 

Maximum  Aggregate  Offering  Price(3) 

S300.000.000 

-0- 

S300.000.000 

( I )  In  no  case  shall  the  Maximum  Price  to  Public  of  all  series  of  Debentures  exceed  the  amount  set  forth 

under  Maximum  Aggregate  Offering  Price. 
C)  Before  deducting  exoenses  payable  by  the  Company,  estimated  to  be  S2IS,000  plus  S2S.000  per  series. 

See  "Use  of  Proceeds." 
(3)  There  is  no  minimum  amount  of  Debentures  required  to  be  sold  by  the  Company. 

This  Prospectus  does  not  contain  complete  information  with  respect  to  each  series  of  Debentures 
proposed  to  be  sold.  A  Prospectus  Supplement  with  respect  to  each  series  of  Debentures  offered  hereunder 
will  set  forth,  with  regard  to  such  series,  (i)  the  maximum  aggregate  pnnapal  amount,  interest  rate  and 
matuniy  date  of  the  Debentures  of  such  senes  and  (ii)  the  redemption  provisions  with  respect  to  such  series. 
Debentures  of  any  series  nuy  not  be  sold  and  offers  to  buy  may  not  be  accepted  unless  ibc  purcbaacr  haa 
receited  both  this  Prospectus  and  the  Prospectus  Supplement  relating  to  such  scries. 
Tht  doit  of  iht  Prospteius  is  June  6.  1988. 
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AVAILABLE  INFORMATION 

The  Comp&ny  it  subject  to  the  informatioittl  reqniremenu  of  the  Securities  Exchange  Act  of  I9J4. 
MS  tmended  (the  "Exchange  Act"),  and.  in  acoordanoe  therewith,  files  repons  and  other  infomtation 
with  the  Securities  and  Exchange  Commiuion  (the  "Commission").  Reports,  proxy  sutemenu  of  the 
Company  and  other  information  can  be  inspected  and  copied  at  the  public  reference  facilities  main* 
Uined  by  the  Commission  at  450  Fifth  Street.  N.W.,  Wuhington,  D.C.  20549  and  iu  New  York 
Regional  Office.  26  Federal  Plaza,  New  York.  New  York  10007  and  Chicago  Regional  Office,  219 
South  Dearborn  Street.  Chicago.  Illinois  60604.  and  copies  of  such  material  can  be  obuined  from  the 
Public  Reference  Section  of  the  Commiuion.  4S0  Fifth  Street.  N.W.,  Washington.  D.C.  20549.  at 
prescribed  rates.  Such  material  can  also  be  inspected  at  the  offices  of  the  Cincinnati  Stock  Exebaage. 
Dixie  Terminal  Building.  Fourth  and  Walnut  Streets.  Cincinnati.  Ohio  45202.  and  the  Pacific  Stock 
Exchange,  301  Pine  Street.  San  Francitoo,  California  94101  on  which  the  Company's  Common  Stock  is 
listed. 

The  Company  has  filed  with  the  Commission  a  Registration  Sutement  under  the  Securities  ACT  of 
1933.  as  amended,  with  respect  to  the  Debentures  offered  by  this  Prospectus.  This  Proipeaus  does  not 
conuin  all  the  information  set  forth  in  the  Registration  Sutement  and  iu  exhibiu.  Sutemeatt 
conuined  in  this  Prospectus  as  to  the  contenu  of  any  contraa  or  other  document  referred  to  are  not 
necessarily  complete  and  in  each  msunce  reference  is  made  to  the  exhibit,  each  such  sutement  being 
qualified  in  all  respecu  by  such  reference. 

INCORPORATION  OF  DOCUMENTS  BY  REFERENCE 

The  Company's  Annual  Repon  on  Form  lO-K  for  the  fiscal  year  ended  December  31,  1987  has 
been  filed  by  the  Company  with  the  Commission  pursuant  to  Section  13(a)  of  the  Exchange  Act  and  is 
incorporated  herein  by  reference.  This  ProspeCTus  is  accompanied  by  the  Company's  latest  Annual 
Report  to  Shareholders,  filed  as  an  Exhibit  to  the  registration  sutement  of  which  this  ProspeCTus  is  a 
pan  and  the  Company's  latest  Form  10-Q  filed  pursuant  to  Senion  13(a)  of  the  Exchange  Act,  aitd 
each  of  such  Annual  Report  and  Form  lO-Q  is  incorporated  herein  by  reference.  Any  ProspeCTus 
delivered  after  May  14. 1988  will  be  accompanied  by  the  Company's  latest  Form  lO-Q  filed  pursuant  to 
Section  1 3(a)  of  the  Exchange  Act. 

Copies  of  any  or  all  documents  incorporated  by  reference,  other  than  exhibiu  to  such  documenu 
(unless  such  exhibits  are  specifically  incorporated  into  such  documenu).  will  be  provided  without  charge 
to  each  person  to  whom  a  copy  of  this  Prospeaus  has  been  delivered  upon  the  written  or  oral  request  of 
such  person.  Requesu  for  such  copies  should  be  made  to  American  Continental  Corporation.  Attention: 
Secretary.  2735  East  Camelback  Road.  Phoenix.  Arizona  85016.  (602)  957-7170. 
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PROSPECTUS  SUMMARY 


The  following  summary  is  qualified  in  iu  entirety  by  the  more  deuiled  information  appearing 
elsewhere  in  this  Prospectus  and  in  the  financial  sutemenu  appearing  in  the  Company's  latest  Annual 
Report  to  Shareholders  delivered  with  this  Prospectus. 


THE  COMPANY 

American  Continenul  Corporation  (the  "Company")  is  a  Phoenix-based  holding  company  which 
is  engaged  principally  in  two  lines  of  business:    financial  services  and  real  esute  activities. 

The  Company's  principal  subsidiary  is  Lincoln  Savings  and  Loan  Association  ("Lincoln  Savinp"), 
a  California-licensed  savings  and  loan  association  and  member  of  the  Federal  Home  Loan  Bank  Board 
system,  which  had  assets  of  approximately  $4.7  billion  at  December  31.  1987.  Lincoln  Savings 
generates  deposits  through  a  iwemv-nine  branch  network  in  Southern  California  and  through  nation- 
wide marketing  of  insured  certificates  of  deposit.  In  addition  to  mortgages  and  mortgage-backed 
securities.  Lincoln  Savings  invesu  pnncipally  in  real  estate.  U.S.  Government  securities,  corporate  debt 
and  equity  securities  and  insurance  operations. 

The  Company's  real  estate  activities  are  concentrated  in  Arizona.  Colorado.  Georgia  and  Texas 
and  include  land  and  commercial  development.  Prior  to  its  acquisition  of  Lincoln  Savings  in  Febntary 
1984.  the  Company  was  engaged  principally  in  the  construction,  sale  and  financing  of  residential 
housing.    In  I98i,  the  Company  discontinued  all  homebuilding  operations. 

THE  OFFERING 

Securities S300.000.0(X)  principal  amount  of  Subordinate  Debentures,  issuable 

in  series.  Tne  Deoentures  will  rank  junior  in  right  of  payment  to 
the  Company's  Senior  Indebtedness  (as  defined  in  the  indenture), 
which  was  approximately  SI  SO. 1 34.(X)0  at  December  31,  1987,  and 
the  Debentures  will  rank  pan  passu  with  Subordinated  Indebted- 
ness of  the  Company,  which  was  approximately  S92,627.000  at 
December  31.  1987. 

Interest The  Debentures  of  each  series  will  bear  interest  at  the  rate  specified 

in  the  Prospectus  Supplement  relating  to  such  series.  Unless 
otherwise  stated  in  the  Prospectus  Supplement,  interest  will  be 
payable  monthlv,  on  the  28th  day  of  each  month,  with  respect  to 
interest  accrued  through  the  last  day  of  the  preceding  month. 

Redemption  at  the  Option  of 
the  Company   Debentures  of  each  series  are  redeemable  at  the  option  of  the  Com- 
pany on  the  dates  and  at  the  redemption  prices  set  forth  in  the 
Prospectus  Supplement  relating  to  such  series.  There  is  no  sinking 
fund  requiring  payments  of  principal  prior  to  maturity. 

Redemption  Upon  Death  ....  Under  certain  circumsunces,  the  Company  will  redeem  up  to 
S2S.0(X)  principal  amount  of  Debentures  of  any  series  at  par  upon 
the  deatn  of  a  Oebentureholder.  up  to  a  maximum  of  SSO.OOO 
pnncipal  amount  of  Debentures  for  all  series  uken  together. 

Trtistee The  First  National  Bank  of  Cincinnati. 

Use  of  Proceeds For  working  capital  and  other  general  corporate  purposes. 
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SELECTED  HNANCUL  DATA 

The  following  ubla  let  forth  selected  financial  information  regarding  the  re»ulu  of  operations  and 
financial  poaition  of  the  Company.  This  information  should  be  read  in  conjunction  with  "Manage- 
ment's Discussion  and  Analysis  of  Resulu  of  Operations  and  Financial  Condition"'  appearing  elsewhere 
in  this  Prospectus  and  the  Consolidated  Financial  Sutemenu  and  the  Note*  thereto  of  the  Company 
appearing  in  the  Company's  1987  Annual  Report  to  Shareholders  delivered  together  with  this 

(la  rtriMiiii  «u*f(  fa  iku*  tea  aari  ruta) 

""R^Jniili"."'.'  .'?^. $    7ISJIS     S    152.452     $647,457     SM5.S3I    I  M.»74 

Earninp  (las)  fran  ooniinuini  openiiofu  before  iaoonw 

3i?..T^u'J,"r.^'*u"S""  *""""•...  25.9.1  43.4M  6«437        24JS0       (17.424, 

Eimjnp  (loo)  (ram  eontinuini  operauoiu  before 

Xi'TStllS^l^J^^^'"'^'^"'.*'^--  UJ'6  W.I33  53J37  19.110  (7415, 

EiinoniiMnr  l»in  (loB).  net    «'«  («.«»)  ,,o~  ,~  „,r: 

DiKoouBued  openuoBi  i»i»  (lou).  net   —  —  (10.795)  U33  24.704 

CumtiUuvc  cSea  of  i  chute  i«  •<xounun|  for  laoomc  _  _  _             _ 

N^r«inp:::.::::::;:  ::   ■:^:::::-;-;;     19J27     24^33     42.542    20J13    19.119 

Per  ih»re  etmmp  Coo*  tppl'Oble  lo  common  nock 
Continuini  openiiont  before  enriordiniry  iiem  and 
cumuUuve  effect  of  a  chinfe  in  •ccouniin|  for 

income  laxea    J9                'J*               "'              -J*            <*J' 

Ouooauaaed  operaiiom   —                 —               (-54)            .07            l  JZ 

Eitraordisary  item ■'*                (-'5)                 — 

CumuUint  effect  of  a  chaage  in  accounuag  for  _ 

income  laxa   -'^    "Z.    .—^^—    -^^—    .^^^— 

Toul S.72             S1.01              S1.81             S.62          Il« 

Ratio  of  earninii  to  fixed  charie*  »iih  uvinp  depoaii 

iniereit(4) •'*  'O'  ''^  '"*  •'* 

Ratio  of  earniap  lo  fi«od  charge*  without  lavinp  depoait 

intere»t(4)    '•«>  '-^S  1-43  ll*  •'* 

't::r.^.Sint« '^.*^!: $.^27^36  si.3.9.133  s  5.7.629  $4«..7.s  ^   - 

R^ot^ie^tmenu «90.394  tll.l3l  574.473  29M91  29.009 

M^e«e  10.  ~n»n»able 1.170.197  987.827  1.007.704  924.027  484.743 

To^l^lT                                                    5.095.197  4.57I.I36  4.1 14.907  3.237.910  802.291 

Senior  debt  of  the  Compan, 139.288  202.992  189.916  222.061  177J87 

Senior  fubordiniied  noiea.  net 10.846  49.358  49.393  —  — 

Subordinated  debt  of  the  Company              92.627  2.496  6.345  6.345  6JS4 

Conwlidated  lo«,-.erm  debt  (5) 814.505  1.241.879  1.362.678  1.009  521  602.307 

Shareholder!  eqlity 136.761  128391  121.920  132.880  123.971 

(1)  The  Companv's  consolidaled  financial  slalements  and  notes  thereto  reflect  discontinued  operations.  See  Note 
(B)  to  the  Consolidated  Financial  Staiemenu  and  "Management's  Discussion  and  Analysis  of  Resulu  of 
Operations  and  Financial  Condition — Discontinued  Operations"  for  additional  information. 

(2)  Includes  the  results  of  American  Founders  Life  Insurance  Company  since  acquisition  on  Janiury  28.  1986. 
See  Note  (C)  lo  the  Consolidated  Financial  Siatcmenu. 

(3)  Includes  the  resulu  of  Lincoln  Savings  and  Loan  Association  since  iu  acquisition  by  the  Company  on 
February  22.  1984.    See  Note  (C)  to  the  Consolidated  Financial  Staiemenu. 

(4)  The  ratio  of  earnings  lo  fixed  charges  has  been  computed  by  dividing  earnings  from  continuing  operations 
before  income  uxes  and  fixed  charges  (reduced  by  capiulized  interest)  by  fixed  charges.  The  ratitH  have  been 
calculated  using  fixed  charges  with  and  withoul  interest  on  savings  depos'iu.  as  indicated.  For  the  years  ended 
December  31.  1987  and  1983.  earnings  were  inadequate  to  cover  fixed  charges;  the  amount  of  the  deficiencies 
were  S24.I80.0(X)  and  S17,424.(XX).  respectively.  See  "Management's  Discussion  and  Analysis  of  Results  of 
Operations  and  Financial  Condition — Liquidity  and  Capital  Resources  "  for  additional  discussion. 

(5)  Includes  $87,982,000.  $371,091,000.  $596,145,000.  $615,621,000,  and  $422,038,000  at  December  31.  1987. 
1986.  1985,  1984  and  1983.  respectively,  of  bonds  ouuunding  which  were  issued  by  finance  subsidiaries  of 
American  Continental  Mortgage  Company  ("ACM"),  a  wholly-owned  subsidiary  of  the  Company,  and  are 
secured  bv  GNMA  Cenificates  or  first  mortgage  loans.  At  December  31.  1987.  1986,  1985  and  1984,  long- 
term  debt'indudes  $396,023,000,  $436,000,000,  $375,000,000  and  $100,000,000,  respectively,  of  notes  issued 
by  Lincoln  Savings,  secured  pnncipally  by  investment  securities. 
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SPEOAL  FACTORS 

Investors  should  consider,  tmong  other  things,  the  following  risk  and  other  factors  in  connection 
with  the  purchase  of  Debentures: 

Low  Interest  Rate  Spread  and  Possible  Effects.  Lincoln  Savinp  had  net  interest  income  for  1 9S7  of 
SI6.I34,000  (after  capiulization  of  S65.03O.OOO  in  interest  expense),  including  appraximaiely  S16.000.000 
of  additional  interest  related  to  loan  profit  partidpatioBs,  compared  to  net  interest  income  of  H 1 8,000  (after 
capiulization  of  S60,293.000  in  interest  expense)  for  1986.  Subsuntially  as  a  result  of  the  Company's 
significant  investments  in  real  esute,  interest  bearing  liabilities  exceeded  interest  earning  assets  by  approxi- 
mately SI. 086.000.000  at  December  31,  1987.  A  positive  weighted  average  interest  rate  spread  of  3.07% 
would  have  been  required  for  interest  income  to  be  equal  to  interest  expense  at  December  31. 1987;  the  aaual 
weighted  average  interest  rate  spread  at  that  dau  was  .94%.  which  the  Company  believes  is  significantly 
below  the  interest  rate  spread  of  more  traditional  thrift  institutions.  The  Company's  net  interest  income  for 
1987  was  substantially  less  than  its  selling,  general  and  administrative  expenses:  the  Company  does  not 
expect  its  interest  earning  assets  to  cover  its  selling,  general  and  administrative  expenses  or  to  generate  its 
profits,  but  instead  relies  upon  the  gains  on  its  sales  of  securities  and  loans  and  sales  of  its  real  esuu.  Net 
interest  expense  or  low  net  interest  income  in  1988  (after  interest  capiulization)  could  result  in  a  significant 
operating  loss  if  the  interest  spread  is  not  offset  by  gams  on  sales  of  secunties  and  loans  or  gams  on  the  sale  of 
real  esute.  See  "Management  s  Discussion  and  Analysis  of  Results  of  Operations  and  Financul  Condi* 
tion — Results  of  Operations — Financial  Services"  and  "Business — Financul  Services — Interest  Rate 
Spreads." 

Limitations  on  Liquidity.  Subsuntulfy  all  of  the  Company's  real  esute  activities  and  iu  financial 
services  operations  are  conducted  through  wholly-owned  subsidiaries.  As  a  holding  company,  the  Company 
relies,  in  pan.  on  dividends  froin  iis  subsidiaries  to  fund  its  obligations.  However,  holders  of  the  Company's 
debt  obligations,  including  the  Debentures  being  issued  pursuant  to  this  Prospeaus.  have  no  right  to  look  to 
the  Company's  subsidiaries  for  repayment.  Absent  dividends  from  subsidiaries,  the  Company  relies,  in  large 
part,  on  payments  under  tax  sharing  agreements  with,  and  repayments  of  advances  to.  subsidiaries,  itsuance 
of  securities  and  borrowings  for  its  source  of  cash  flow.  For  a  description  of  any  subsuntial  limiutionson  the 
payment  of  dividends  to  the  Company,  see  "Management's  Discussion  and  Analysis  of  Resulu  of  Operations 
and  Finanaal  Condition— Liquidity  and  Capiul  Resources."  At  December  31.  1987.  the  Company  had 
$242,761,000  of  debt  outstanding  excluding  all  indebtedness  of  subsidiaries.  This  debt  matures  as  follows- 
1988— S40.464.000;  1989— $1 1.157.000;  1990— S68  JO  1.000;  1991— $12,744,000;  1992— $7,713,000:  and 
after  1992— $102,382,000. 

Savings  Accounts — Maturities  and  Rates.  Lincoln  Savings  has  significantly  increased  iu  uvings 
accounts  by  marketing  efl'orts  through  branch  offices  and  by  marketing  insured,  nonwithdrawable 
certificate  accounu  through  several  national  brokerage  firms.  While  the  cost  of  these  cenificmte 
accounts  is  greater  than  other  deposits  (with  a  weighted  average  suted  interest  rate  of  10.46%  at 
December  31.  1987  compared  with  a  weighted  average  interest  rate  on  all  savings  accounts  of  8.90%  at 
that  date),  such  accounts  have  extended  the  average  maturity  of  the  toul  deposit  portfolio  and  better 

match  the  maturity  structure  of  Lincoln  Savings'  investment  activities.    See  "Business Financial 

Services — Sources  of  Funds." 

Less  than  Investment  Grade  Securities.  Interest  income  in  1987  includes  interest  on  $622,166,000 
principal  amount  (ai  December  31.  1987)  of  corporate  debt  securities,  subsuntially  all  of  which  were 
rated  less  than  invesiment  grade.  The  risk  of  loss  upon  default  of  these  higher-yielding  securities  may 
be  greater  than  the  nsk  of  loss  upon  default  of  mortgage  loans.  See  "Business— Financial  Services- 
Investment  Activities — Lincoln  Savings  and  the  Company." 

Cains  on  Sales  of  Securities  and  Loans  and  Real  Estate.  The  Company's  profitability  in  1987  was 
primarily  attributable  to  its  gams  on  sales  of  securities  and  loans  and  sales  of  real  esute.  Gains  on  sales 
of  securities  and  loans  and  on  sales  of  real  estate  will  not  be  comparable  from  period  to  period.  Future 
gams  on  sales  of  securities  and  loans  will  depend,  in  part,  on  general  market  conditions  and  the  relative 
volatility  of  interest  rates  from  period  lo  period.  See  "Management's  Discussion  and  AnalysU  of 
Results  of  Operations  and  Financial  Condition— Resulu  of  Operations— Financial  Services  "  See  also 
"Real  Estate  Activities."  below 

Financial  Services:  Loan  Portfolio  Risks.  Lincoln  Savings  has  emphasized  the  origination  of 
mortgage  loans  generally  exceeding  $1,000,000.    Lincoln  Savings'  loans  receivable  at  December  31 
1987  (after  deductions)  were  approximately  23%  of  iu  toul  asseu.     Of  Lincoln  Savings'  loans 
receivable  at  December  31.  1987  (before  deductions),  approximately  69%  are  acquisition,  development 
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or  eonitrection  laut  (including  commerciai.  rt««lenti»l  Md  other  propertia).  Virtually  all  loans  made 
(ince  the  acquititioa  of  Lincoln  Savinp  require  "balloon"  paymenu  of  principal  at  vanous  pointt  up  to. 
and  including,  final  maturity  of  the  loan.  Acquisition,  development  and  oonstniction  loans  are  subject 
to  risks  which  are  different  from  tboM  inherent  in  single-family  residential  mortgage  loans,  such  as 
poasible  leasing  and  construction  delays,  coat  overruns,  negative  cash  flow  and  difficulues  in  obtaining 
permanent  financing.  Compared  with  traditional  self-amortizing  single-family  loans.  -baUoon"  pay- 
ment loans  extend  the  time  for  significant  principal  repaymenu  and  require  a  higher  percenuge  of 
principal  repaymems  at  a  given  point  in  time.  The  risk  of  lou  on  all  loans  depends  upon  the 
rcasonableneu  of  appraisaU.  However,  the  risk  of  \tm  from  an  inadequate  appraisal  for  any  particular 
loan  is  greater  with  hrger  loans;  if  inadequate  appraisals  are  relied  upon,  a  risk  of  loss  exisu  to  the 
extent  amounu  funded  exceed  the  aaual  value  of  the  underlying  security.  For  additional  information 
concerning  Lincoln  Savings'  leading  activitiea,  see  "Business— Financial  Service*— Lending 
Activities".  .    .  j.      ^      . 

Real  Estate  AetMHes.  The  emphasis  of  the  Company's  real  ertaw  operations,  mduding  develop- 
ment activities  and  loan  origination,  has  been  on  acquisition,  construction  and  development  of  real 
property  and  commercial  projects.  This  concentration  on  larger  scale  projects,  which  are  located 
prinapally  in  Arizona,  Colorado.  Georgia  and  Texas,  highlights  the  requirement  for  careful  review  of 
each  individual  project.  For  addiUonal  information  concerning  the  Company's  real  esute  activities,  see 
"Business — Real  Esute  Acuvities." 

Company's  Actrriiies.  As  t  holding  company,  substantially  all  of  the  Company's  activities  are 
conducted  through  iu  subsidiines.  In  1987.  the  Company  expanded  iu  own  secuntiea  invcatment 
activities  in  the  cash  and  futures  markeu,  including  investments  in  foreign  currencies.  Eurodollars, 
commodities  and  domestic  and  foreign  debt  and  equity  securities.  The  Company  expecu  that  iu 
investment  saiviiia  will  be  significant  to  the  Company's  future  resulu  of  operations  and  that  the 
profiubility  of  these  trading  acuviiies  may  not  be  comparable  from  period  to  period  and  will  be  affected 
by  general  market  conditions. 

FHLBB  Examination:  SEC  Investigation;  Possible  Acquisition.  The  Federal  Home  Loan  Bank 
Board  (the  "FHLBB'^  completed  its  1986  examination  report  of  Lincoln  Savings  in  April  1987.  The 
examintiion  report  seu  forth  in  deuil  the  regulatory  matters  raised  by  the  FHLBB  during  the 
examination.  Lincoln  Savings  believed  that  the  report  was  in  error  in  all  material  respecu  and  in  June 
1987  responded  in  writing  to  the  issues  raised  in  the  report.  In  May  1988,  Lincoln  Savings  and  the 
FHLBB  entered  into  an  agreement  to  resolve  all  of  the  issues  raised  by  the  FHLBB  in  the  report. 
Lincoln  Savings  hu  agreed  to  make  reasonable  and  diligent  efforu  to  raise  additional  regulatory 
capital,  and  for  an  interim  penod  generally  not  to  seek  approval  of  a  growth  plan  or  to  increase 
aggregate  equity  risk  investments.  By  October  1,  1988,  the  Company  will  purchase  from  Lincoln 
Savings  for  cash  SIO.CKW.OOO  of  Lincoln  Savings'  preferred  stock.  The  Securities  and  Exchange 
Commission  has  issued  a  formal  order  of  investigauon  to  the  Company,  requesting  information  relating 
prinapally  to  issues  raised  in  the  FHLBB  1986  examination  report.  See  "Business— Regulation — 
Federal  Home  Loan  Bank — FHLBB  Examination"  and  "Management's  Discussion  and  Analysis  of 
Results  of  Operations  and  Financial  Conditon — Liquidity  and  Capital  Resources." 

In  connection  with  lU  May  1988  agreement  with  the  FHLBB.  Lincoln  Savings  expects  to  acquire 
another  savings  and  loan  institution  in  a  FHLB  Distnct  other  than  San  Francisco.  Lincoln  Savings  has 
not  identified  any  particular  institution  for  acquisition,  nor  does  Lincoln  Savings  know  the  size  or 
structure  of  the  acquisition,  if  any.  See  "Business — Regulation — Federal  Home  Loan  Bank — FHLBB 
Examination." 

So  Underwriter  Since  the  offering  will  not  be  underwritten,  the  purchasers  will  not  have  the  benefit  of 
any  independent  investigation  of  the  Company  of  the  type  customarily  performed  by  underwriters. 

Limited  Market.  Because  the  Debentures  are  being  offered  by  the  Company  directly  to  the  public 
without  a  firm  underwriting  commitment,  no  assurance  can  be  given  as  to  the  amount  of  Debentures,  or 
of  any  senes  of  Debentures,  that  will  be  sold,  and  the  Company  is  not  required  to  sell  any  minimum 
aggregate  amount  of  Debentures  or  of  any  series  of  Debentures.  It  is  unlikely  that  a  market  for  the 
Debentures  will  exist  after  the  offering  and  any  secondary  market  which  might  develop  will  be  very 
limited.  The  Debentures  will  not  be  listed  on  any  securities  exchange.  Accordingly,  it  will  be  difficult  to 
resell  the  Debentures,  particularly  because  it  is  anticipated  that  various  series  will  bear  different  interest 
rates  and  have  different  maturity  dates  and  Holders  cannot  expect  the  Company  to  repurchase  the 
Debentures. 
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THE  COMPANY 

American  Continenul  Corporation  (the  "Company")  is  a  Pboenix-based  boldinf  company  which 
is  principally  engaged  in  financial  services  and  real  estate  activities. 

The  Company  provides  financial  services  through  its  principal  subsidiary,  Lincoln  Savinp  and 
Loan  Association  ("Lincoln  Savings"),  a  Califomia-licensed  savinp  and  loan  association  and  member 
of  the  Federal  Home  Loan  Bank  ("FHLB")  system  which  had  asseu  of  approximately  S4.7  billion  at 
December  31,  1987.  Lincoln  Savinp  was  acquired  by  the  Company  on  Febrtiary  22.  1984  for 
approximately  SS 1  .(XM.CXX).  Following  the  acquisitioa,  the  Company  insulled  a  new  management  team 
and  began  a  program  to  alter  subsuntially  the  leading  and  investment  policies  of  Lincoln  Savinp. 
Lincoln  Savinp  generates  short-  and  long-term  saving  deposiu  through  twenty-nine  branch  offices  in 
Southern  California  and  through  nationwide  marketing  of  insured  certificates  of  deposit  These 
deposiu.  together  with  proceeds  of  various  Lincoln  Savinp  financings,  have  been  invested  in  mortgages 
and  mortgage- backed  secunties.  direct  investmenu  in  real  estate,  the  origination  of  real  estate 
acquisition,  development  and  construction  loans  and  commercial  loans,  corporate  debt  and  equity 
secunties  and  insurance  operations.  At  December  31,  1987,  Lincoln  Savinp  represented  93%  and  90% 
of  the  Company's  consolidated  assets  and  revenues,  respectively.  See  "Business — Financial  Services — 
Lincoln  Savinp  and  Loan  Association — Summary  Financial  Information." 

The  Company's  real  esute  activities  are  concentrated  in  Arizona.  Colorado.  Georgia,  and  Texas. 
These  aaivities,  which  are  conducted  both  by  the  Company  and  by  Lincoln  Savinp  and  its  subsidiaries, 
include  land  development  projects  involving  land  acquisition  and  the  design,  annexation,  zoning  and 
development  of  mixed-use  planned  communities,  and  the  syndication,  sale  and  management  of  commer- 
cial and  income-producing  properties. 

Prior  to  iu  acquisition  of  Lincoln  Savinp,  the  Company  was  engaged  principally  in  the  coiutnic- 
tion.  sale  and  financing  of  residential  housing.  In  the  second  quarter  of  I98S.  the  Company  sold  its 
Phoenix  homebuilding  operations  and  commenced  a  program  to  phase  out  its  remaining  homebuilding 
operations.  The  Company's  financial  statemenu  for  1985  reflect  homebuilding  as  discontinued 
operations. 

The  Company  was  incorporated  In  1974  under  the  laws  of  the  State  of  Ohio.  The  principal 
executive  offices  of  the  Company  are  located  at  273S  East  Camelback  Road,  Phoenix,  Arizona  8S0I6 
and  its  telephone  number  is  (602)  9S7-7170.  Unless  the  context  otherwise  requires,  the  term  "the 
Company"  as  used  herein  refers  to  American  Continental  Corporation  and  iu  subsidiaries  and  the  term 
"Lincoln  Savinp"  refers  to  Lincoln  Savinp  and  Loan  Association,  iu  subsidiaries  and  iu  parent 
holding  company.  First  Lincoln  Financial  Corporation  ("First  Lincoln"). 

USE  OF  PROCEEDS 

The  Debentures  are  being  sold  on  a  "best  efforts"  basis  without  a  firm  underwriting  commitment. 
No  assurance  can  be  given  as  to  the  amount  of  Debentures  that  will  be  sold.  Assuming  all  of  the 
Debentures  offered  hereby  are  sold,  the  net  proceeds  available  to  the  Company,  after  deduction  of 
estimated  expenses  of  the  ofl'enng,  will  be  approximately  S299.78S.000  (less  approximately  S25.000  in 
expenses  for  each  series).  The  Company  used  the  net  proceeds  from  prior  sales  of  Debentures  for 
working  capital  purposes  and  (o  reduce  ouutanding  indebtedness.  The  Company  expecu  to  use  the  net 
proceeds  from  continuing  sales  of  Debentures  for  working  capiul  and  other  general  corporate  purposes, 
including  iu  investment  aalvtties.  and  to  reduce  ouutanding  indebtedness  of  the  Company,  including 
all  or  a  ponion  of  the  Company's  S3 1. 050.000  principal  amount  of  I0V4%  Senior  Notes  due  1990  and  all 
or  a  portion  of  the  Company's  S7.8I8.000  principal  amount  of  14V<%  Senior  Subordinated  Notes  due 
1995.  A  portion  of  the  proceeds  may  be  used  initially  to  reduce  short-term  indebtedness  of  the 
Company,  which  indebtedness  is  used  for  working  capital  purposes. 
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CAPTTAUZATION 

Tlie  foUowing  uble  leu  fortb  the  oonsolidxted  capiulizatioo  of  the  Comptay  at  December  31, 
1987. 

(Dafcw  hit— <rt 


Secured  senior  indebtedness  of  the  Company  (including 

current  maturities  of  ipprozimauly  S7,638)(l)   S     36,373 

Other  senior  indebtedness  of  the  Company,  net  (including 

current  maturities  of  approximauly  SIO.OOO) 113,761 

Subordinated  indebtedneu  of  the  Company 92,627 


Indebtedness  of  the  Company's  consolidated  subsidiaries 
(including  current  maturities  of  approximately 
$347.03 1)(2)(3) 936.413 

Toul  indebtedness(2)(3)(4) 1,179.174 

Shareholders'  equity 

Preferred  stock.  SI  par  value:' 19,998,000  shares 
authorized: 
Exchangeable  prtferred  stock,  1,607,620 


le  pi 


shares  issued 40.191 

Cumulative  convertible  preferred  stock: 

147,519  shares  issued  14,752 

Common  stock.  SOI  par  value:  35,000,000  shares 

authorized.  17.549.859  shares  issued 176 

Capiul  in  excess  of  par  value 1 1.261 

Markeuble  equity  securities  reserve  (21,264) 

Reuined  earnings 109,924 

Deferred  compensation(l )   (17,000) 

Less  treasury  stock  (278.200  shares  of  common 

stock) (1.279) 

Toul  shareholders'  equity 136.761 

Toul  capitalization(4) S1.31S.935 


(1)  Includes  S17.000.(X)0  principal  amount  of  Floating  Rate  Employee  Stock  Ownership  Plan  Notes, 
guaranteed  by  the  Company.  SI 7.000.000  of  deferred  compensation  has  been  recorded  as  a 
reduction  of  shareholders'  equity.  See  Note  (Q)  to  the  Company's  Consolidated  Financial 
Sutemenis. 

(2)  Includes  S87,982,000  of  bonds  issued  by  ACM's  finance  subsidiaries,  secured  by  GNMA 
Certificates  and  first  mortgage  loans. 

(3)  Includes  S396,023,000  of  notes  issued  by  Lincoln  Savings  and  its  subsidiaries,  secured  principally 
by  investment  securities. 

(4)  See  Notes  (K)  and  (L)  to  the  Company's  Consolidated  Financial  Statements  for  information 
concerning  short-term  and  long-term  debt  of  the  Company  and  its  subsidiaries  at  December  31, 
1987. 
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AMERICAN  CONTINENTAL  CORPORATION 

MANACENfEVrS  DISCUSSION  AND  ANALYSIS  OF  RESULTS 
OF  OPERATIONS  AND  RNANCIAL  CONDITION 


American  Continenul  Corporation  (the  "Corapsny")  is  a  holding  company  which  is  engtged 
principally  in  two  lines  of  business:   financial  services  and  real  esute  activities. 

The  Company's  principal  subsidiary  is  Lincoln  Savings,  which  it  acquired  on  February  22.  I9S4. 
The  Company  installed  a  new  management  team  and  substantially  altered  the  lending,  investment  aad 
other  operating  policies  of  Lincoln  Savings  in  order  to  enable  Lincoln  Savings  to  receive  higher  yields  oa 
its  assets,  diversify  its  asset  portfolio,  and  match  more  closely  the  interest  rates  and  maturities  of  its 
interest-bearing  liabilities.  Lincoln  Savings  was  able  to  significantly  increase  iu  savings  accounts  by 
more  active  marketing  through  iu  branch  ofiioes  and  by  marketing  insured,  non-withdrawable 
certificate  accounts  through  several  national  brokerage  firms.  Lincoln  Savings  invested  the  funds 
provided  by  these  additional  deposiu  pnncipally  in  mortgages  and  mortgage-backed  securities,  real 
estate,  corporate  debt  and  equity  secunues  and  insurance  operations.  Prior  to  its  acquisition  by  the 
Company,  Lincoln  Savinp'  primary  lending  activity  consisted  of  long-term  single-family  hone 
mortgage  loans  in  California.  Subsequently.  Lincoln  Savings  has  emphasized  the  origination  of 
mongage  loans  generally  exceeding  S 1 .000.000  secured  by  real  estate  located  principally  in  Ahzooa, 
Colorado.  Georgia  and  Texas  and  the  ongination  of  loans  for  the  construction  of  single-family  sod 
multi-family  residential  property  in  southern  California.  See  "Business — Financial  Services — tnnting 
Activities."  The  effecu  of  these  new  lending,  investment  and  operating  policies  have  significantly 
affected  Lincoln  Savings'  results  of  operauons. 

Acquisition  of  Lincoln  Savings 

The  Company  acquired  Lincoln  Savinp  for  approximately  S5 1.000.000.  The  acquisitioa  wst 
accounted  for  under  the  purchase  method  and,  accordingly,  all  assets  and  liabilities  acquired  were 
adjusted  to  estimated  fair  market  values  as  of  the  dau  of  acquisition.  The  original  excess  of  cost  over 
net  atseu  acquired  (goodwill)  resulting  from  the  adjustmenu  to  market  was  SI24.SOO.0OO.  Tlie 
remaining  goodwill  is  being  amortized  as  follows:  S69.834.000  over  6-21  years  using  the  straight-line 
method  and  $20.164.0(X)  over  the  estimated  remaining  lives  of  the  long-term  interest  bearing  aaeu 
acquired  using  the  interest  method. 

Diseoniinued  Operations 

In  the  second  quarter  of  1985.  the  Company  sold  iu  homebuilding  operations  in  Phoenix  ud 
decided  to  discontinue  its  remaining  homebuilding  operations.  The  Company's  results  of  operations  for 
I98S  reflect  homebuilding  as  discontinued  operations.  The  discontinuation  of  homebuilding  operations 
has  adversely  affected  operations  of  American  Continenul  Mortgage  Company  ("ACM"),  the 
Company's  mongage-banking  subsidiary. 
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RESULTS  OF  OPERATIONS 

Tbe  following  table  summarizes  the  Company's  resulu  of  operations  and  identifiable  asseu  for  the 
periods  indicated. 

iwr  iwxii  ins 

Financial  ScrriccK 

Identifiable  asseu  S4.073.781  S3.4S7.616  S3J63.556 

Interest  and  fees  on  uvinn  association  loans  and 

mortgage-backed  sccunues S    162^73  S    134,430  S    160.872 

Interest  and  dividends  on  investment  securities 133.937  134.906  74^1 

Gains  on  sale  of  securities  and  loans 102,663  73.477  1 16.681 

Interest  and  fees  from  mortgage  banking  nbsidiafy  . . .         29,604  87,873  102,616 

Insurance  premiums  33,174  36.203  — 

Distributions  from  unconsolidated  sffiliitet  1,243  33.932  3,448 

Other  income  allocated  to  financial  services 16,429  8.291  6.870 

Total  revenues  from  financial  services -  48U23  331,132  464,718 

Interest  expense,  savings  assoaaiion 236,814  236,139  231.964 

Interest  expense,  mortgage  banking  operation 29,703  74.631  90,499 

Current  and  future  insurance  benefits 33.637  38.720  — 

Total  gross  profit  from  finanaal  services 139,131  161.642  142,233 

SG&A  allocated  to  financial  services 126.034  106,729  74.379 

Provision  for  losses  10.718  24.221  12.648 

Earnings  before  income  taxes  from  financial  services . . .         22.399  30.692  33.028 
Real  Esuic: 

Identifiable  assets  Sl.021.416  Sl.l  13.320  S   731.331 

Revenues  from  real  esute  sales   S    220.924  S    296.039  S    179,216 

Cost  of  real  esute  sales   139.364  216.137  129.373 

Gross  profit  from  real  estate  sales 81.360  79,882  49,641 

SG& A  and  interest  allocated  to  real  esute 84,189  64.126  4U3S 

Provision  for  losses  9,818  8,273  — 

Other  income  allocated  to  real  esute 16.036  3.261  3423 

Earnings  before  income  uxes  from  real  esute 

operations 3.389  12.742  11.809 

Consolidated: 
Earnings  before  income  taxes,  extraordinary  item  and 

cumulative  cfTeci  of  a  change  in  accounting  for 

income  taxes   23,988  43,434  66,837 

Taxes  on  earnings 12.612  12.601  13.300 

Earnings  from  coniinuini  operations  before 

extraordinary  item  and  cumulative  effect  of  a  change 

in  accounting  for  income  uxes 13.376  30.833  33J37 

Extraordinary  gam  (loss>— extinguishment  of  debt 2,876  (6,600)  — 

Cumulative  effect  of  a  change  in  accounting  for  income 

taxes 3.073  —  — 

Earnings  from  continuing  operations S      19.327  S     24.233  S     33.337 

(I)  Amencan  Founders  Life  Insurance  Company  ("AFL")  was  aoouired  on  January  28,  1986. 
Accordingly,  all  1986  financial  information  with  respect  to  AFL  is  for  the  period  from  the  date  of 
acquisition. 

Corporate  asseu  and  selling,  general  and  administrative  expenses  in  1987,  1986  and  1983  were 
allocated  to  financial  services  and  real  estate  aaivities  in  proportion  to  toul  asseu  attribuuble  to  each 

segment. 
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HNANCUL  SERVICES 

Revenues  from  iateresi  and  fees  on  savings  association  loans  and  mortgage-backed  securities, 
interest  and  dividends  on  investment  securities  and  gains  on  sale  of  securities  and  loans  accounted  for 
$400,875,000.  or  S6%.  of  1987  toul  revenues  compared  to  S342.833.0OO.  or  40%.  of  1986  total  revenues 
and  54%  of  198S  total  revenues.  Subsuntially  all  of  such  revenues  were  generated  by  Lincoln  Savings. 
Approximately  40%  of  interest  and  dividend  income  was  derived  from  corporate  bond  investmenu  in 
1987.  At  December  31.  1987,  1986  and  198S.  respectively,  Lincoln  Savings  and  lU  subsidiaries  owned 
S622. 166.000.  S370.86 1.000  and  $233,256,000  principal  amount  of  corporate  debt  securities, 
substantially  all  of  which  were  rated  less  than  investment  grade,  with  a  weighted  average  yield  of 
12.20%.  1 1.72%  and  12.37%.  respectively,  and  a  weighted  average  maturity  of  8.9  years.  10.3  yean  and 
9.9  years,  respectively.  Lincoln  Savings  believes  that  its  investment  policies,  including  credit  analyses 
and  divenification  of  its  portfolio,  limit  the  risk  on  such  investments.  At  December  31,  1987.  Lincoln 
Savings'  and  iu  subsidiaries'  maximum  investment  in  the  debt  securities  of  any  iuuer  and  in  any 
industry  was  SSCOOO.OOO  and  $85,173,000.  respectively. 

Lincoln  Savings  had  net  interest  income  for  1987  of  $16,134,000  (after  capitalization  of 
$65,030,000  in  interest  expense),  including  approximately  $14,000,000  of  additional  interest  related  to 
loan  profit  participations,  compared  to  net  interest  income  of  $518,000  (after  capiulization  of 
$60,293,000  in  interest  expense)  for  1986  and  $3,139,000  (after  capiulization  of  $25,764,000  in 
interest  expense)  for  1985.  The  increase  in  capitalized  interest  over  the  penod  reflecu  an  increase  in 
Lincoln  Savings'  real  esute  investments  and  real  esute  development  activities.  As  a  result  of  the 
$1,086,000,000  difTerential  between  interest  bearing  liabilities  and  interest  earning  asseu  at  December 
31.  1987  and  the  interest  rate  spread  at  that  date  of  .94%.  Lincoln  Savings  may  incur  low  net  interest 
income  or  net  interest  expense  (after  interest  capiulization)  for  fiscal  year  1988:  a  positive  weighted 
average  interest  rate  spread  of  3.07%  would  have  been  required  for  annualized  interest  income  to  be 
equal  to  annualized  interest  expense  at  December  31,  1987. 

Gains  from  sales  of  securities  and  loans  were  $102,663,000  in  1987,  $73,477,000  in  1986  and 
$116,681,000  in  1985.  1987  gains  included  approximately  $35,700,000  from  VS.  Treasury  and 
government  agency  bonds  and  interest  rate  futures.  $8,300,000  from  markeuble  debt  securities. 
S2.300.000  from  markeuble  equity  secunties  and  stock  index  futures.  $11,300,000  from  foreign 
currencies,  ii,0OQ,0OQ  from  commodities  and  $37.000.0(X)  from  the  sale  of  50  percent  of  the 
Company's  interest  in  the  limited  partnership  which  owns  certain  asseu  acquired  in  the  Crown 
Zellerbach  Corporation  reorganization.  1986  gains  included  approximately  $43,700,000  from  US. 
Treasury  and  government  agency  bonds,  SI 5.000.000  from  markeuble  debt  securities  and  S7.500.000 
from  marketable  equity  securities  1985  gams  from  loan  sales  were  S22.5I 3.000.  subsuntially  all  of 
which  resulted  from  the  sale  of  discounted  loans  acquired  upon  the  acquisition  of  Lincoln  Savings. 
These  sales  of  discounted  loans  generated  income  ux  benefiu  due  to  permanent  difTerences  between  the 
financial  reporting  and  ux  bases  of  the  loans.  See  Note  (O)  to  the  Company's  Consolidated  Financial 
Statemenu.  The  values  of  interest-rate  sensitive  assets,  such  as  GNMA  Certificates,  government 
agency  bonds  and  corporate  debt  securities,  are  dependent  in  large  part  on  prevailing  interest  rate*.  As 
interest  rates  increase,  the  market  value  of  an  existing  portfolio  decreases:  as  interest  rates  decrease, 
such  market  value  increases.  As  a  result  of  these  rate  fluctuations,  gains  recognized  from  the  sale  of 
securities  and  loans  will  not  be  comparable  from  period  to  period:  such  gains  will  vary,  in  part,  based  on 
the  relative  volatility  of  interest  rates  from  period  to  period  and  the  Company's  aaual  investment 
portfolio  at  the  time  in  question.  The  impact  of  increasing  interest  rates  on  the  Company's  markeuble 
equity  securities  portfolio  is  unpredicuble. 

Lincoln  Savings  recognized  $55,952,000  in  cash  distributions  in  1986  resulting  from  the 
liquidation  of  certain  partnership  assets  accounted  for  as  "Investmenu  in  Unconsolidated  Affiliates", 
including  $30,600,000  from  the  partnership  which  owns  ceruin  asseu  acquired  in  the  reorganization  of 
Crown  Zellerbach  Corporation  and  $25,252,000  from  a  pannership  which  invested  in  common  stock  of 
Goodyear  Tire  and  Rubber  Company. 
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Insurance  premium  revenue  decremsed  in  1987  due  to  a  planned  reduction  of  the  Company's 
annuity  line  of  btuiness.  Interest  and  fees  from  mortgage  banldng  operations  decreased  in  1987  aiid 
1986  due  to  sales  of  GNMA  certificates  to  retire  higher  cost  mortgage-backed  bonds. 

Selling,  general  and  administrative  expenses  ("SG&  A")  allocated  to  financial  services  increased  to 
S126.034.000  in  1987  from  S106.729.000  in  1986  and  S74.S79.000  in  1985.  and  includes  S93.8S0.000 
S82.43S.000  and  SS2.83S,000.  respeaively.  attribuuble  to  Lincoln  Savings.  The  increases  are 
attributable  to  costs  related  to  the  growth  in  Lincoln  Savings'  deposit  base  and  continued  expansion  of 
Lincoln  Savings'  land  development  and  lending  operations.  In  addition,  the  1987  and  1986  increases 
are  due  in  part  to  the  acquisition  of  American  Founders  Life  Insurance  Company  in  January  1986  and 
iu  inclusion  in  1987  and  1986  results,  cosu  associated  with  the  FHLBB  1986  examination  of  Lincoln 
Savings  and  the  write-ofT  of  Lincoln  Savings'  S4.400.000  FSLIC  secondary  reserves  in  1987. 

Lincoln  Savings'  provision  for  possible  loan  or  investment  security  losses  touted  SI 0.7 1 8.000  in 
1987.  S24.221.000  in  1986  and  S12.648.000  in  1985.  Lincoln  Savings'  1987  provision  for  losses 
included  S5.669.000  in  general  loan  loss  reserves.  S2.600.000  in  general  reserves  on  investmenu  and 
S2.449.000  in  reserves  for  uncollectible  interest  on  loans  and  investments.  These  loss  reserves  were 
attributable  to  management's  belief  that  larger  loss  reserves  were  prudent  in  light  of  larger  average 
loans. 

As  a  result  of  the  foregoing,  earnings  before  income  uxes  from  financial  services  were  S22,399.000 
in  1987  compared  to  S30.692.OOO  in  1986  and  S55.028.OOO  in  1985. 

The  net  effect  of  the  accretion  and  amortization  of  all  purchase  accounting  adjustments  was  to 
decrease  net  income  by  approximately  S7.800.OO0,  Sl.SOO.OOO  and  S5,30O,0O0  in  1987,  1986  and  1985, 
respectively.  Such  adjustments  for  the  next  five  years  will  result  in  estimated  annual  reductions  in 
consolidated  net  income  of  approximately  S8,000.000. 

REAL  ESTATE 

Revenues  and  gross  profits  from  real  esute  sales  were  S220.924,000  and  S8 1 .560.000.  respectively, 
in  1987.  S296.039,000  and  S79.882.000.  respectively,  in  1986  and  S179.216.000  and  S49.64l,000. 
respectively,  in  1985.  The  1986  increase  over  1985  reflecu  increased  development  and  sales  of  the 
Company's  master-planned  communities  and  includes  the  sale  of  three  Arizona  properties  for  revenues 
of  approximately  SI 07,000.000 

Other  income  from  real  estate  operations  includes  the  sale  of  a  45%  interest  in  the  Crescent  Hotel 
of  Phoenix  and  The  Phoenician  Resort.  Gross  proceeds  from  that  sale  touled  SI 73.650.000.  including 
S74.486.000  placed  in  escrow  lor  development  of  The  Phoenician  Resort.  The  Company  has  recognized 
SI 2.880.000  gross  profit  on  the  sale;  SI. 570.000  of  the  profit  is  deferred  and  will  be  recognized  as  The 
Phoenician  Resort  is  completed 

Interest  expense  allocated  to  real  esute  was  S56.22 1.000  in  1987  compared  to  S44.709.000  in  1986 
and  S22.550.000  in  1985,  due  to  the  Company's  increase  in  debt  to  finance  iu  higher  land  inventory,  all 
interest  expense  incurred  by  the  Company,  excluding  Lincoln  Savings  and  ACM.  is  allocated  to  real 
esute  operations.  Interest  incurred  to  carry  land  is  expensed  by  the  Company  until  qualifying 
development  activities  are  in  process.  Interest  related  to  properties  under  development  is  generally 
capiulized  during  the  development  period. 

SG&A  allocated  to  real  esute  operations  was  S27.968.000  in  1987  compared  to  S19.4I7,000  in 
1986  and  SI8.805,000  in  1985.  These  increases  were  attribuuble  to  the  expansion  of  Lincoln  Savings' 
land  development  and.  in  1987  and  1986.  iu  hotel  operations. 
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LtBOoln  Stviap'  provuioa  for  potsible  ml  cfute  iouet  loulled  S9.8I8,000  in  1987  ud 
S8,27S.OOO  in  1986.  TbeM  ion  roerves  wert  •nribuubie  to  Ixrger  average  real  etute  invesuneau  and 
a  decline  in  the  value  of  certain  real  enate  propeitiei. 

As  a  result  of  the  foregoing,  eaniinp  before  income  taxes  from  real  state  operations  were 
S3,S89.000  in  1987,  $12,742,000  in  1986  and  SI  1409.000  in  I98S. 

CX)NSOUIUTIi) 

The  Company's  effective  federal  income  ux  rate  on  continuing  operations  before  extraordinary 
item  was  49%  in  1987, 29%  in  1986  and  20%  in  I98S.  During  1987.  the  Company  adopted  Sutemeat  of 
Fmandal  Accounting  Standards  No.  96  (SFAS  96)  "Accounting  for  Income  Taxes".  SFAS  96  requires 
the  reoomputation  of  the  Company's  deferred  tax  liability  to  nAeex  the  legislated  reduaion  in  the 
federal  income  tax  rate  and  iu  efTea  on  the  Company's  ultimau  tax  liability.  As  a  result,  the  Company 
adjusted  iu  deferred  tax  liability  and  consequently  increased  its  earnings  by  S3,07S,000.  In  addition, 
the  current  year  tax  expense  was  reduced  by  S  1.975,000  due  to  the  fact  that  the  Company's  tax  net 
operating  loss  carryforwards  defer  the  payment  of  the  current  year  expense  into  future  years  where  the 
tis  rate  is  lower.  The  Company's  1987  ux  provision  was  above  the  sututory  rate  due  to  the  effea  of 
purchase  accounting  adjustmenu.  The  1986  ux  provision  was  below  the  statutory  rate  due  to  capital 
gains  transactions  and  differences  in  the  tax  and  financial  reporting  bases  of  assets  sold.  The  198S  tax 
provision  was  substantially  below  the  statutory  rate  due  to  difTerences  in  the  tax  and  financial  reporting 
bases  of  assets  sold. 

As  a  result  of  all  of  the  foregoing,  the  Company's  earnings  from  continuing  operations  before  a 
S3.07S.000  cumulative  effea  of  a  change  in  accounting  for  income  uxes  in  1987,  a  S2,876,000 
extraordinary  gain  on  early  extinguishment  of  debt  in  1 987  and  a  S6,600.000  extraordinary  loss  on  early 
extinguishment  of  debt  in  1986  were  SI  3.376.000  in  1987  compared  to  S30.833.000  in  1986  and 
$53,337,000  in  1985. 

UQUIDITY  AND  CAPITAL  RESOURCES 

To  meet  iu  needs,  the  Company  generates  cash  from  savings  deposiu.  borrowings  and  earnings. 
Earnings  from  continuing  operations  before  extraordinary  item  and  cumulative  effect  of  a  change  in 
accounting  for  income  uxes  were  SI 3.376.000  in  1987.  S30,833.OOO  in  1986  and  S53.337.000  in  1985. 
Net  non-cash  charges  increased  funds  from  continuing  operations  during  the  three  years  ended 
December  31.  1987  to  $116,446,000  in  1987.  $108,984,000  in  1986  and  $176,429,000  in  1985.  The 
Company's  ratio  of  earnings  to  fixed  charges  was  .94  for  the  year  ended  December  31.  1987.  The 
Company's  ratio  of  earnings  to  fixed  charges,  calculated  to  include  all  net  non-cash  charges  to  income, 
would  have  been  1.18  for  the  year  ended  December  31.  1987. 

During  1987.  the  Company  issued  $90,131,000  principal  amount  of  Debentures  under  a  $200 
million  shelf  registration,  with  an  effective  rate  of  10.28%.  and  $14,752,000  of  10%  Convertible 
Preferred  Stock  and  retired  approximately  $95,000,000  principal  amount  of  10.75%  and  14.75%  public 
debt  which  had  an  effective  rate  higher  than  the  Debentures  and  the  Convertible  Preferred  Stock. 

During  1986.  the  Company  issued  $50,000,000  principal  amount  of  12%  Debentures  due  2001  and 
retired  approximately  $49,000,000  principal  amount  of  higher  rate  public  debt. 

As  a  result  of  the  acquisition  of  Lincoln  Savings,  the  Company's  issuance  of  debt  is  subject  to 
FHLBB  approval.  Approval  is  generally  sought  by  filing  an  annual  budget  in  November  for  debt  to  be 
issued  during  the  following  fiscal  year:  the  budget  submitted  to  the  FHLBB  for  approval  describes  the 
general  purposes  for  the  debt  expected  to  be  issued  (for  insunce.  working  capital,  real  esute 
acquisitions  or  refinancing)  and  the  maximum  amount  of  debt  to  be  issued  during  that  year.  The 
Company's  1988  debt  budget  has  been  approved  by  the  FHLBB. 
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Beeanse  of  differeneef  in  the  timing  of  eertmin  revenne  and  expense  itemi  for  tu  and  financial  natenent 
purMMt.  the  Company  had  net  operatint  Ion  carryforwardt  for  tax  purpowa  at  the  end  of  1987  of 
approximawly  $110,000,000  which  expire  from  1992  through  2000.  Such  difference  betvcea  the 
carryforwards  for  tax  and  financial  itatement  purpotci  ii  principally  due  to  the  uie.  for  ux  purpotca.  of  the 
installment  sale  treatment  on  ceruin  talea.  the  expensing  of  interest  on  construction  project*,  and  the  cash 
basis  of  accounting  used  by  Lincoln  Savinp.  Tlie  Company  has  utilized  all  iu  net  operating  Iom 
carryforwards  available  for  financial  sutement  purpose*.  In  1987,  the  Company  was  subject  to  the  corporate 
alteiTiative  minimum  tax  (AMT)  as  revised  by  the  Tax  Reform  Act  of  1986.  and  incurred  a  $3,000,000 
federal  income  tax  liability.  Psymenu  of  AMT  can  be  earned  forward  and  credited  against  the  Company's 
future  regular  tax  liability. 

Lincoln  Savinp'  principal  sources  of  liquidity  are  earnings,  customer  depoait*.  Federal  Home  Lout 
Bank  ("FHLB")  system  advance*,  other  borrowing*,  repurchase  agreanenu  and  principal  and  interest 
payments  on  loans.  Lincoln  Savings  is  required,  as  a  member  of  the  FHLB  system,  tomaintain  cash  and 
eligible  investmenu  at  least  equal  to  5%  of  net  withdrawable  depoeiu  and  short-term  borrowings  payable  in 
one  year  or  less.  Deficiencies  in  such  leveb  result  in  the  assessment  of  fine*.  Lincoln  Savings'  management 
believes  thst  Lincoln  Savinp  met  this  requirement  throughout  1987.  See  "Business— Financial  Semces 
"and"  — Regulation — Federal  Home  Loan  Bank." 

To  extend  the  average  maturity  of  iu  deposits,  Lincoln  Savinp  has  marketed  nonwithdrawable 
certificate  accounts  through  several  national  brokerage  firms.  Such  certificate  accounts  represented 
55%  of  toul  certificate  accounii  and  had  a  weighted  average  suted  interest  rate  of  1 0.46%  at  December 
31.1987.  The  majority  of  these  certificates  have  remaining  maturities  of  up  to  1 1  years.  While  the  cost 
of  these  certificate  accounts  is  greater  than  other  deposits,  such  accounu  have  extended  the  maturity  of 
the  toul  deposit  portfolio  and  belter  match  the  maturity  struaure  of  Lincoln  Savinp'  investment 
activities;  at  December  31,1987, 44%  of  Lincoln  Savinp'  deposiu  had  maturities  greater  than  one  year, 
compared  to  11%  at  the  date  of  acquisition. 

In  addition  to  the  traditional  funds  sources,  Lincoln  Savinp  issued  $100,000,000  and 
$275,000,000  of  United  Sutes  dollar-denominated  Collateralized  Floating  Rate  Notes  in  the  European 
markets  in  1986  and  1985.  respectively,  and  in  1987  issued  in  a  Euroyen  offering  ¥7,000.000.000 
(approximately  $48,231,000)  pnncipal  amount  of  Collateralized  Fixed  Rate  Note*,  collateralized 
pnmarily  by  cash.   Lincoln  Savinp  retired  approximately  $28,000,000  of  the  Euroyen  issue  in  1987. 

Substantially  all  of  the  Company's  real  esute  activities  and  iu  financial  services  operations  are 
conducted  through  subsidiaries.  As  a  holding  company,  the  Company  relies,  in  part,  on  dividends  from 
iu  subsidiaries  to  fund  iu  operations  and  obligations.  Absent  such  dividends,  the  Company  relies,  in 
large  part,  on  paymenu  under  \ax  sharing  agreemenu  with,  and  repaymenu  of  advances  to.  iu 
subsidiaries,  issuance  of  securities  and  borrowmp  as  the  source  of  iu  cash  flow. 

The  Company  depends  in  part  upon  dividends  from  iu  subsidiaries  to  fund  iu  obligations.  In 
approving  the  Company's  application  to  become  a  savings  and  loan  holding  company,  the  FHLBB 
imposed  the  condition  that,  without  prior  written  approval  from  the  FHLBB.  dividends  paid  by  Lincoln 
Savings  in  any  fiscal  year  shall  be  limited  to  50%  of  net  income  for  that  fiscal  year,  except  that  any 
dividends  permitted  under  this  limitation  may  be  deferred  and  paid  in  a  subsequent  year,  subject  to  the 
provision  that  in  no  event  may  dividends  be  paid  which,  in  fact  or  in  the  opinion  of  the  FHLBB,  would 
cause  Lincoln  Savings  to  fail  to  meet  iu  net  worth  requiremenu.  Until  the  earlier  of  the  completion  of 
iu  next  periodic  examination  and  resolution  of  any  issues  raised  thereby  or  December  20,  1988,  Lincoln 
Savings  has  agreed  with  the  FHLBB  that  Lincoln  Savings  will  not  pay  any  dividends  unless  it  notifies 
the  FHLBB  at  least  two  weeks  pnor  to  the  proposed  payment  and  the  FHLBB  does  not  object.  At 
December  31,  1987,  approximately  $65,000,000  of  Lincoln  Savinp'  reuined  earnings  were  available 
for  the  payment  of  dividends. 
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BUSINESS 

The  Company  is  a  holding  company  engaged  principally  in  financial  services  and  real  estate 
activities.  Prior  to  iu  acquUiuon  of  Lincoln  Savings  in  February  1984.  the  Company  was  engaged 
principally  in  the  oonstructioa.  sale  and  financing  of  residential  housmg.  In  198S,  the  Company 
discontinued  its  bomcbuilding  operations. 


HNANOAL  SERVICES 

The  Company's  financial  services  activities  consist  principally  of  the  savings  and  loan  and 
insurance  operatioiu  of  Lincoln  Savinp  and  the  Company's  investment  activities.  During  1987. 
financial  service  operations  contributed  S4g  1.325.000  in  revenues  and  S22.399.000  of  pre-ux  income, 
representing  67%  of  revenues  and  86%  of  pre-tax  income  of  the  Company.  Subsuntially  all  of  the 
financial  services  operations  are  conduaed  through  Lincoln  Savings,  with  a  small  portion  attribuuble  to 
the  Company  and  iu  mortgage-banking  subsidiary. 


Liacoia  Savings  aad  Loaa  Asiociacioa— Stimmary  FiiMTial  Infonnatioa 

Lincoln  Savings  emphasizes  investmenu  in  mortgage-backed  securities,  origination  of  real  estate 
and  commercial  loans  with  principal  amounts  generally  exceeding  SI, 000.000.  the  acquisition  of 
unimproved  real  estate  for  development  and  sale  (see  **Buainess — Real  Estate  Activities"),  the  purchase 
of  corporate  debt  and  equity  secunties  for  investment  and  insurance  operatioiu. 

The  following  is  a  summary  of  certain  finincial  information  of  Lincoln  Savings: 

Vm  U4t4  Dnf>n  31. 


Sumoury  of  Operatiou: 

Interest  income S292.1 1 3 

Interest  expense   275.979 

Net  interest  income 16.134 

Net  gains  on  sale  of  investment  securities,  loans  and 

mortgage-backed  certificates  and  distributions  from 

unconsolidated  affiliates 89.657 

Other  income,  net(  1 )  92.569 

General,  administrative  and  other  expenses 135,210 

Earnings  before  income  taxes  and  cumulative  effect 

of  a  change  in  accounting  for  income  uxes 63,150 

Income  uxes 25.205 

Earnings  before  cumulative  efTea  of  a  change  in 

accounting  for  income  uxes 37,945  48,958  79.850 

Cumulative  efTea  of  a  change  in  accounting  for  income 

»«« 3.075  —  — 

Net  earnings S  41.020        S  48.958        S  79.850 

IS 


S269.356 

S235,103 

268.838 

231,964 

518 

3.139 

131,407 

120.129 

79.689 

55.977 

129.925 

78,895 

81.689 

100.350 

32.731 

20.500 
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Cash  and  cuh  aqnivaleats S   242.612 

Invcstmeat  tecahtk»-equity 157,699 

lovectment  wcuhtio-debt U98,190 

Lous  receivable  and  mongage-backed  McnritiaCl) l^tS.SZO 

Real  eiutt 827,272 

Otber  asMttO) 530.622 

Exoett  of  ooct  over  net  assets  acquired 106.252 

Total  asseu S4.748.467 

Savinp  depoaiu $3474,531 

Borrowings 813.784 

Other  liabilities 338.775 

Stockholder's  equity 221.377 

Total  liabilities  and  stockholder's  equity S4.748.467 


S    358.681     S   143.607 
96.249  90J79 


1.193.453 

426,750 

902,021 

929.519 

777.165 

553.696 

466.974 

258.653 

109.184 

108.654 

$3,903,727 

$3,211,758 

$2,82U75 

$2,406,958 

629.890 

570.173 

259.438 

89.047 

193.024 

145.580 

$3.903.727     $3.211.758 


(1)  "Other  income"  includes  real  esute  gains  of  $78,708,000.  $73,924,000  and  $47,567,000  for  the 
pmoas  ended  December  31.  1987.  1986.  and  1985,  respectively.  See  "Business— Real  Enau 
Activities." 

(2)  "Loans  receivable  and  mortgage-backed  securities"  Include  mortgage- backed  securities  of 
$472,461,000.  $67,135,000  and  $58,364,000  for  the  yean  ended  December  31,  1987.  1986  and 
I98S.  respectively. 

(3)  "Other  assets"  include  S60.S2S.OOO  in  1987.  $69,996,000  in  1986  and  $105,895,000  in  1985  of 
investments  in  unconsolidated  affiliates,  representing  the  Company's  interests  in  ceruin  compaaiea 
accounted  for  under  the  cost  and  equity  methods.  See  Note  (A)  to  the  Consolidated  Financial 
Sutemenu. 


Intcrtst  Rat*  Spreads 

Historically,  a  significant  portion  of  a  savings  and  loan  association's  earnings  was  generated  from 
its  net  interest  income.  Net  interest  income  is  affected  by  (i)  the  difference  ("interest  rate  spread**) 
between  yields  earned  on  its  interest  earning  asseu  and  rates  paid  on  its  interest  bearing  liabilities  and 
(ii)  the  relative  amounts  of  its  interest  earning  asseu  and  interest  bearing  liabilities.  When  interest 
earning  asseu  exceed  interest  bearing  liabilities,  any  positive  interest  rate  spread  will  generate  net 
interest  income.  When  interest  earning  asseu  are  less  than  interest  bearing  liabilities,  a  savinp  and 
loan  association  may  incur  a  net  interest  expense  even  when  the  interest  rate  spread  is  positive.  For  the 
year  ended  December  31.  1987.  Lincoln  Savings  had  net  Interest  income  (after  capiulization  of 
$65,030,000  in  interest  expense)  of  S 1 6. 1 34.000.  including  $  1 4.000.000  of  additional  interest  related  to 
loan  profit  participations. 
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The  following  ubie  seu  fonfa  the  average  balances  ouuunding  of  all  aueu  and  liabiljtie*  of 
Liflooln  Savings,  and  their  respective  amounts  and  rates  of  earning  (or  cost)  during  the  years  presented. 


lMtanla( 
Aoctt: 

Latu'feem'bk $U]2.551  SI62JTS  12.11%  tl.0OI.I69  SIM.4S0  ll.}4«  SI.070.02S  SIM.t72  liJai% 

VS  Comnmcai  Mcamia 451.015  }l.4t9  6.97  496J01  )5.I22  7.21  115.475  l7J4t  9J0 

Oibcr  imauBcai  Mcsnua    470.696  59.4t5  12.64  3l7.t04  52.171  U.45  195.444  )0J46  I5J) 

Other  laumi  mnua$  UMU    601.511  il.t64  6.46  70OJ5I  46.906  669  101.949  26.644  tM 

Toul  mrmt  •"«« 2.i56.7M  292.113  I0J3  UHiMl  269J56  10.39  1.752J95  235.103  13.41 

Naa-MrmacuMOd) 1471.691  1.237.432  i«7.l61 

Toul  uuu S4.321.471  S3.t3 1.064  S2.640.754 

Liabiliiio: 
Intcrcit  bttnAS  liihiliiifi" 

DcaodU  ...^ S2.999.502  S275.344     9.11%  S2.^(.407  S2S9.llt     9.I2«  S2.I06.24I    S223.056    I0.SM 

FHLB  (d«uea 43.I5(  5J49    11.97             4«.4I2  5.994    12.31             56.4«l         6.174    IM7 

Other  borwwinp 7J7.040  60.416     tJO           767 J04  64.019     1.34           297 J04       27.TW     9.35 

Toul  iBterot  banng  tobiUlim 3.710.400  )4I.009     9.02        3.454.123  329.131      9.53        2.459.933      257.721    10.47 

Non-inierai  heanat  lubiUiia 332.606  201.616  73.919 

Toul  lubiliua 4.113.006  3.662.739  2J13J52 

ShirchoMcr'i  equity :iS.465  l6iJ23  106.902 

Toul  liibiliiia  tod  ihtrthotdcr'i 

equity   t4.3:».47l  S3.I31.064  S2.640.754 

Crcu  iniemt  enei (41.196)  (S9.T7S)  (22425) 

Leu:  Amouai  npiulifid  M 

reel  eiuu   65.030  60.293  25.T<4 

Net  iniercn  euwop S  16.134  S        511  S     3.139 

Qnu  uurai  tptmi   I^*  _M%  2.H% 

Net  oucrsi  spmd .56*  .02*  At% 


( I )  Non-earning  asseu  include  S86S.700.(XX)  of  real  esute:  Lincoln  Savings  capiulized  S6S.030,(X)0  of 

interest  expense  in  1987. 

Interest  income  includes  ongination  and  commitnent  fees  on  loans  and  dividend  iooome  on 
investmenu.  Non-accrual  loans  are  included  in  the  above  uble  with  a  0%  interest  rate.  See  ** — Lokb 
Loss  Reserves." 

In  connection  with  the  foregomg  table,  the  following  schedule  analyzes  the  change  in  "Grais 
interest  cost".  For  each  category  of  mterest-eammg  asset  and  interest-bearing  liability,  information  ii 
provided  on  changes  attribuuble  to  (1)  changes  in  volume  (change  in  volume  multiplied  by  rau  for 
pnor  year):  (2)  changes  in  rate  (change  in  rate  multiplied  by  volume  for  prior  year):  (3)  change*  in 
rate/volume  (change  in  rate  multiplied  by  change  in  volume).  For  purposes  of  this  uble,  the  changes  in 
rate/volume  have  been  allocated  to  the  change  in  volume  and  the  change  in  rate  in  proportion  to  the 
dollar  amounts  of  the  changes  in  each. 


Teul 
CWft 


Interest  income: 

Loans  receivable S27.82S 

VS.  Government  securities  .  (4,]}}) 

Other  investment  securities .  .  .  7.307 

Other  interest  earning  asseu  .  (8.042) 

Increase  (decrease)  in 

interest  income   S22.757 


S38.130 
(3.16$) 
10.174 
(6.472) 


S(I0.30S) 
(1.168) 
(2.867) 
(U70) 


S(26.422) 
18.581 
21.832 
20.262 


(8.972) 
21.4S2 
25.271 
24.794 


S(  17.450) 
(2,871 
(3.439) 

_li532) 


S38.667  S(I5.9I0)  S  34.253  S  62.545  S(28.292) 
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immmt imtntns 

^SS«?*°?! $I6.22«     $30,977     $(14,751)   $36,062     $50,633     $(14,571) 

pS-BBtd;;ii;i  ....  (745)         (551)  (194  (880)       (1.001)  121 

OthwborrowSv  ::::::....       (3.603i      (2I528)       (I.O75)       36.221         38.876         (2.655) 

^SrMtexpeme. $11.878     $27.898     $(16.020)   $  71.403     $  88.508     $(17.105) 

^'toSSSS^.^.T.....     $10.879     $10.769     $       110     $(37.150)    $(25.963)   $(11.187) 

At  December  31.  1987.  Linoolo  Savinp'  interest  bearing  liabilities  exceeded  iu  interest  eamini 
asseu  by  $1,086,000,000.  The  impact  of  ihii  differentia]  between  interest  earning  assets  and  interest 
bearing  liabiliues  on  net  interest  income  is  ihau  at  December  31.  1987.  a  positive  weighted  average 
interest  rate  spread  of  3.07%  would  have  been  required  for  interest  income  to  be  equal  to  interest 
expense  at  that  date.  At  December  31,  1987,  Lincoln  Savings'  actual  weighted  average  interest  ratt 
spread  wu  .94%.  These  difTerentials  exclude  the  effecu  of  ccruin  income-producing  real  property,  as 
described  in  footnote  ( 1 )  to  the  following  ubie.  and  certain  other  real  property  and  investment  secuhties 
which  do  not  earn  interest. 

The  following  ubIe  seu  fonh.  as  of  December  31. 1987,  the  amount  of  interest  or  dividend  eamlag 
asseu  and  the  amount  of  interest  bearing  liabilities  maturing  or  repricing  in  the  periods  indicated  and 
their  respective  weighted  average  yields  or  rates  at  the  end  of  these  periods.  The  excess  amount  of  aisett 
or  liabilities  maturing  or  repncing  is  considered  to  be  "unmatched."  Asset  and  liability  amountt  are 
reflected  in  periods  consistent  with  their  suted  maturity  or  repricing  dates.  No  assumptions  have  been 
made  with  respect  to  future  sales  of  any  asseu.  Asseu  or  liabilities  with  fixed  interest  rates  are  assumed 
to  bear  interest  at  their  suted  rates,  unless  they  were  acquired  or  issued  at  a  premium  or  a  discount  in 
which  case  they  are  auumed  to  bear  interest  at  their  estimated  yields  to  maturity.  Variable  rate  asseu 
and  liabilities  are  assumed  to  bear  interest  at  the  interest  rate  in  effect  on  December  31.  1987. 

!••! na»-         i»»i-         iwJ-         !•••■ 
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AucMI): 
Loan  and  mon- 
|a|t-bickcd 

wcuntica(2)  . 

\JS  Trtiaary 
oMiiauMU  .     . 

Corponic  and 
municipal 
bondst}) 

Ccnificaia  of 
dcpoait.  Gom- 
mcrcul  paper 
and  iccuniica 
purctiatad 
under  afrec- 
meal  to  rcacll 

Caik  and  cask 
aqanaloiu.  . 


Taul 
yicld(«) 


$    59*142$       33.069  1        :iJ6II        14.111$      129.409$      122.410$     I5I.7M  $       41.679$     479.2SI  $  I.J97.575 
1017  1019  MM  ll.M  IO.I(  11.10  liJI  11.12  9J1  I0J3 


333.311 
7  19 


25.149 
5  56 


24.500  I  III 

I  91  8  1] 


400 
690 


1.001 
624 


55.527 
1014 


22J>]t 
6.29 


123.620 
13.31 


S.951  — 

7.46  — 


30SJ62 

7.11 


323.094 
12.37 


64.142 

11.73 


I7.S6I 
13.11 


135  — 

693  — 


JT7.659 

6.97 


622.166 
12.20 


3MJ6S 

7.l» 


170.111 
617 

- 

- 

- 

- 

- 

- 

- 

—                 I70JU 
_                      6.17 

$1,100,741  $ 

12.9)3  S 

41  404    t 

71.501  $ 

275.017  $ 

445.510  $ 

22r579  $ 

59.240  $ 

795.914  $  3.102.096 

176 

161 

9  16 

1090 

11.10 

12.21 

1126 

1192 

190               9.71 

IS 


91 


IIS tn*-         iwi.         i»»j-         !♦*»- 
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(Diliii  ■  ibtmmatu 
Litbiliiict: 
Sannp 

tca>unu(4)          S   612.661  S     UOXf  t     Ml .609  t     416.092  S     639.463  S     430.730$     316.423$      —          $      —          $  3J74.33I 

6J3  7  42               174  143             I0J3  11.13             11.11           —                 —                      190 

Earataad  4(ta . .        —  ViMO        100.000  —                —  2lj023         —                —                —               396.023 

—  7.62  IJ3  —                 —  9.17          _                 _                 _                      7J6 
Real  cntic  aaut 

pt^ble 6.9t0  116          —  I2.M7  13.277  t.749           26.922  373          —  70JM 

1013  lUI           —  1097  11.44  941             10  30  9  30          —  10.61 

FHLB  debt —  —                 —  —  —  —                  ZiMX  —                 —  JiJXO 

—  —  —  —  —  —                     12.99  -                 _  12.99 
Raxnc  rapur- 

ehajc  tiree- 

menu 226J62  ________                J2kM2 

7.35  ________                      7J3 

Olier 93.043  ________                  «3j|>43 

9  02 — — — — — — — 9M 

Toul $1.011.341  $     3S3.66S  $     541609  $     491.379  $     634.692  $     4M.302  $     438.343  $ 373  $      —  $  4.IIIJI3 

Tout 
yi«ld(») 6t4  7  32  7  13  « 31  I0J3  1101  11.17  9  50  — IJ7 

Net  DilTerenor 
0<rer  (unda) 
micbtt $      19.200  $    (472.7321$    (3O-'.20St$    (420.0711$    (379.6031$      (34.922)5    (213.766)$       31.163  $     79}.9«4  $(L«6J59) 

CiuBulainc 
over  iunitr) 

miiclMd $      19.200  $    (}>3.33;n    («90  7)7)S(l.310.»l31$(l.69O.420)$(l.72}J42)$(l.94l.l0«)$(l.8«I.243)$(l.Ot6.259)$(I.OI6.259> 

Spn>d(«) 192  I  16  :0)  199  .73  IJO  09  2.42  IJQ  .94 

( 1 )  [>oes  not  include  ceruio  real  esute  invesimenu  and  propeny,  plant  and  equipment  under  oonnrvc- 
tion  on  which  interest  expense  »  capiulized  during  period*  of  development  or  construction:  luch 
asseu  had  a  book  value  of  S662.84 1.000  at  December  31.  1987  . 

(2)  Balance  does  not  include  allowance  for  possible  lasses  of  SI  1.75S.OOO.  See  "Loan  Loss  Reserves". 

(3)  Balance  does  not  include  allowance  for  possible  losses  of  SS^7.000.  See  "Investment  Activities — 
Lincoln  Savings  and  the  Company". 

(4)  The  "0-30"  category  includes  NOW,  money  market  acoounu  and  certain  C.D.'i  which  reprice 
I               daily,  in  an  aggregate  amount  at  December  31.  1987  of  $509,612,000  bearing  interest  at  6.04%, 

which  have  historically  rolled  over  into  future  periods.  Lincoln  Savings  believes  that  a  significant 
portion  of  these  accounts  will  be  renewed  into  future  periods  if  competitive  interest  rates  are  paid. 

The  following  ubie  seu  forth  information  concerning  yields  earned  by  Lincoln  Savings  on  iu  toaiu 
(excluding  loan  origination  and  commitment  fees)  and  interest  earning  investment  securities,  the  rates 
paid  on  lu  savings  accounts  and  borrowings  and  the  resulting  spread  at  the  dates  indicated. 


Weighted  average  yield  on  loans  receivable 

Weighted  average  yield  on  interest  earning  investment  securities  and 

cash  equivalent* 

Combined  weighted  average  yield  on  loans  and  interest  earning 

investment  securities   

Weighted  average  rate  paid  on  savings  accounu 

Weighted  average  rate  paid  on  borrowings 

Combined  weighted  average  rate  paid  on  savings  accounts  and 

borrowings g  77 

Spread  between  combined  weighted  average  yield  earned  on  loans 

and  interest  earning  investment  securities  and  combined  weighted 

average  rate  paid  on  savings  accounts  and  borrowings  (2) 94 


I9S7 

10.22% 

I9M 

11.48% 

12.21% 

9.17 

9.21 

9.40 

9.71 
8.90 
8.25 

10.06 
9.17 
7.38 

10.61 
9.94 
9J2 

8.84 


1.22 


9.S6 


.75 


(FootHMts  en  follewinf  ptft) 
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(Feeneus  fat  pntt^img  pap) 


(1)  Indudet  the  effea  of  purchase  aeoounting  valuations  made  at  the  date  of  acquisition.^  See 
"Management's  Discussion  and  Analysis  of  Resulu  of  Operations  and  Financial  Condition."  The 
effects  of  purchase  accounting  adjusimenu  had  no  significant  impact  on  the  spread  at  December 
31.  1987  or  1986. 

(2)  The  spread  at  the  end  of  a  period  is  not  necessarily  indicative  of  the  spread  for  the  period  following 
since  the  weighted  average  yield  earned  and  rates  paid  on  loans,  investment  securities,  savinp 
accounts  and  borrowings  change  continuously,  subject  to  market  conditioiu. 

Lndiaf  Actiritics 

The  following  table  summarizes  Lincoln  Savings'  loan  portfolio  at  the  dates  indicated: 

•31.  


IM7 


IMS 


Mortgage— conventional  S    179.093 
Mortsage — acquisition 

ana  development  ... 
Mortgage— construction 
Commeraat.  consumer 

and  other 

Total  loans  receivable 
before  deductions  . 


(Doibn  ■  ikMMaeil 

13%  S    2S0.S00       25%S410.260 


42%  S5 18.743       S9% 


760.572 
225.790 


262.441 


482.717 
138.086 


48 
14 


132.710       13 


402,577 
104.S26 


70.519 


41 
10 


337.335 
5.980 


19.679 


2 
100% 


1.427.896     J00%    1.004.013      100%    987.882      100%    881.737     100 

Less: 

Undisbursed  amount  .  (301.169)                (152,672)                (96.664)               (35.389) 
Purchase  accounting 

and  other  discounu  (1.613)                     (3.409)                  (9.963)                (55.059) 

Allowance  for  

possible  losses (11.755)                  (13.046)                (10.100)                    (789) 

Loans  receivable,  net . . .  Sl.113.359               S    834.886               $871.155               $790.500 

At  December  31. 1987,  Lincoln  Savings  had  outstanding  unfunded  loan  commitments  of  approxi- 
mately $317,464,000.  including  S30I. 169.000  of  loans  in  process. 

Lincoln  Savings'  policy  is  to  regularly  monitor  its  acquisition,  development  and  construction  loans 
in  order  to  restria  loan  disbursements  and  to  maintain  loan-to-value  ratios  acceptable  to  Lincoln 
Savings.  However,  there  can  be  no  assurance  that  Lincoln  Savings  would  be  able  to  recover  its  advances 
to  any  borrower  or  the  accrued  interest  thereon  upon  foreclosure  of  a  mortgage  or  upon  demand  for 
payment  from  guarantors. 

Outside  independent  appraisals  are  reviewed  and  approved  internally  by  a  qualified  MAI  appraisal 
suff.  If  such  appraisals  are  not  approved,  or  satisfactory  adjustments  or  reappraisals  are  not  received, 
the  loans  are  not  made.  If  inadequate  appraisals  are  relied  upon,  a  risk  of  loss  exists  to  the  extent 
amounts  funded  exceed  the  actual  value  of  the  underlying  security.  Lincoln  Savings  requires  title 
insurance  insuring  the  priority  of  Lincoln  Savings'  liens  for  all  of  its  loans  secured  by  real  property  and, 
where  applicable,  generally  requires  fire  and  extended  casualty  insurance  at  least  equal  to  the  loan 
amounu. 

Lincoln  Savings  has  the  potential  for  additional  revenues  on  approximately  $231,000,000  principal 
amount  of  loans  at  December  31.  1987.  typically  in  the  form  of  participations  in  profiu  which  may  be 
realized  upon  the  sale  or  refinancing  of  the  related  real  property.  Repayment  of  loans  and  realization  of 
any  additional  revenues  is  generally  expected  to  occur  from  the  proceeds  of  construction  or  permanent 
financing  obuined  by  the  borrower,  or  from  the  sale  of  property.  Loans  originated  generally  do  not 
have  permanent  financing  or  sale  commitments  at  the  time  of  loan  origination.  There  can  be  no 
assurance  that  any  signiAcant  additional  revenues  from  profit  participations  will  be  realized. 
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The  following  table  fumnurizes  Lincoln  Savings'  oommercial  real  estate  loans  at  Deoetnber  31. 
1987. 


HowU 3  $  17.599.000  $  17499.000 

OflBce 4  14.561.000  14.561.000 

Apanment  and  other  multi-family 9  42.948.000  33.71 8.000 

Other  commercial 79  69.600.000  67.568.000 

Toul   95  S144.708.000  SI 33.446.000 


Acnal 


Hotels  . . . . : 1  S  12,419.000  S  12,419.000 

Apanment  and  other  multi-family 2  1 3,347.000  1 1 .730.000 

Shopping  centers  and  other 4  23.773.000  22.673.000 

Toul   7  S  49.539.000  S  46.822.000 


(1)  Includes  26  loans  aggregating  S97.983.000  which  were  originated  by  Lincoln  Savings  since  iu 
acquisition  by  the  Company  in  February  1984. 

Interest  rates  charged  on  Lincoln  Savings'  loans  are  determined  primarily  by  reference  to  its 
asset/liability  management  and  interest  spread  objectives,  the  demand  and  competition  for  loans,  the 
availability  to  Lincoln  Savings  of  funds  for  lending  purposes,  and  yields  available  to  Lincoln  Savinp 
from  alternate  investment  opportunities.  These  factors  are  in  turn  affected  by  general  economic 
conditions  and  such  other  factors  as  monetary  policies  of  the  federal  government,  including  the  Federal 
Reserve  Board,  the  general  supply  of  money  in  the  economy,  legislative  tax  policies  and  govemmenul 
budgetary  matters. 

The  percenuge  of  Lincoln  Savings'  loan  portfolio  (not  including  mongage-backed  securities) 
bearing  interest  at  variable  rates  was  62%  at  December  31,  1987.  The  variable  rate  loans  made  by 
Lincoln  Savings  had  rates  at  December  31. 1987  ranging  from  8.5%  to  13.25%  and  generally  provide  for 
the  interest  rate  on  the  loan  to  fluctuate  monthly  with  changes  in  the  prime  commercial  lending  rate  of  a 
specified  commercial  bank  or  the  cost  of  funds  to  Lincoln  Savings. 

The  following  table  sets  forth  the  outstanding  principal  balance  of  variable  rate  and  fixed  rate  loans 
at  the  dates  indicated. 


Variable  rate S 

Fixed  rate 

Total  ( I ) SI. 126.727 


IWT 

I9M 

I9ts 

iDoOan  ia  ibeouadil 

S    694.563 
432.164 

62%    S394.053       46% 
38%      457.288       54% 

S452.281 
438.937 

51% 
49 

SI. 126.727 

100%    S85I.341      100% 

S89I.218 

]00% 

(1)  Amounts  represent  total  loans  receivable  less  undisbursed  amounts.  Mortgage-backed  securities, 
which  are  not  included  in  the  table  above,  totaled  S472.46I  at  December  31.  1987.  all  of  which  had 
fixed  rates. 
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The  following  ubie  ten  forth  the  ouuunding  principal  balance  and  tcbeduled  loan  maturities  of 
Lincoln  Savings'  loan  portfolio  as  of  December  31.  1987.  ^ 

Dw  ta  Om  Y«ui  Tm            Dw  After 

Y—f  f  Imt  TW»i»  Fm<2)  Fm  \t*ni2\  ToaKI) 
(U  tte«i»<il 

Acquisition  and  Development  .. .      $148,705  $280,514  $177,329  $606,548 

Construction 68.170  27.382              —  95.552 

Commercial 78.576  118.465  _47T76  244.817 

$295.451  $426.361          $225.105  S946.917 

(1)  Amounu  represent  toul  loans  receivable  less  undUbursed  amounts  and  excludes  conventional 
monaaBes  of  $179,093,000  and  loans  to  foreign  countries  of  $717,000. 

(2)  Loans  due  after  one  year  consist   of  $369,189,000  (57%)   with  variable   interest  rates  and 
$282,277,000  (43%)  with  fixed  interest  rates. 

Lincoln  Savings'  mortgage  loans  typically  range  from  $1,000,000  to  $15,000,000  and  have  been 
primarily  for  the  acquisition,  development  or  construction  of  real  property.  Eighty  percent  of  all 
outsunding  loans  funded  since  acquisition  require  borrowers  to  pay  interest  currently  over  the  life  of  the 
loan.  Lincoln  Savings  generally  does  not  make  long-term  level  payment  loans:  virtually  all  loans  made 
since  the  acquisition  require  "balloon  "  payments  of  principal  at  vanous  points  up  to,  and  including,  final 
maturity  of  the  loan. 

Commercial  mortgage  loans  and  acquisition,  development  and  consiruaion  loans  are  generally 
believed  to  involve  greater  credit  nsk  than  residential  mongage  loans;  these  loans  typically  involve 
larger  loan  balances  to  single  borrowers  or  groups  of  related  borrowers  and  may  also  involve  higher 
ratios  of  loan  principal  amount  to  appraised  value  of  the  security  property.  On  a  commercial  mortgage 
loan,  the  borrower  is  dependent  on  the  future  income  stream  from  the  projea  in  order  to  retire  the  debt 
or  to  support  iu  value;  operation  of  the  related  real  esute  projea  may  be  affeaed  by  adverse  conditions 
in  the  real  esute  market  or  in  the  economy  generally.  The  security  for  land  acquisition  and 
development  loans  docs  not  produce  income,  and  the  loan  is  typically  made  on  the  basis  of  a 
development  plan  which  conuins  revenue  and  profit  forecasts  which  may  not  be  atuined;  risks 
associated  with  these  loans  include  disapproval  of  development  by  governmenul  agencies,  envinmmen- 
ul  problems,  cost  overruns,  poor  market  conditions  and  negative  cash  flow.  Lincoln  Savings'  manage- 
ment believes  that  its  direa  experience  in  land  acquisition  and  development  and  the  development  of 
commercial  projecu  is  an  important  fanor  in  its  ability  to  evaluate,  and  therefore  to  minimize,  these 
risks.  See  "Business — Real  Estate  Activities."  Lincoln  Savings  has  underuken  not  to  originate  any 
acquisition,  development  or  construction  loans  pending  further  discussion  with  the  California  Savings 
and  Loan  Commission.  See  "Business — Regulation — Federal  Home  Loan  Bank — FHLBB 
Examination." 

Lincoln  Savings'  management  believes  that,  at  December  31,  1987,  Lincoln  Savings  was  in 
compliance  with  the  rules  and  regulations  promulgated  by  the  FHLBB  and  the  California  Department 
of  Savings  and  Loan  regarduig  appraisals  and  loan-to-value  ratios,  which  set  forth  the  standards  for 
appraisals  and  limit  loan-to-value  ratios  to  amounu  acceptable  to  the  management  of  the  association, 
but  not  to  exceed  100%.  The  following  are  the  weighted  average  loan-to-value  ratios  for  mortgage  loans 
which  were  outsunding  at  December  31.  1987: 

CroM  Anrat* 

Ty»»  of  ColUtwml  Cowmilawt         tMXo-VilM 

Hotels $  17,599.000  95% 

Office 14.561.000  69% 

One-to-four  residential 208.1 1 3,000  89% 

Apartment  and  other  multi-family  42.948.000  85% 

Shopping  centers  and  other  commercial 46,676,000  64% 

Other,  principally  acquisition,  development  and  construction 760.572.000  77% 
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\  jwywifi  Savings  generally  requires  tn  equity  investment  from  the  borrower  over  the  life  of  the  lo«n 
in  the  form  of  cash  or  contributed  utett,  in  an  amount  which  Lincoln  Savings  considers  prudent  and 
appropriate  depending  upon  the  individual  circumstances  of  the  loan.  Factors  considered  by  Lincoln 
Savings  include  the  creditworthiness  of  the  borrower,  the  real  estate  experience  of  the  borrower  or  its 
priocipals,  and  the  amount  of  additional  collateral  pledged  to  secure  the  loan.  Although  Lincoln 
Savinp  does  not  rely  on  the  value  of  personal  guarantees  in  determining  the  loan-to-value  ratio  which  it 
prudent  for  a  particular  loan,  it  frequently  requires  loan  guarantees  by  the  principab  of  the  bonowci  for 
all  or  a  portion  of  the  loan;  in  most  of  these  circumstances,  the  net  worth  of  the  guarantor  will  be  at  least 
equal  to  the  loan  amount  Of  the  $1,090,469,000  of  loans  included  in  the  above  ubie.  Lincoln  Savings 
has  personal  guarantees  with  respect  to  approximately  $625,806,000.  including  approxinuiely 
$420,973,000  included  in  the  "Other"  category. 

Orifinaiion,  Purchase  and  Salt  of  Loans  and  Mortgage-Backed  Securities.  Lincoln  Savinp 
originates  loans  for  its  own  portfolio  and  for  tale  to  investors  to  generate  funds  for  further  lending  and 
liquidity.  The  following  ubIe  summarizes  the  loan  origination  and  purchase  and  talet  activity  of 
Lincoln  Savinp  during  the  penods  indicated. 

\mt  mttt  Di  1 1  I     31. 


Loans  originated: 

Mortgage— conventional $      18,653  $    13.510  S     43.313 

Mortgage — acquisition  and  development   543,795  376.827  249.461 

Commercial,  consumer  and  other 182.850  85,020  81.890 

Consimcuon  206.902  76.035  95034 

Increase  in  loans  in  process (148.497)  (56.008)  (61,273) 

Toul  loans  originated  803,703  495.384  408.623 

Purchase  (sales): 

Loans 84.018  42.535  13U]0(1) 

(56.563)  (111.559)  (287.435) 

Mortpge-backed  securities 998.589  920,604  1.067.173 

(593.263)  (911,833)  (1,446.445) 
Total  loans  originated  and  purchased. 

net  of  sales 1.236.484  435.131  (126.774) 

Other 

Principal  repayments  and  refinances (510.079)  (427.985)  (167.021) 

Other  charges  and  crediu.  net (42.606)  (34.644)  (4.822) 

Net  increase  (decrease)  in  loans  receivable 

and  mortgage-backed  securities $   683.799  $  (27.498)  $  (298.617) 


( 1 )  Consisu  primarily  of  loans  acquired  by  the  Company  in  connection  with  its  acquisition  of  Linoola 
Savinp. 

Loan  Loss  Reserves 

Valuation  allowances  for  estimated  loan  losses  are  charged  to  operations  based  on  periodic  reviews 
of  the  carrying  values  and  net  realizable  values  of  the  loans.  Generally.  Lincoln  Savings'  policy  is  to 
provide  general  loan  loss  reserves  in  addition  to  loss  reserves  for  specific  loans  when  management 
determines  that  the  value  of  the  collateral  securing  the  specific  loans  has  declined  to  an  amount  less  than 
the  carrying  value  of  the  loan.  At  December  31.  1987.  Lincoln  Savinp'  consolidated  loan  loss  reserve 
was  S1I.7S5.000. 

The  change  in  allowances  for  possible  loan  losses  is  summarized  as  follows: 

1*12  in*  IM5  IW4 

(U  ItlUHIlIll 

Balance  at  beginning  of  period $13,046  $10,100  $      789  $    459 

Additional  provisions 5,669         3,643         8.888          330 

Charge-ofTs (360)         (697)        —             — 

Reclassification (6.600)       —               423        

Balance  at  end  of  period $11.755  $13.046  $10,100  $    789 


23 


96 


As  of  December  31  of  the  identified  yetn.  Lincoln  Savings  h«d  ceruin  loans  which  were  not  in 
coafonnanoe  with  the  original  terms  of  the  loan  agreement  or  had  been  restruaured  to  terms  which 
would  otherwise  be  unaccepuble  under  Lincoln  Savings'  normal  lending  practices.  These  loans, 
although  not  directly  refleaed  in  Lincoln  Savings'  loan  loss  reserve,  do  factor  into  iu  judgment  in 
determining  the  amount  of  iu  loan  loss  reserve.  Other  factors  include  market  analysis,  property 
condition,  leasing  sutus  (on  income-producing  properties)  and  current  appraised  values.  The  following 
is  a  summary  of  such  loans: 

31. 


Non-accruing  loans $12,579  $17,096  $21,605  $       0 

Accruing  loans  more  than  90  days 

delinquent 2,357  5.956  16.178  3,929 

Restructured  loans 33,508  32,922  8.449  0 

Interest  income  recorded  from  <hese  loans  during  1987  was  $4,894,000.  If  the  loans  had  been 
current  in  accordance  with  their  onginal  terms,  interest  income  during  1987  would  have  been 
$5,573,000. 

Classification  of  Assets 

Effective  December  31.  1987,  the  FHLBB  amended  existing  regulations  providing  for  the  classifi- 
cation of  loans  and  other  assets  that  are  considered  to  be  of  questionable  quality.  The  classification 
system  adopted  by  the  FHLBB  on  December  3 1 .  1987  is  intended  to  be  consistent  with  that  used  by  the 
Federal  banlcing  agencies:  the  regulations,  as  amended,  employ  the  existing  classification  categories  of 
Subsundard,  Doubtful  and  Loss,  but  alter  the  consequences  of  these  classifications  with  respect  to 
valuation  allowance  requirements  (reserves)  and  their  effect  on  regulatory  capiul.  Asseu  dauified  as 
Substandard  or  Doubtful  now  require  the  esublishment  of  general  valuation  allowances  in  amounts 
consistent  with  Generally  Accepted  Accounting  Principles  (GAAP);  assets  classified  as  Loss  require 
either  a  specific  valuation  allowance  of  100%  of  the  amount  classified,  or  a  charge-off  of  such  amount. 

The  amended  regulations  require  all  insured  institutions,  including  Lincoln  Savings,  to  classify 
their  own  assets  on  a  regular  basis  and  to  establish  valuation  allowances  as  appropnate.  FHLBB 
examiners  will  review  the  institution's  classifications  in  light  of  the  examiners'  perceptions  of  the  quality 
of  specific  assets  and  their  evaluation  of  the  overall  quality  of  the  institution's  asset  portfolio.  The 
examiners  may  conclude  that,  with  respect  to  assets  self-classified  by  the  institution  as  Substandard  or 
Doubtful,  the  general  valuation  allowances  are  inadequate  and  higher  general  valuation  allowances 
should  be  established,  or  that  certain  assets  should  be  classified  as  Loss:  any  recommendation  by  the 
examiners  is  subject  to  the  approval  of  the  institution's  FHLBB  Principal  Supervisory  Agent. 

Lincoln  Savings  has  undertaken  classification  of  its  assets  and  has  established  general  valuation 
allowances.  The  following  table  sets  forth  information  at  December  31,  1987  relating  to  Lincoln 
Savings'  general  and  specific  valuation  allowances  established  in  accordance  with  the  amended 
regulations: 

ChMiOcittoa                                                    Vilmiaa                 Babact  ti  Dccmnbcr  31.  1917 
of  AiMti  Allo»«»c««  " 


Subsundard  and  Doubtful General  $27,651 

Loss Specific  $18,269 

In  connection  with  the  1988  examination  of  Lincoln  Savings  by  the  FHLBB.  the  valuation 
allowances  listed  above  may  be  reviewed  by  the  examiners:  the  general  and  specific  valuation  allowances 
established  by  Lincoln  Savings  may  be  increased  if  the  examiners  believe  them  to  be  inadequate. 
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IntcsiBiait  ActiritMS— UbcoIb  SaTugs  aad  the  Compaay 

Liaooln  Savings  has  diversified  iu  investment  portfolio  to  include  substantial  investments  in  United 
States  Covenunent  securities,  mortgage-backed  securities,  corporate  debt  and  equity  secunties  and 
cash  equivalents.  Through  diversification  of  investments.  Lincoln  Savings  has  been  able  to  obtain  yields 
greater  than  those  available  on  mortgage  loans  while  making  Lincoln  Savings'  proftubility  leu 
dependent  on  interest  income  or  loan  origination  fees.  The  decision  to  make  a  particular  investment  is 
based  on  a  variety  of  facton,  including  a  credit  analysis  and  an  appraisal  of  the  economic  potential  of 
the  issuer. 

The  Company  (excluding  Lincoln  Savings  and  its  subsidiaries)  has  expanded  its  own  investment 
securities  activities.  In  1987.  the  Company  began  to  actively  trade  in  the  cash  and  futures  markets, 
including  investments  in  foreign  currencies.  Eurodollars,  commodities  and  domestic  and  foreign  debt 
and  equity  secunties.  The  Company  expects  that  its  investment  activities  will  be  significant  to  the 
Company's  future  results  of  operations. 

The  Company's  consolidated  investment  securities  at  December  3 1 , 1 987. 1 986  and  1 98  S  ^"«fTtii1 
of  the  following: 


Cmt 

Certificates  of  deposit  and 
coinmercial  paper S    318.994 

Bonds: 

VS.  treasury  and  government 

agencies  422.243 

Corporate  bonds 622.166 

Allowance  for  possible  losses  . . .  (5.237) 

1.039.172 
Markeuble  equity  securities: 

Preferred  stocks 48.055 

Common  stocks,  warrants  to 
purchase  common  stock  and 

other  equity  securities   154.844 

Reserve  for  lower  of  cost  or 
market  (33.829) 

169.070 
Total  investment  securiiies(i)  $1,527,236 


»l) 

t9M 
Can 

ins 

ttOmaui 
Mwttf  VWm 

(Ulhoa 

CM 

S    318.994 

$    127.718 

$170,544 

345.035 

727.997 

11.950 

560,703 

370.861 

246,756 

— 

(4.900) 

(2.500) 

905.738 

1,093.958 

256.206 

45.075 

32,761 

36.929 

123,995 

77,328 

56,033 

_ 

(12.632) 

97.457 

(2,083) 

169.070 

90.879 

SI. 393.802 

$1,319,133 

$517,629 

(I)  The  Company's  (excluding  Lincoln  Savings  and  its  subsidiaries)  investment  securities  were 
$71,347,000.  $29,431,000  and  none  at  December  31,  1987,  1986  and  1985,  respectively.  These 
investment  securities  at  December  31.  1987  included  $44,584,000  of  U.S.  Treasury  bills.  $234,000 
of  preferred  stock.  $11,137,000  of  common  stock  and  $15,392,000  of  certificates  of  deposit  and 
commercial  paper.    Estimated  market  value  approximated  cost  on  all  such  investments. 

At  December  31.  1987,  the  gross  unrealized  gains  and  losses  in  the  markeuble  equity  securities 
portfolio  were  $5,691,000  and  $39,520,000.  respectively. 

At  December  31,  1986  and  1985,  the  market  value  of  investment  securities  was  SI. 28 1.5 12.000 
and  $514,487,000.  respectively. 
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The  following  ubie  $ets  forth  consolidated  investment  jecuriiie*.  exclusive  of  tllowtnce  for  potsible 
losses  of  $5,237,000.  by  maturity  and  their  weighted  average  yields  as  of  December  31.  1987. 

AfMT  Om  Afwr  Fiw 

WHWa  YMrTWnfk      Ytwi  TtrMfk       After  Tn 

Oae  Sat  Pw  Vt»f»  Tf  Vari  \mn  TmI 

(DoUan  ia  dMBaiO 

"^fgeS^."'.'":""""'       $88,596  $22,134  $5,951  $305,562     $  422J43 

5.69%  6.28%  7.46%  7.19%  6.83% 

Corporate  bonds 81 .908  446.7 14  64,842  28.702  622. 1 66 

10.20  12.65  11.73  11.98  12.20 

Certificates  of  deposit  and  ,,«««> 

commercial  paper 318.994  _  _  —  318.994 

7.27        7.27 

Toul(l) S489.498         $468.848  $70.793         S334.264     $1.363.403 

Weighted  average  interest  rate  7  48%  12.35%  11.37%  7.60%  9.39% 

(I)  Excludes  markeuble  equity  securities  which  do  not  provide  a  current  yield. 

Lincoln  Savings  owned  $622,166,000  principal  amount  of  corporate  debt  securities  at  December 
31.  1987.  subsuntially  all  of  which  securities  are  rated  less  than  investment  grade,  with  a  weighted 
average  yield  of  1 2.20%  and  weighted  average  maturity  of  8.9  years:  of  such  corporate  debt  securities. 
$596,390,000  (weighted  average  yield  of  12.33%)  had  fixed  interest  rates  and  $25,776,000  (weighted 
average  yield  of  9.41%)  had  variable  interest  rates.  Risk  of  loss  upon  default  on  such  corporate  debt 
securities  is  generally  greater  than  that  upon  default  of  mortgage  loans  because  the  corporate  debt 
securities  are  typically  unsecured  and  some  are  subordinated  to  other  debt  of  the  borrower. 

Under  California  law  and  regulations.  Lincoln  Savings  may  make  unlimited  investmenu  in 
corporate  bonds  which  are  marlteiable  and  not  predominantly  speculative  in  nature,  and  may  invest  an 
aggregate  of  up  to  5%  of  its  asseu  in  other  corporate  bonds,  equity  securities  and  other  investments  not 
specified  in  the  law  (such  specified  Investmenu  include  real  estate  loans,  government  securities  and 
mortgage- backed  securities)  Additional  investments  may  be  made  by  Lincoln  Savings  through  its 
service  corporations  with  the  approval  of  the  California  Savings  and  Loan  Commissioner.  See 
"Investments  in  Service  Corporations."  Under  Federal  regulations.  Lincoln  Savings'  (excluding 
subsidiaries)  commercial  loans  (including  corporate  bonds)  to  one  borrower  cannot  exceed  15%  of 
Lincoln  Savings'  consolidated  net  worth.  Regulations  adopted  by  the  FHLBB  in  January  1985  limit 
Lincoln  Savings'  ability  to  invest  in  additional  corporate  equity  securities:  however,  these  regulations  do 
not  restrict  its  subsidiaries  from  making  these  investments  under  certain  conditions.  See  "Regulation — 
Federal  Home  Loan  Bank." 

Real  Esimic  Dctelopmcni — Lincoln  Savings 

One  of  the  new  investment  policies  implemented  by  Lincoln  Savings  following  its  acquisition  by  the 
Company  was  to  increase  its  investment  in  real  estate  held  for  development  and  sale.  Lincoln  Savings 
engages  in  the  acquisition  of  undeveloped  land,  the  creation  and  implementation  of  site  development 
plans  and  the  improvement  of  the  land  for  future  construction.  Lincoln  Savings  has  emphasized  the 
acquisition  of  land  which  offers  potential  for  profitable  development  into  mixed-use  planned  communi- 
ties. The  development  of  a  mixed-use  planned  community  generally  involves  the  acquisition  of  a  Urge 
tract  of  land,  site  plan  development,  obuining  mixed-use  zoning  and,  if  necessary,  annexation  of  the 
land  into  a  municipality.  Depending  on  market  conditions,  Lincoln  Savings  may  build  commercial 
buildings  (including  hotels,  apartment  complexes,  shopping  centers  and  office  buildings)  on  portions  of 
the  tracts  and  sell  part  of  the  tracu  to  others. 
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Lincoln  Savings  had  invesimenu  in  real  esute  touling  approximately  S827.300,000  at  Decem- 
ber 31.  1987,  including  approximaiely  S487.g00,CO0  in  AnzoM.  $104,600,000  in  Colorado. 
$142,300,000  in  Texas,  and  563.000,000  in  Georgia.  For  additional  information  on  real  esute 
development  by  Lincoln  Savings  and  the  Company,  see  "Business — Real  Esute  Activities." 

Since  real  esute  developmenr  often  requires  a  longer  period  than  other  invcstmenu  before  a  return 
can  be  realized,  Lincoln  Savings'  liquidity  and  ratio  of  earnings  to  fixed  charges  could  be  advenely 
affeaed  in  the  future  if  it  is  forced  to  rely  on  short-term  borrowings  for  such  activities.  These  real  esute 
investments  are  generally  non-interest  earning  assets  and  therefore  adversely  afTect  Lincoln  Savings'  net 
interest  income.  See  "Managemeat's  Discussion  and  Analysis  of  Results  of  Operations  and  Financial 
Condition." 

In  iu  agreement  with  the  FKLBB  concerning  its  1986  examination.  Lincoln  Savings  has  agreed 
generally  not  to  increase  its  investment  in  real  esute  in  1988.  See  "Regulation — Federal  Home  Loan 
Bank — FHLB5  Examination." 

Sources  of  Funds 

Savings  Accounts.  The  following  uble  shows  the  distribution  of  Lincoln  Savings'  savings  accounu 
by  type  of  account  at  the  dates  indicated. 


Pasibook  sceounu 5  50%  1%  S     43,985  1%  $     61.958  2%  S      54.434 

NOW  checlung  iceounts  .  5  20  3  110,745  4  120.562  5  121.981 

Monev  market  saviop 

accounu 6  37  11  354,882  9  256,057  3  69.835 

Cenificate  accounts  (2): 

Reuil 9  4g  81  2,730.884(1)  80  2^42.904  83  2.003.130 

Jumbo 7  95  _4  134.035  5  139.894  7  155.378 

Toul  savings  sccounts 8  90%  100%  S3.374.53l  100%  S2.821.375  100%  S2.406.958 


(1)  Includes  SI. 582.794.000  of  nonwuhdrawabie  cenificate  accounts  with  a  weighted  average  suted  interest  rate 

of  10  46%  marketed  througn  broncrage  hrms. 

(2)  Certificate  accounts  at  Oeccmoer  jl.  1987  are  summanzed  by  maiuniy  as  follows: 


S    4S].5>7 

7333% 

44J.609 

7741% 

416.092 

>4S2% 

204.561 

10132% 

1. 272.070 

10.177% 

12.164.919 

7-12  monibt 
13-11  montru 
19  months  and  lon|cr 


The  increase  in  savings  accounts  reflects  Lincoln  Savings'  efforts  to  increase  significantly  its 
principal  source  of  funds  and  to  extend  the  maturities  of  such  accounts  by  increasing  marketing  efforu 
through  branch  offices  and  by  marketing  insured,  nonwiihdrawable  certificate  accounts  through  several 
national  brokerage  firms.  The  certificate  accounts  marketed  through  brokerage  firms  represent  55%  of 
toul  certificate  accounts  at  December  31.  1987.  and  cannot  be  withdrawn  prior  to  remaining  maturity 
except  upon  the  death  or  legal  incompetency  of  the  holder.    The  majority  of  these  certificates  have 
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mn«n«g  nuturitie.  of  up  to  11  y«n.  At  December  31,  1987.  44%  of  lineota  Sivinp'  »m|p 
MeooDtt  had  .MtariUe.  fitmter  Uun  one  y«r  comptrtd  to  11%  at  the  date  of  •eCiUistuon  by  the 
Company. 

The  uble  below  teu  forth  the  average  amount  ouuunding  and  the  average  rate  paid  on  the 
following  deposit  categories.  ^^^  ^^^ 


Savings  deposiu $    386,031       6.06%     S    157,785        5.60%    $    121.795       6.62% 

SdepSS      J2.499.496       9.85%     $2,382,879       10.21%    $1,899,833      10.89% 

The  following  uble  indicates  the  distribution  of  Lincoln  Savings'  certificate  accounts  at  December 
31.  1987  by  matunty. 

Leas  than  30  day> 

More  than  30  days  and  pnor  to  December  31,  1988 

Year  ending  December  31,  1989 

Year  ending  December  31,  1990 

Year  ending  December  31,  1991 

Year  ending  December  31.  1992 

After  December  31.  1992  

Toul  

The  stability  of  the  Company's  supply  of  lendable  funds,  and  therefore  its  ability  to  better  match 
the  rate  sensitivity  of  its  assets  and  liabilities,  is  also  affected  by  savings  accounu  which  cannot  be 
withdrawn  early  without  penalty.  At  December  31,  1987,  97%  of  certificate  accounts  could  not  be 
withdrawn  except  upon  the  death  or  legal  incompetency  of  the  depositor  and  the  remaining  3%  could 
not  be  withdrawn  without  penalty. 

Borrowings.  The  following  Uble  sets  forth  ceruin  information  as  to  Lincoln  Savings'  borrowings 
at  the  dates  indicated. 


Amr^m 

Ptnmal 

dm  tkoaiarii) 

Tatal 

$    173,038 

6% 

1,215,250 

42 

349.305 

12 

290.173 

10 

250.080 

9 

200.650 

7 

386.423 

14 

$2,864,919 

100% 

Ji. 

1W7  1986  IWS(I> 

(Dollin  ia  Iboauodt) 

FHLB  advances  $25,000  $45,868  $53,145 

Mortgage-backed  notes  (net  of  discount) —  2.439  33,288 

Collateralized  floaimg  rate  notes 375.000  436.000  375.000 

Collateralized  fixed  rate  notes 21.023  — 

Reverse  repurchase  agreements 226,862  — 

Other  borrowings '65.899  I4S.S83  108.740 

Toul  borrowmgs $813.784  $629.890  $570.173 

Total  borrowings  as  a  percentage  of  savings  accounts 24.1%  22.3%  23.7% 

Weighted  average  interest  rate  on  total  borrowmgs  ai  the 

end  of  the  penod 8.3%  7.4%  9.5% 

(1)  See  Notes  (K)  and  (L)  to  the  Company's  Consolidated  Financial  Sutemenu  for  information 
regarding  maturities. 
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The  FHLB  system  functions  in  a  reserve  credit  capacity  for  member  savings  and  loan  associations 
and  ceruin  other  home  financing  institutions.  As  a  member.  Lincoln  Savings  is  required  to  own  capiul 
stock  in  the  FHLB  of  San  Francisco  and  is  authorized  to  apply  for  advance*  from  the  FHLB  of  San 
Francisco  on  the  security  of  such  stock  and  certain  of  its  home  mortgage  loans  and  other  asseu. 

Lincoln  Savings  also  uses,  from  time  to  time,  "reverse  repurchase  agreements"  as  a  source  of  short- 
term  funds.  Reverse  repurchase  agreements  consist  of  sales  of  securities  by  Lincoln  Savings  with 
concurrent  commitments  to  repurchase  the  securities  at  a  predetermined  price  at  a  future  date,  typically 
ranging  from  one  to  seven  days  after  the  date  of  the  initial  sale.  Lincoln  Savings  enters  into  such 
agreements  only  with  national  primary  broker-dealers.  Average  borrowings  under  reverse  repurchase 
agreements  during  1987  (with  a  maximum  month-end  balance  of  $537,717,000)  were  $229,277,000  at 
a  weighted  average  interest  rate  of  7  07%:  $226,862,000  was  owed  under  such  agreemenu  at  December 
31,  1987. 

In  December  1984.  Lincoln  Savings  sold  in  a  Eurobond  offering  $100,000,000  principal  amount  of 
Collateralized  Floating  Rate  Notes,  collateralized  primarily  by  GNMA  Certificates.  During  1987,  the 
ouuianding  balance  of  this  debt  was  retired. 

In  November  1985  and  April  1986.  LINFIN  Corporation,  a  wholly-owned  limited  purpose 
subsidiary  of  Lincoln  Savings,  sold  in  Eurobond  offerings  $275,000,000  and  $100,000,000,  respectively, 
aggregate  principal  amount  of  Collateralized  Floating  Rate  Notes,  collateralized  by  ceruin  types  of 
mortgage-backed  certificates  and  money  market  instruments,  securities  of  the  United  States  Treasury 
and  cash.  These  Notes  are  obligations  solely  of  LINFIN  and  are  not  obligations  of,  or  guaranteed  by. 
Lincoln  Savings.  LIN  FIN  and  Lincoln  Savings  are  jointly  and  severally  obligated  to  maintain  the  value 
of  the  collateral  at  specified  levels. 

In  July  1987.  Lincoln  Savings  sold  in  a  Euroyen  offering  ¥7.000.000.000  (approximately 
$48,231,000)  principal  amount  of  Collateralized  Fixed  Rate  Notes,  collateralized  primarily  by  cuh. 
Approximately  $28,000,000  of  this  debt  was  retired  in  1987. 

Investments  in  Service  Corporaiions 

Lincoln  Savings  has  twelve  service  corporation  subsidiaries:  these  subsidiaries  bad  total  asseu  at 
December  31.  1987  of  approximately  $2.6  billion.  Each  of  these  service  corporations  was  formed  and 
operates  pursuant  to  an  agreement  with  the  California  Savings  and  Loan  Commissioner:  the  amount 
which  Lincoln  Savings  may  invest  in  each  service  corporation  is  subject  to  approval  by  the  California 
Commissioner.  The  California  Commissioner  may  restrict  the  operating  powers  of  a  service  corporation 
at  any  time. 

The  service  corporations  engage  in  various  businesses,  including  insurance  and  the  construction, 
ownership  and  management  of  hotels  and  other  residential  and  commercial  real  estate  projects. 

Regulations  adopted  by  the  FHLBB  in  January  1985  and  April  1987  restrict,  with  certain 
exceptions.  Lincoln  Savings'  ability  to  invest  in  service  corporations  and  certain  other  investments.  See 
"Business — Regulation — Federal  Home  Loan  Bank." 

Insurance 

Lincoln  Savings  has  subsidiaries  which  underwrite  life  insurance  and  act  as  general  agents  and 
brokers  in  personal,  commercial,  life  and  health  insurance  markets. 

Continental  Fidelity  Life  Insurance  Company  ("CFLIC").  a  subsidiary  of  one  of  Lincoln  Savings' 
service  corporations,  underwrites  life  insurance  and  is  licensed  in  Arizona.  CFLIC  had  revenues  of 
$753,000.  $1,057,000  and  $1,423,000  in  1987.  1986  and  1985,  respectively.  On  January  28,  1986. 
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CFLIC  acquired  American  Founders  Life  Insurance  Company  ("AFL")  for  a  cub  purchmte  price  of 
approximately  S58.700.000.  AFL  is  a  Texas-based  insurance  company  witlj  approximately 
S28O.0O0.OO0  in  asseu;  its  product  lines,  which  include  universal  life,  term  life  and  annuity  policies,  are 
marketed  through  independent  agents  located  in  36  sutes  and  the  Distrin  of  Columbia,  with  a  heavy 
concentration  of  business  in  the  Western  and  Southwestern  United  Sutes.  AFL's  1987  revenues  and 
net  earnings  were  $54,055,000  and  S5,205.000  (including  $2,495,000  from  the  cumulative  effect  of  a 
change  in  accounting  for  income  taxes),  respectively.  In  1986,  AFL's  revenues  and  net  earnings  were 
approximately  $82,110,000  and  $6,528,000.  respectively.  The  1987  decrease  in  revenues  and  net 
eaminp  resulted  principally  from  management's  decision  to  withdraw  from  the  market  a  variable 
annuity  product  (marketed  primarily  in  C^iforoia)  and  changes  in  the  agency  force  resulting  from  the 
acquisition. 

Insurance  West,  Inc.  was  incorporated  by  the  Company  in  Arizona  in  1980  and  became  a  wholly- 
owned  service  corporation  subsidiary  of  Lincoln  Savings  in  1984.  Insurance  West  is  an  independent 
agency  and  broker  for  personal  and  commercial  insurance,  which  writes  insurance  busineu  through 
some  of  the  leading  insurers  in  the  United  States.  In  1987.  Insurance  West  generated  revenues  of 
approximately  $2.8  million,  consisting  of  commissions  on  premiums  in  excess  of  $24  million. 

Conpetitioa 

Lincoln  Savings  experiences  intense  competition  both  in  attracting  savings  accounts  and  raaUiit 
real  esute  loans.  In  attramng  savings  accounts,  Lincoln  Savings  must  compete  against  investment 
opportunities  offered  by  savings  and  loan  associations,  commercial  banks,  credit  unions,  thrift  and  loui 
companies,  corporations,  the  United  States  government  and  governmental  agencies,  and  money  market 
mutual  funds,  among  others.  Lincoln  Savings  competes  for  these  funds  on  the  basis  of  interest  rates 
paid,  safety  and  liquidity  of  investmenu.  The  principal  methods  used  by  Lincoln  Savings  to  attrmet 
savings  include  advertising,  readily  accessible  office  locations  and  the  quality  of  service  to  its  cuftomen. 
However,  competition  for  savings  in  California  is  particularly  strong  from  large  commercial  bsakt 
because  of  their  ability  to  provide  a  broader  range  of  consumer  services  and  their  large  branch  networks. 
Competition  in  making  real  estate  loans  comes  principally  from  other  savings  and  loan  assodationi, 
commercial  banks,  mortgage  companies,  insurance  companies  and  government  agencies.  Lincoln 
Savings  competes  for  loans  primarily  through  the  interest  rates  and  terms  offered  and  loan  fees  charged, 
and  the  efficiency,  convenience  and  quality  of  services  provided. 

AFL  and  CFLIC  funnion  in  a  highly  competitive  life  insurance  market  which  is  comprised  of  over 
2.000  insurers.  AFL  and  CFLIC  compete  for  business  by  placing  emphasis  on  quality  insurance 
products,  service  to  policyholders,  and  attractive  compensation  packages  for  agenu. 

Insurance  West  experiences  extreme  competition  in  its  market  for  insurance  brokerage  and  agency 
services.  Insurance  West  competes  for  insurance  business  by  placing  emphasis  on  the  maintenance  of  a 
well-trained,  professional  staff,  quality  of  service  provided  to  its  clients,  and  affiliation  with  leading 
insurance  companies. 

REGULATION 

General 

AMCC  and  First  Lincoln  Financial  Corporation,  a  wholly-owned  subsidiary  of  AMCC  and  parent 
of  Lincoln  Savings,  are  savings  and  loan  holding  companies.  They  are  currently  registered  as  such  with 
the  Federal  Savings  and  Loan  Insurance  Corporation  ("FSLIC")  and  the  California  Savings  and  Loan 
Commissioner  (the  "California  Commissioner"),  and  are  subject  to  comprehensive  regulation,  exami- 
nation, supervision  and  reporting  requirements.  Federal  law  restricts,  among  other  things,  the  amount 
of  debt  that  AMCC  may  incur. 
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Liocolo  Savings  is  a  California  licensed  savings  and  loan  association  which  is  a  member  of  the 
FHLB  of  San  Francisco  and  has  iu  deposit  accounts  insured  by  the  FSLIC.  It  is  subject  to  examination    ' 
and  supervision  by  the  California  Department  of  Savings  and  Loan  as  a  California  licensed  savings  and 
loan  association  and  by  the  FSLIC.  Lincoln  Savings  is  also  subjea  to  the  regulations  of  the  FHLBB/ 
and  the  Federal  Reserve  Board.  ^ 

California  Law  aid  RcgaiatiM 

As  a  California-licensed  savings  and  loan  association,  Lincoln  Savings  operates  under  the  Califor- 
nia Savings  Association  Law  and  u  subject  to  comprehensive  examination,  supervision  and  regulation 
by  the  California  Conunissioner  thereunder.  This  law  and  applicable  regulations  place  certain- 
restriaions  on  Lincoln  Savings'  investments,  borrowings,  loans,  issuances  of  securities,  payments  of 
interest  and  dividends  and  esublishment  of  branch  offices,  and  obligate  Lincoln  Savinp  to  prepare  and 
file  various  records  and  reporu.  California  law  is  less  restrictive  with  rcs-«ct  to  the  payment  of 
dividends  than  the  agreement  AMCC  reached  with  the  FHLBB  in  connection  with  the  acquisition  of 
Lincoln  Savings,  and  authorizes  significantly  broader  investment  powers  than  are  permitted  by  current 
FHLBB  regulations.  See  "Regulation — Federal  Home  Loan  Bank."  Under  California  law,  Liaooln 
Savings  must  mainuin  iu  sututory  net  worth  at  not  less  than  3%  of  its  toul  assets  (as  defined).  At 
December  31.  1987,  Lincoln  Savings  believes  it  exceeded  the  minimum  requirement  by  approxunaiely 
SI 39.000.000.  Lincoln  Savings  has  undertaken  not  to  originate  any  acquisition,  development  or 
construction  loans  pending  further  discuuion  with  the  California  Savings  and  Loan  Commission. 

The  California  Commissioner  also  has  the  power  to  take  control  of  the  assets  and  business  of,  and 
to  liquidate  or  reorganize,  an  assocution  upon  a  finding  that  it  is  conducting  iu  business  in  an  uuafe  or 
injurious  manner,  that  iu  asseu  are  below  certain  required  levels  relative  to  capiul  and  saviap 
accounu.  or  in  certain  other  unusual  circumstances. 

Federal  Home  Loan  Bank 

Lincoln  Savings,  as  a  member  of  the  FHLB  of  San  Francisco,  is  required  to  acquire  and  hold 
shares  of  capiul  stock  in  that  Bank  in  an  amount  at  least  equal  to  1%  of  the  aggregate  principal  amount 
of  iu  unpaid  residential  mortgage  loans,  home  purchase  contracu,  and  similar  obligations  as  of  the  dose 
of  each  calendar  year,  or  'Ao  of  iu  advances  (borrowings)  from  the  FHLB  of  San  Francisco,  whichever  is 
greater.  Lincoln  Savings  was  in  compliance  with  this  requirement  at  December  31.  1987,  with  an 
investment  in  FHLB  of  San  Francisco  stock  of  S4.4  million. 

As  a  member  of  the  FHLB  system.  Lincoln  Savings  is  required  to  maintain  liquid  asseu  equal  to 
S%  of  its  deposits  and  short-term  borrowings,  and  short-term  liquid  asseu  equal  to  at  least  1%  of  iU 
deposiu  and  shon-term  borrowings.  Noncompliance  may  lead  to  various  money  penalties  imposed  by 
the  FHLBB.  As  a  member  of  the  FHLB  system  with  deposiu  insured  by  the  FSLIC,  Lincoln  Savinp  is 
subject  10  comprehensive  regulation,  examination  and  supervision  by  the  FHLBB  on  behalf  of  the 
FSLIC.  From  time  to  time  the  FHLBB  proposes,  or  announces  iu  intention  to  propose,  new  regulations  f'*^ 

which,  if  adopted,  could  have  a  significant  effea  on  Lincoln  Savings'  operations.  The  FHLBB  may  also 
impose  certain  requiremenu  with  respect  to,  among  other  items,  capital  levels  and  valuation  allowances 
on  an  institution-by-institution  basis.  Lincoln  Savings'  management  believes  that  Lincoln  Savings  met 
this  requirement  throughout  1987. 

The  ability  of  Lincoln  Savings  to  pay  dividends  on  iu  common  stock  is  restricted  by  FHLBB 
regulations  and  by  an  agreement  with  the  FHLBB  entered  into  in  connection  with  the  acquisition  by 
AMCC.  Under  that  agreement,  without  prior  written  approval  from  the  FHLBB.  dividends  paid  by 
Lincoln  Savings  in  any  fiscal  year  are  limited  to  S0%  of  iu  net  income  for  that  fiscal  year,  provided  that 
any  dividends  permitted  under  this  limitation  may  be  deferred  and  paid  in  a  subsequent  year,  subject  to 
the  provision  that  in  no  event  may  dividends  be  paid  which,  in  fact  or  in  the  opinion  of  the  FHLBB. 
would  cause  Lincoln  Savings  to  fait  to  meet  iu  minimum  capital  requiremenu.   In  addition,  until  the 
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earlier  of  the  oompletioD  of  itt  next  periodic  examination  and  resolution  of  any  iuuet  raited  thereby  or 
December  20. 1988,  Lincoln  Savings  has  agreed  with  the  FHLBB  that  Lincoln  Savings  will  not  pay  any 
dividends  unless  it  notifies  the  FHLBB  at  least  two  weeks  prior  to  the  proposed  payment  and  the 
FHLBB  does  not  object  At  December  31.  1987.  approximately  S6S.000.000  of  Lincoln  Savings' 
retained  earnings  were  available  for  the  payment  of  dividends.  See  ** — FHLBB  Examination"  below. 

FSUC  Regulation.  Deposits  in  the  aooounu  of  Lincoln  Saving  which  qualify  are  each  insared  up 
to  a  IP"'""""  of  S  100,000.  The  FSLIC  requires  an  annual  audit  by  independent  accountaou  and 
periodically  makes  iu  own  examination  of  associations  whose  deposiu  are  insured.  It  may  revalue  the 
assets  of  an  association,  based  upon  appraisals,  and  require  establishment  of  specific  reserves  in  amounts 
equal  to  the  difference  between  such  revaluation  and  the  book  value  of  the  assets. 

FSLIC-insured  institutions,  such  as  Lincoln  Savings,  are  required  to  maintain  a  minimum  amount 
of  regulatory  capital  (previously  referred  to  as  "regulatory  net  worth"  or  "net  worth"),  effectively 
limiting  the  rate  by  which  an  association  may  increase  its  liabilities.  The  growth  limitations  impoMd  by 
the  regulatory  capital  requirement  may  affect  Lincoln  Savings'  ability  to  compete  with  larger  avinp 
institutions  that  possess  greater  growth  abilities  under  the  regulatory  capital  requirement  as  a  remit  of 
their  total  size,  as  well  as  with  other  financial  institutions  that  are  not  subject  to  the  same  requirement. 

Prior  to  March  1985,  FSLIC  regulations  required  a  savings  institution  to  maintain  a  minimum 
regulatory  net  worth  equal  to  a  percenuge  (3%  for  fiscal  years  1982  through  1984  and  4%  for  fiscal  year 
1981)  of  the  average  of  subsuntially  all  liabilities  of  the  institution  outsunding  on  a  specified  date  in 
the  prior  year  and  on  such  date  m  one  or  more  of  the  four  immediately  preceding  yeart,  plus  20%  of 
scheduled  items  and,  beginning  in  1982.  2%  of  the  unpaid  principal  balance  of  loans  sold  with  recourse. 
Compliance  with  the  minimum  net  worth  requirement  was  determined  as  of  the  annual  closing  date  of 
the  year. 

Regulations  effenive  March  1985  revised  the  method  of  calculating  the  minimum  regulatory 
capiul  requirement  and  would  have  gradually  eliminated  a  savings  institution's  ability  to  calculate  its 
net  worth  requirement  by  reference  to  its  average  liabilities.  The  regulation  also  changed  the 
determination  of,  and  the  requirement  for  compliance  with,  the  minimum  net  worth  requiremem  from 
an  annual  basis,  at  the  beginning  of  each  fiscal  year,  to  a  quarterly  basis  at  the  end  of  each  calmdar 
quarter.  The  regulation  required  the  minimum  net  worth  requirement  to  be  increased  quarterly  by  aa 
amount  equal  to  a  percentage  of  the  increase  in  liabilities  (based  upon  average  liabilities  if  an 
institution's  liabilities  did  not  increase  by  a  rate  that  exceeded  a  10%  annual  rate)  as  measured  from  the 
end  of  the  preceding  year,  with  the  applicable  percentage  ranging  from  3%  to  5%  depending  upon  the 
rate  of  growth.  This  regulation  also  permitted  the  Runimum  net  worth  requirement  to  be  decreased  in 
the  last  quarter  of  a  fiscal  year  to  reflect  a  year-to-date  decrease  in  liabilities.  Minimum  net  worth 
included  2%  of  the  unpaid  principal  balance  of  loans  sold  with  recourse  plus  20%  of  scheduled  items.  A 
FSLIC-insured  institution  with  assets  in  excess  of  SI 00.0  million  was  required  under  the  regulation  to 
obtain  prior  approval  from  its  Principal  Supervisory  Agent  (the  "PSA")  before  increasing  liabilities  in 
any  two  consecutive  quarters  at  an  annual  rate  in  excess  of  25%. 

In  January  1987,  new  FSLIC  regulations  (the  "1987  Regulations")  were  adopted.  Among  other 
things,  the  1987  Regulations  require  an  increase  over  time  of  a  savings  institution's  capital  requirements 
to  6%  of  total  liabilities,  subject  to  certain  risk-related  adjustmenu  ("contingency  faaors").  Savings 
institutions  were  required  to  compute  and  satisfy  the  capiul  requirements  in  accordance  with  the  1987 
Regulations  for  the  first  time  on  March  31.  1987.  For  liability  levels  existing  on  January  I,  1987  ("Bate 
Liabilities"),  the  1987  Regulations  require  a  savings  institution  to  increase  iu  existing  regulatory 
capiul  on  a  periodic  basis  over  a  transition  period  until  iu  capiul  equals  6%  of  iu  liabilities.  Each 
periodic  incremental  increase  required  by  the  1987  Regulations  will  be  based  on  the  savings  and  loan 
industry's  annual  profiu,  expressed  as  a  ratio  of  average  rate  of  return  on  asseu.  A  savings  instiration 
will  be  required  to  increase  its  regulatory  capiul  on  Base  Liabilities  at  varying  percentages  depending 
on  the  amount  of  iu  net  worth  requirement  as  of  December  31,  1986.    The  transition  period,  at 
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detennined  by  the  iadiutry'i  prafiubtlity,  currently  is  aaticipated  to  be  between  6  tnd  12  yean.  The 
1987  Regulations  required  immediate  capitalization  at  6%  for  liability  (rowth  on  or  after  January  1, 
1987.  The  capital  reqoirement  is  subject  to  increase  for  contingency  factors  based  on  the  percentages  of 
specified  invcatments  held  by  an  institution.  Such  investmeau  include  scheduled  items,  recourse 
liabilities,  standby  letters  of  credit,  equity  hsk  investments,  certain  loaiu  for  unimproved  real  estate  and 
noo-residential  construction  loans.  Such  increases  are  determined  by  reference  to  the  amount  of  an 
institution's  regulatory  capital  and  the  extent  of  such  investments  as  a  percentage  of  toul  assets.  The 
capital  requirement  is  also  subjwt  to  certain  credits,  reflecting  an  institution's  interest  rate  risk 
exposure,  i.e.,  the  lower  the  interest  rate  risk  exposure  (as  measured  by  the  difference  between 
maturities  of  asseu  and  liabilities),  the  greater  such  credit.  Such  crediu  may  not.  however,  reduce  an 
institution's  regulatory  capital  requirement  below  3%  up  to  January  1,  1990  and  not  below  4% 
thereafter. 

If  an  institution  fails  to  meet  its  FSLIC  capital  requirement,  the  FSLIC  may  cause  the  institution 
to  take  such  actions  as  the  FSLIC  may  deem  appropriau  for  the  protection  of  the  FSLIC.  the 
institution  or  depositors  or  investon  in  the  institution.  Sanctions  imposed  may  include  an  elimination  or 
reduction  of  dividends  and  budgeury  controls.  At  December  31.  1987.  Lincoln  Savings  believes  iu 
minimum  regulatory  capiul  requirement  was  SI  13,458.000:  Lincoln  Savings  believes  it  exceeded  this 
requirement  by  approximately  S 1 39.000.000.  If  Lincoln  Savinp'  agreement  with  the  FHLBB 
described  in  " — FHLBB  Examinauon  "  below  had  been  in  effect  on  December  31.  1987,  Lincoln 
Savings'  minimum  capiul  requirement  would  have  been  S12S.9S0,000. 

Under  current  FSLIC  regulations,  the  entire  principal  amount  of  each  series  of  Debentures  would 
be  includable  in  Lincoln  Savings'  regulatory  capital  when  the  years  to  maturity  of  such  series  were 
greater  than  or  equal  to  seven.  Thereafter,  in  accordance  with  a  FSLIC  schedule  for  the  amortization 
of  the  principal  amount  of  the  Debentures  included  in  regulatory  capiul.  the  principal  amount 
includable  will  decrease  each  year  by  approximately  one-seventh  of  the  principal  amount  of  such  seriei 
initially  issued. 

The  1987  Regulations  reuined  prior  growth  rate  regulations,  which  require  prior  approval  by  an 
institution's  PSA  for  growth  in  any  two  consecutive  quarters  at  a  rate  higher  than  25%  anniuUy. 
However,  the  1987  Regulations  rephrased  the  prior  requirement  to  prohibit  an  institution  from 
increasing  its  toul  liabilities  within  any  two-quarter  period  at  a  rate  greater  than  12.50%  without  prior 
apprtjval  of  the  institution's  PSA.  Growth  in  excess  of  12.50%  for  two  consecutive  quarters  may  require 
incremenul  additions  to  capiul.  An  institution  that  has  regulatory  capiul  equal  to  the  higher  of  6%  or 
lis  fully  phased-in  capiul  requirement  is  exempt  from  such  pnor  approval  requirement.  The  minimum 
regulatory  capital  requirement  in  cases  of  mergers,  consolidations,  purchases  of  assets,  assumptions  of 
liabilities  and  branch  acquisitions,  beginning  in  the  quarter  the  transaction  becomes  effective,  would  be 
equal  to  the  sum  of  each  of  the  institutions'  combined  capiul  requirements.  While  Lincoln  Savings' 
growth  has  been  within  the  12  50%  rate  for  the  years  ended  December  31.  1987,  1986  and  1985.  at 
December  31.  1987  Lincoln  Savings  believed  it  could  have  increased  its  liabilities  by  approximately 
$427  million  above  that  rate  due  to  lU  net  worth  position.  Lincoln  Savings'  rate  of  growth  in  fiscal  1984, 
before  the  regulation  was  effective,  substantially  exceeded  12.5%  for  two  consecutive  quarters;  for  the 
years  ended  December  31.  1985  and  1986.  Lincoln  Savings  believes  that  its  growth  was  within  the 
esublished  limiu. 

The  1 987  Regulations  could  have  a  significant  impact  on  Lincoln  Savings'  ability  to  grow  rapidly. 
By  limiting  the  rate  at  which  Lincoln  Savings  may  increase  its  liabilities,  the  1987  Regulations  may 
affect  Lincoln  Savings'  ability  to  compete  with  other  institutions  that  are  larger  and/or  are  less 
restricted  by  the  terms  of  the  1987  Regulations.  Pursuant  to  an  agreement  with  the  FHLBB,  Lincoln 
Savings  will  not  seek  approval  to  increase  lU  liabilities  in  1988  in  excess  of  the  limitations  summarized 
above  except  under  limited  circunuunces.    See  ** — FHLBB  Examination"  below. 
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FSLIC  regulations  limit  the  aggregate  amount  of  investmenu  that  a  FSLIC-insured  institution 
may  make  in  real  esute,  equity  securities,  service  corporations,  operating  subsidiaries  and  land  loans 
and  non-residential  construction  loans  with  the  loan-to-value  ratios  greater  than  80%  (together,  "equity 
risk  investments")  without  prior  approval  of  its  PSA.  Such  regulations  were  recently  amended  to 
provide  that  institutions  that  (i)  meet  their  regulatory  captui  requirement  and  have  ungible  capiul  less 
than  6%  of  toul  liabilities,  may  invest  the  greater  of  3%  of  assets  or  2.5  times  ''Ungible  capital"  as 
defined,  in  direct  investmenu:  (ii)  meet  their  regulatory  capiul  requirement  and  have  ungible  capiul 
equal  to  or  greater  than  6%  of  toul  liabilities,  may  invest  up  to  three  times  their  ungible  capiul  in 
direct  investments:  (iii)  fail  to  meet  their  minimum  capiul  requirements  shall  make  equity  risk 
investments  only  with  prior  review  and  approval  of  their  PSA's.  Tangible  capiul  is  defined  as  equity 
capiul.  determined  in  accordance  with  generally  accepted  accounting  principles,  minus  goodwill  and 
other  iflungible  assets,  plus  qualifying  subordinated  debt  and  qualifying  non-permanent  preferred 
stock. 

Lincoln  Savings  has  aggregate  equity  risk  investments  in  excess  of  current  limits:  however,  these 
investments  were  grandfathered  as  permissible  under  regulations  in  effect  at  the  time  they  were  made. 
Under  the  new  regulations.  Lincoln  Savings  is  not  permitted  to  make  additional  equity  risk  investmenu 
other  than  pursuant  to  legal  commiimenu  or  definitive  plans  in  existence  on  December  10,  1984.  See 
also  " — FHLBB  Examination"  below. 

The  Competitive  Equality  Banking  Act  of  1987  (the  "CEBA")  was  signed  into  law  on  August  10. 
1987.  The  CEBA  provides  for  the  recapiulization  of  the  FSLIC  through  the  creation  of  a  financing 
corporation  owned  by  the  regional  federal  home  loan  banks  which  is  authorized  to  issue  up  to  S10.82S 
billion  in  debt  and  invest  the  proceeds  in  capiul  certificates  or  capiul  stock  of  the  FSLIC:  the  debt  will 
be  repaid  by.  in  effect,  panially  transferring  the  FSLIC's  insurance  premium  assessment  authority  to 
the  financing  corporation.  The  CEBA  restricts  FHLB  advances  to  a  member  which  does  not  meet  a 
qualified  thrift  lender  test  (the  "QTL  test").  The  CEBA  required  the  FSLIC  to  promulgate  regulations 
to  do  the  following:  esublish  a  new  classification-of-asseu  system:  esublish  a  new  appraisal  standard 
consistent  with  that  of  the  federal  banking  agencies:  and  apply  Generally  Accepted  Accounting 
Pnnciples  ("GAAP")  to  insured  institutions  to  the  same  degree  it  is  used  by  the  federal  banking 
agencies.  The  CEBA  authorizes  the  FSLIC  to  set  individual  capiul  requiremenu  for  an  insured 
institution  based  on  iu  particular  financial  condition;  gives  the  FSLIC  discretion  to  treat  the  failure  to 
satisfy  its  minimum  capital  requirement  as  an  unsafe  and  unsound  practice:  and  permiu  the  FSLIC  to 
require  an  institution  to  adhere  to  a  plan  to  increase  iu  capiul.  Finally,  the  CEBA  requires  the  FSLIC 
to  establish  a  capital  forbearance  policy  for  well-managed  failing  thrifu.  and  permiu  certain  accounting 
practices  in  connection  with  troubled  debt  restructurings. 

On  December  21  and  22.  1987  the  FSLIC.  pursuant  to  the  CEBA.  amended  iu  regulations  to: 
define  a  "qualified  thrift  lender"  and  modify  other  savings  and  loan  holding  company  regulations: 
modify  the  classification-of-asseis  regulation  and  the  scheduled-items  regulation:  revise  the  FSLIC's 
appraisal  requirements:  revise  accounting  sundards  for  regulatory  capiul  calculations:  implement  the 
new  authority  to  impose  individual  regulatory-capiul  requirements:  establish  a  capital  forbearance 
policy  for  well-managed  failing  institutions:  and  clarify  accounting  policies  for  troubled  debt  restruaur- 
ings.  These  amendments  to  the  regulations  are  collectively  referred  to  herein  as  the  "CEBA 
Regulations." 

With  respect  to  the  QTL  test,  the  CEBA  Regulations  deem  all  insured  institutions  to  have  QTL 
status  as  of  January  I.  1988  To  maintain  this  status  an  insured  institution  must  meet  the  60%-of-asseu 
test  for  three  out  of  four  calendar  quarters  and  two  out  of  three  calendar  years.  The  CEBA  Regulations 
also  define  the  term  "related  to  domestic  residential  real  esute  or  manufactured  housing."  In  addition, 
pursuant  to  the  CEBA.  the  CEBA  Regulations  permit  "multiple"  and  "nonqualifying"  savings  and  loan 
holding  companies  to  engage  in  both  "listed"  and  "unlisted"  activities  approved  for  bank  holding 
companies  by  the  Federal  Reserve  Board,  but  only  with  the  approval  of  the  respective  PSA.  At  March 
31.1 988.  Lincoln  Savings  did  not  meet  the  QTL  test  but  it  expecu  to  comply  with  the  new  requirement 
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in  each  of  the  next  three  quanen  in  order  to  meet  the  annual  test  set  forth  above.  Therefore.  Lincoln 
Savings  does  not  expect  this  regulation  to  have  a  material  effea  on  its  finannai  position  or  results  of 
operations. 

The  CEBA  Regulation*  also  amend  the  FSLIC's  classification-of-assets  regulation.  The  new 
regulation  employs  the  previous  classification  categories  of  Substandard.  Doubtful  and  Loss,  but  alters 
the  consequences  of  these  classifications.  Assets  classified  "Substandard"  are  no  longer  treated  as 
scheduled  items  requiring  twenty  percent  incremental  capital,  and  assets  classified  "Doubtful"  do  not 
require  specific  reserves;  instead,  examiners  have  more  discretion  to  require  specific  reserves.  The 
CEBA  Regulations  also  delete  the  previous  scbeduled-items  regulations  entirely,  and  broaden  the  scope 
of  the  classification-of-assets  regulation  to  include  loans  on  the  security  of  1-4  family  owner-occupied 
residences,  consumer  credit,  and  securities  investments.  (For  purposes  of  regulatory  capiul  calcula- 
tioiu.  however,  each  insured  institution  is  considered  to  have  the  level  of  scheduled  items  which  it  had  on 
September  30,  1987.)  The  amended  regulation  also  requires  insured  institutions  to  classify  their  own 
assets  and  to  esublish  prudent  allowances  for  loan  losses.  See  "Business — Financial  Services — 
Classification  of  Asseu." 

The  CEBA  Regulations  require  management  of  an  insured  institution  to  develop  written  appraisal 
policies  meeting' ceruin  minimum  sundards,  develop  guidelines  for  the  hiring  of  appraisers,  and  review 
the  performance  of  appraisers  at  least  semiannually.  Staff  memorandum  R-4l(c)  is  withdrawn  and 
replaced  by  a  "nonbinding"  policy  statement  providing  guidance  on  the  form  and  content  of  appraisals. 
The  new  appraisal  regulation  formally  permits  insured  institutions  to  prepare  their  own  appraisal 
policies  which  are  different  from  the  catena  conuined  in  the  policy  sutement  without  violating  safety 
and  soundness  concerns;  however,  the  effect  of  the  policy  sutement  is  to  provide  a  safe  harbor  for 
institutions  whose  appraisal  poliaes  are  similar  to  those  set  forth  in  former  suff  memorandum  R-41(c). 

The  CEBA  Regulations  substitute  GAAP  or  bank  regulatory  treatment  for  thrift  regulatory 
treatment  with  respect  to  a  number  of  items  in  the  calculation  of  regulatory  mpital.  The  regulation  also 
requires  all  financial  sutemenu  to  be  prepared  in  accordance  with  GAAP  and  to  include  a  reconcilia- 
tion of  GAAP  stockholders'  equity  capiul  with  regulatory  capiul.  The  effeaive  date  of  the  regulation 
is  January  I,  1989,  with  a  pbase-in  for  ceruin  of  the  new  sundards  lasting  until  December  31,  1993. 

The  CEBA  Regulations  also  implement  the  authority  granted  by  the  CEBA  to  vary  the  minimuin 
regulatory  capiul  requirements  of  an  insured  institution  as  may  be  necessary  or  appropriate  in  light  of 
iu  particular  circumsunces.  In  addition,  the  CEBA  Regulations  esublish  procedures  implementing 
the  FSLIC's  authority  to  issue  a  directive  and  enforce  a  plan  for  increasing  an  insured  institution's 
capiul  level.  The  CEBA  Regulations  also  implement  a  capiul  forbearance  policy  for  well-managed 
failing  institutions. 

The  annual  premium  charge  for  FSLIC  insurance  is  ■/)]  of  1%  of  the  insured  institution's  toui 
amount  of  insured  deposit  accounu.  The  FSLIC  can  also  assess  additional  premiums  against  each 
insured  institution  in  any  one  year  (up  to  '/t  of  1%  of  the  institution's  toul  insured  accounts)  to  meet 
losses  and  expenses  of  the  FSLIC  for  that  year.  The  FHLBB  has  authorized  the  FSLIC  to  impose  a 
special  quanerly  premium  assessment  of  '/»  of  1%  of  each  insured  institution's  toul  of  insured  accounts, 
and  the  FSLIC  imposed  the  special  premium  assessment  for  each  calendar  quarter  of  1985,  1986  and 
1987. 

FSLIC  insurance  of  deposiu  may  be  terminated  by  the  FSLIC.  after  notice  and  hearing,  upon  a 
finding  by  the  FSLIC  that  an  association  has  engaged  in  unsafe  and  unsound  practices,  or  is  in  an 
unsafe  and  unsound  condition  to  continue  operations,  or  has  violated  any  applicable  law,  regulation,  rule 
or  order  or  condition  imposed  by  the  FSLIC.  The  management  of  Lincoln  Savings  does  not  know  of  any 
practice,  condition,  or  violation  that  might  lead  to  termination  of  its  deposit  insurance. 

Lincoln  Savings  believes  it  was  in  material  compliance  with  applicable  FSLIC  and  FHLBB 
regulations  at  December  31,  1987. 
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FHLBB  Examination.  The  FHLB  of  San  Francisco  conduaed  a  periodic  examination  of  UbooIb 
Savings  in  1986  and  1987  which  resulted  in  a  report  of  examination  dated  April  20.  1987  ("1986 
Examination").  On  May  20,  1988.  Lincoln  Savings  and  the  FHLBB  entered  into  an  agreement  (the 
"Agreement")  to  resolve  all  of  the  issues  raised  by  the  1986  Examinauon  and  the  negotiations 
coneemiag  it  between  Lincoln  Savings  and  the  FHLBB.  Pursuant  to  the  Agreement,  Lincoln  Saviap 
has  agreed:  to  »eU  for  cash,  by  October  1. 1988.  to  AMCC  $10,000,000  of  preferred  stock  that  qualifies 
u  a  contribution  to  Lincoln  Savings'  regulatory  capital;  to  make  reasonable  and  diligent  efforu  to  sell  a 
minimum  of  $50,000,000  and  a  maximum  of  $  1 50,000,000  in  securities  that  qualify  as  oontribuUons  to 
Lincoln  Savings'  regulatory  capiul;  to  notify  the  FHLBB't  designated  agent  (the  "Agent")  of  any 
changes  in  certain  reserves  designated  as  specific  for  regulatory  purposes;  to  submit  to  the  Agent 
manuals  describing  Lincoln  Savings'  underwriting  and  operating  procedures,  which  manuals  will 
address  certain  specified  policies  and  lending  limits,  and  to  provide  prior  notice  to  the  Agent  of  any 
material  modifications  to  such  manuals;  to  prepare  and  submit  to  the  Agent  a  business  plan  outlining 
Lincoln  Savings'  operations  for  the  remainder  of  1988  and  calendar  year  1989  and  to  provide  prior 
notice  to  the  Agent  of  any  intended  material  modifications  to  the  plan;  until  the  earlier  of  the 
completion  of  the  new  examination  (descnbed  below)  and  resolution  of  any  issues  raised  thereby  or 
December  20.  1988  (the  "Interim  Period"),  to  comply  with  the  growth  regulations  of  the  FHLBB  and 
not  to  apply  for  approval  of  a  written  growth  plan  to  increase  liabilities  (except  for  any  application  for 
approval  of  the  acquisition  of  another  savings  and  loan  institution  or  the  opening  of  additional  branch 
offices);  during  the  Interim  Period,  not  to  increase  the  dollar  amount  of  its  aggregate  equity  risk 
investments  or  to  increase  the  dollar  amount  of  its  investment  in  real  estate  (except  for  capiulization  of 
costs  and  expenses  incurred  which  are  reasonable  and  necessary  to  develop  existing  real  esute  projecu) 
(this  restriction  on  equity  risk  investments  will  permit  Lincoln  Savings'  service  corporations  to  continue 
to  reinvest  current  assets  in  equity  risk  investments  other  than  real  esute);  to  add  a  "contingency 
faaor"  in  the  calculation  of  Lincoln  Savings'  regulatory  capiul  requirement  equal  to  ten  percent  of 
Lincoln  Savings'  equity  risk  investments  in  excess  of  $550,000,000  (this  increase  is  in  lieu  of  any 
incremenul  increase  in  Lincoln  Savings'  capiul  requirement  which  might  otherwise  have  been  neceasi* 
uted  by  Lincoln  Savings'  aggregate  equity  risk  investmenu);  and,  during  the  Interim  Period,  not  to  pay 
any  dividends  unless  it  notifies  the  Agent  at  least  two  weeks  prior  to  the  proposed  payment,  and  the 
Agent  does  not  object.  Of  existing  reserves  recorded  at  D«*mber  31,  1987,  Lincoln  Savings  has 
designated  as  specific  for  regulatory  purposes  $18,269,000  related  to  asseu  questioned  in  the  1986 
Examination. 

During  the  Interim  Period.  Lincoln  Savings  expecu  to  file  an  application  for  a  waiver  to  allow  it  to 
mainuin  equity  risk  investments  in  an  amount  up  to  one-third  of  its  toul  consolidated  assets:  the 
FHLBB  will  act  on  such  application  in  conjunction  with  the  resolution  of  the  new  examination.  The 
new  examination  is  expected  to  commence  in  June  1988.  with  a  report  of  examination  and  the  resolution 
of  any  issues  arising  therefrom  to  be  completed  by  December  20,  1988.  This  will  be  a  regular,  periodic 
FHLBB  examination  which  will  be  conducted,  under  the  direction  of  the  Washington  D.C.  Office  of 
Regulatory  Policy,  Oversight  and  Supervision  ("ORPOS"),  by  an  examination  team  with  no  examiners 
from  the  FHLB  of  San  Francisco.  During  the  course  of  the  new  examination.  Lincoln  Savings  expects 
to  identify  another  savings  and  loan  institution  which  it  proposes  to  acquire  in.a  FHLB  District  other 
than  San  Francisco.  When  the  new  examination  is  resolved.  Lincoln  Savings  will  submit  an  application 
to  the  FHLBB  to  move  its  headquarters  to  the  district  in  which  it  proposes  to  acquire  a  savings  and  loan. 
If  such  application  is  approved  by  FSLIC  and  the  FHLBB.  all  supervisory  and  examination  authority 
over  Lincoln  Savings  will  be  transferred  to  the  FHLB  for  the  new  district.  ORPOS  currently  has 
exclusive  supervisory  and  examination  authority  over  Lincoln  Savings  and  will  act  as  Lincoln  Savings' 
Principal  Supervisory  Agent. 

Federal  Reserrc  System 

Federal  Reserve  Board  regulations  require  savings  and  loan  associations  to  mainuin  reserves 
against  their  transaction  accounts  and  non-personal  time  deposits.   The  regulations  generally  require 
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that  reserves  of  3%  be  mainiained  against  transaction  accounts  up  to  S40.S  million  and  a  reserve  of  12% 
(subjea  to  adjustment  by  the  Federal  Reserve  Board  between  8%  and  14%)  against  that  portion  of 
aggregate  transaction  accounts  in  excess  of  such  amount.  In  addition,  a  reserve  of  3%  must  be 
mainuined  on  non-personal  time  deposiu  which  have  maturities  of  less  than  one  and  one-half  yean. 
Thrift  institutions  may  designate  and  exempt  S2.4  million  (subject  to  annual  adjustment  by  the  Federml 
Reserve  Board)  of  reservable  liabilities,  which  are  defined  to  include  transaction  acoounu  and  non- 
personal  time  deposiu  from  either  of  these  reserve  requirement  levels. 

The  balances  maintained  to  meet  the  reserve  requirements  imposed  by  the  Federal  Reserve  Board 
may  be  used  to  satisfy  liquidity  requiremenu  that  may  be  imposed  by  the  FHLBB.  The  effea  of  this 
reserve  requirement  has  been  and  will  be  to  increase  Lincoln  Savings'  cost  of  funds.  Savings  and  loan 
associations  have  authority  to  borrow  from  the  Federal  Reserve  Board  "discount  window,"  but  Federal 
Reserve  Board  regulations  require  them  to  exhaust  all  FHLBB  System  sources  before  doing  so. 

Lincoln  Savings  believes  it  was  in  material  compliance  with  applicable  Federal  Reserve  Board 
regttlations  at  December  31,  1987. 

Recent  Repilalory  DcTeiopnciits 

The  reserves  of  the  FSLIC  have  been  severely  depleted,  as  a  result  of  the  failure  of  a  large  number 
of  savings  institutions  over  the  past  few  years,  to  a  level  generally  considered  to  be  inadequate.  The  UJS. 
General  Accounting  Office  has  reponed  that,  taking  into  account  anticipated  losses  to  be  borne  by  the 
FSLIC,  the  FSLIC  insurance  fund's  liabilities  exceed  its  assets.  The  VS.  Congress,  the  AdministratiCin 
and  industry  groups  have  discussed  vanous  methods  of  dealing  with  this  situation,  including  the  merger 
of  the  FSLIC  and  the  Federal  Deposit  Insurance  Corporation.  The  proposals  receiving  most  active 
consideration  by  Congress,  however,  would  involve  recapitalization  of  the  FSLIC  insurance  fund,  with 
the  funding  for  such  recapiulization  to  be  derived  from  public  debt  issuances  by  a  specially  creai.^ 
corporation  to  be  capitalized  with  funds  from  the  FHLB  System,  and  regular  and  special  FSLiC 
insurance  premiums  to  be  assessed  against  all  FSLIC-insured  institutions.  While  no  reliable  prediaion 
can  be  made  as  to  whether  any  of  such  proposals  will  be  adopted,  it  is  generally  anticipated  that  the 
adoption  of  a  recapiulization  plan  for  the  FSLIC  would  result  in  the  continuation  of  increased  FSLIC 
insurance  premium  expense  for  member  institutions.  Such  adoption  could  also  have  the  effect  of 
increasing  the  cost  of  FHLB  advances  to  member  institutions  and/or  reducing  the  level  of  dividends 
received  by  member  institutions  on  their  FHLB  stock. 

SEC  Investigation 

Pursuant  to  a  formal  order  of  investigation  entered  by  the  Securities  and  Exchange  Commission  in 
December  1987.  the  Commission  has  subpoenaed  documents  relating  principally  to  issues  raised  in  the 
1986  Examination  report,  although  the  SEC's  investigation  is  not  limited  to  the  time  period  co\'ered  by 
the  FHLBB  examination.  The  Commission's  staff  has  stated  that  the  inquiry  "should  not  be  constru'id 
as  an  indication  by  the  Commission  or  us  staff  that  any  violation  of  law  has  occurred  nor  should  it  oe 
considered  a  reflection  upon  any  person,  entity  or  security." 

Insurance  Company  Rejulalion 

AFL  and  CFLIC  are  organized  under  the  laws  of  the  slates  of  Texas  and  Arizona,  respectively,  and 
are  subject  to  the  comprehensive  regulation,  examination,  supervision  and  reporting  requirements  of  the 
insurance  department  of  those  states.  Among  other  things,  the  regulations  govern  the  types  of 
investments,  products,  advertisements,  premiums,  and  claims  practices  of  the  insurers.  AFL  and 
CFLIC  are  also  subject  to  the  insurance  regulations  of  each  of  the  other  states  in  which  they  conduct 
business.  AFL  engages  in  business  in  35  sutes  and  the  District  of  Columbia,  in  addition  lo  Texas,  and 
CFLIC  engages  in  business  in  New  Mexico  in  addition  to  Arizona. 
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Insurmnce  West  is  Ucensed  u  »n  insurance  agent  in  14  states  and  is  subjea  to  the  insuravx 
regulations  of  each  of  those  sutes. 

REAL  ECTATE  AC'IIVllltS 

The  Company's  real  esuu  activities,  located  principally  in  Arizona,  Colorado,  Georgia  and  Teas, 
consist  of  land  development  and  investment  and  the  development,  managemenu  syndicauon  and  tale  of 
commerdal  and  income-producing  properties.  During  1987.  real  estate  aciiv.t.es  contribot^ 
$236,960,000  in  revenues  and  $3,589,000  of  pre-tax  earnings,  representing  33%  of  the  revenues  aad 
14%  of  the  pre-tax  earnings  for  the  Company. 

Land  DerdopBcnt  and  IsrcstBcat 

me  Company's  revenues  and  gross  profit  from  real  esute  sales  were  $220,924,000  oA 
$81,560,000,  respectively,  in  1987  and  $296,039,000  and  $79,882,000.  respcaively.  in  1986. 

The  Company  currently  controls  large  tracts  of  land  within  the  projected  growth  patterns  of  tevenl 
of  the  nation's  fastest  growing  metropolitan  areas  of  Arizona.  Colorado.  Georgia,  and  Texas.  Tie 
Company  believes  that  investment  in  "growth  corridor"  locations  helps  to  reduce  the  holding  period  risk 
normally  associated  with  large  scale  land  purchases.  The  Company  generaUy  Urgeis  acreage  for 
invesimenu  whether  by  direa  ownership  or  indirectly  through  lending  and  joint  venture  relationshipa, 
which  offen  potential  for  profiuble  development  within  a  two-year  time  frame. 

The  Company  engages  in  a  value-added  approach  to  land  investment  by  iu  direct  participation  ia 
the  design,  annexauon.  zoning,  development  and  marketing  processes.  The  Company  is  actively 
engaged  in  the  development  of  the  real  property  owned  by  it,  and  currently  does  not  intend  to 
significantly  increase  its  aggregate  real  estate  investments.  Lincoln  Savings  has  undertaken  not  to  make 
any  additional  land  investments  pending  completion  of  the  1986  FHLBB  examination  process.  See 
"Business — Regulation — Federal  Home  Loan  Bank.  " 

In  1983.  the  Company  commenced  a  program  to  acquire  acreage  which  offers  potential  far 
profitable  development  of  mixed-use  planned  communities.  The  following  uble  summarizes  the 
significant  planned  communities  currently  in  the  planning,  development  or  completion  suge: 

Book  VtlMM 
PratcrtI)  Localiea  Dtciittr  31.  IW7 

(DeiUn  ■■  rtriMii^l) 

Islands Gilbert.  Arizona  $  6.126 

The  Uplands Austin.  Texas  88.157 

Lakewood   Phoenix.  Arizona  7.390 

Continental  Ranch   Tucson,  Arizona  32.067 

Andersen  Springs   Chandler.  Arizona  8.265 

Garden  Lakes Avondale,  Arizona  20.310 

Estrella  Goodyear.  Arizona  76.006 

The  Meadows Castle  Rock.  Colorado  44.380 

St.  Tammany  Highlands New  Orleans.  Louisiana  19.320 

Continental  Southern   Atlanta,  Georgia  62.998 

(I)  All  of  the  projecu  are  being  developed  by  Lincoln  Savings  or  its  subsidiaries. 

Sales  and  gross  profits  in  the  Company's  master  planned  communities  toulled  $1 1 1.680.000  and 

$66,110,000.   respectively,    in    1987.   $103,402,000   and   $27,785,000.  respectively,   in    1986   and 

$78,720,000  and  $28,028,000.  respectively,  in  1985. 

Commercial  DeTelopncnt 

The  Company's  commercial  properties  are  designed  and  developed  or  acquired  by  American 
Continental  Properties,  Inc.  ("ACP"),  a  subsidiary  of  the  Company,  and  The  Crescent  Hotel  Group 
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("Crescent"),  •  tubtidiary  of  Lincoln  Savings  which  commenced  opentions  in  1984.  The  Company's 
oommerciai  development  activities  produced  revenues  and  gross  profit  of  S4.0 11.000  and  S2.943.000. 
respectively,  in  1987  and  $48,973,000  and  S6,0OI.0O0,  respeaivelv.  in  1986. 

Commercial  Properties.  ACP  concentrates  on  the  developmenu  management,  syndication  and  sale 
of  oommerciai  and  iocome-produdng  properties.  During  1987.  retail  centers,  hotels  (in  conjunction 
with  Crescent),  and  industrial  parks  emerged  as  significant  projecu.  while  apartment  and  office 
developmenu  became  a  smaller  peroenuge  of  ACFs  total  portfolio. 

The  following  table  summarizes  ACP's  retail  shopping  centers  completed  or  under  development: 

RMtaMt 
Ctmtm  latMtkm  Symn  ftt 

Continenul  Plaza Mesa.  Arizona  48.000 

McClintocIc  Founuins Tempe.  Arizona  140.500 

Union  Square Phoenix,  Arizona  76.000 

Fountain  Square Phoenix.  Arizona  122.000 

386.500 

Hotels.  The  Crescent  Hotel  Group  ("Crescent")  was  formed  in  1984  to  acquire  existing  hotel 
propenies  and  to  develop  new  hotels.  In  December  1984.  Crescent  ocquired  The  Pontchartrain  Hotel  in 
Detroit.  Michigan.  The  Pontchanrain  is  a  420-unit  luxury  hotel  located  in  the  downtown  business 
distria  near  the  Renaissance  Center.  Crescent  sold  The  Pontchartrain  for  S38.400.000  to  a  group  of 
investors,  including  certain  of  the  Company's  officers  and  directors  (with  an  aggregate  ownership 
interest  of  28%).  resulting  in  a  gross  profit  of  approximately  S9.50S.000.  Crescent  completed  substan- 
tial renovations  to  The  Pontchanrain  in  February  1986.  At  December  31.  1987,  Crescent  Lending 
Corporation,  a  subsidiary  of  the  Company,  had  loaned  SI 5.093.000  to  the  pannership  under  a 
S20.000,000  line  of  credit.  Such  line  of  credit  has  been  used  to  fund  cash  flow  deficits  of  the  partnership 
since  inception. 

In  1984,  Crescent  acquired  The  Phoenician  Resort,  an  18-hole  golf  course  and  35  acres  of  land 
with  hotel  zoning,  for  approximately  S2 1.000.000.  Crescent  is  construning  a  luxury  destination  resort 
with  474  rooms.  132  casitas.  meeting  rooms,  tennis  couru  and  other  amenities.  At  December  31, 1987, 
the  estimated  costs  to  complete  the  Resort  were  SI 09.000.000.  The  propeny  is  situated  on  Camelback 
Road,  adjacent  to  Scottsdale's  business  district  and  the  "Camelback  Corridor"  of  Phoenix,  with  easy 
airport  access.  Construction  of  The  Phoenician  was  commenced  in  1986  and  is  anticipated  to  be 
completed  in  Fall  1988  In  early  1987.  Crescent  completed  construction  of.  and  began  operating,  an 
executive  business  travelers'  hotel.  The  Crescent  Hotel  of  Phoenix,  with  348  rooms  and  conference, 
dining  and  athletic  facilities  in  Phoenix.  Arizona.   Crescent  has  no  other  hotels  planned  at  this  time. 

In  June  1987.  the  Company  sold  for  cash  a  45%  interest  in  the  Crescent  Hotel  of  Phoenix  and  The 
Phoenician  Resort  to  an  unrelated  party  Proceeds  from  the  sale  totaled  SI 73,650.000.  which  included 
$74,486,000  of  funds  placed  in  escrow  for  the  development  of  The  Phoenician  Resort.  The  Company 
has  recorded  a  S 1 2.880.000  gam  on  the  sale:  S 1 .570.000  of  the  gam  is  deferred  and  will  be  recognized  as 
The  Phoenician  Resort  is  completed. 

Disposition  of  Property  The  decision  whether  to  sell  outright  or  syndicate  a  propeny  depends  on  a 
vanety  of  factors,  including  the  sales  terms,  availability  of  financing  and  the  ability  to  obtain  investors. 
The  success  of  future  syndications  may  depend  on  changes  in  federal  income  tax  laws  which  have 
restricted  such  syndications. 

PROPERTIES 

The  Company's  principal  offices  are  located  in  Phoenix.  Arizona.  Lincoln  Savings  operates, 
through  its  principal  office  in  Irvine.  California.  29  branch  offices  located  in  Southern  California,  an 
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•Seacy  office  in  Phoenix,  AriroM,  and  u  agency  office  for  origination  of  residential  conttractioo  loaat 
in  San  Diego,  California. 

Branch  OtBect 

Lincoln  Stvinp  operates  29  branch  offieta  throughout  Los  Angeles,  Riverside.  Ventura,  San  Diego 
and  Orange  Counties.  These  offices  are  located  in  areas  which  are  easily  accessible  to  the  public  in  such 
facilities  as  shopping  malls  and  single  and  multiple-story  office  buildinp  on  major  streeu.  Of  the  total 
branch  sites,  Lincoln  Savings  owns  five,  one  of  which  was  encumbered  at  December  31,  1987. 
Substantially  all  others  are  leased  with  multiple  options  to  renew  the  leases  in  such  a  manner  as  to 
ensure  subility  throughout  the  branch  network.  The  locations  of  the  branch  offices  and,  where 
applicable,  their  lease  expiration  date*  and  number  of  years  over  which  the  leases  can  be  renewed,  are  as 
follows: 


300  E.  Main  Street 
Aihambrm.  Ctlifomia  91801 

200  E.  Duane  Road 
Arcadia.  Califomu  91006 

I785I  Chatiworth  Sirtet 
Granada  HiUs,  Califomu  91344 


B»mac>M  U—i  >y  Ut»^  Sarimt, 

5791  Sanu  An»  Canyon  Road 
AnabeuD  HUls.  Califomu  92807 

3800  W.  Verdugo  Avenue 
Burbank.  California  91  SOS 

2300  Ponderata 
Camanllo,  California  93010 

1810  Matron  Road 
CarUbad,  Califomu  92008 

10033  Paramount  Boulevard 
Downey,  Califomu  90240 

I6S5  East  Valley  Parkwav 
Escondido.  CalUomu  92d27 

100  E.  Glenoaks  Boulevard 
Glendale.  California  91207 

I  U  1  S  Sute  Street 
Hemei.  Califomu  92343 

7OS0  Hollywood  Boulevard 
Hollywood.  Califomu  90028 

7662  Edinger 

Huntington  Beach.  California  92647 

Koll  Center 

18200  Von  Karman  Avenue 

Irvine.  Califomu  9271$ 

3978  Barranca  Parkway 
Irvine.  California  92714 


29920  Hawthorne  Boulevard 

Rolling  HiUi  Esutes.  California  90274 

1631  N.  Bristol  Street 
Sanu  Ana.  Califomu  92706 


Put  L«M«  Exfint 

September  12.  1995 

February  28.  2006 

August  31.  2000 

March  31.  2012 

November  14.  1989 

Oaober  31.  1993 

September  30.  1998 

September  30.  2003 

April  30.  1991 

October  31.  2015 

August  31.  1994 
January  31.  1998 


AMMoMi  Vmh 
Cmtnt  By  ■■■■■! 


10 
9 

Neoe(l) 

iO 

20 

20 

30 

None 

10 
IS 


( 1 )  A  new  Downey  branch  facility  is  currently  under  construction,  with  a  scheduled  completion  date  of 
third  quarter  1988. 
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23601  Moulton  Pirkway 
UguM  HilU.  CaUfoniU  926S3 

S247  Haxelbrook  Avenue  #4 
Lakeweod  Shoppinf  Center 
Ukewood.  C«li/bmu  90712 

II28S  Nttional  Boulevird 
Ix*  An|des.  C«lifomii  90064 

630  W.  Sixth  Street 

Lm  Anielet,  Caliroruit  90017 

I4S26  Roscoe  Boulevard 
Panorama  City.  California  91402 

16471  Bernardo  Center  Drive 
Rancho  Bernardo.  Caliromia  92128 

1460  Fourth  Street 

Sanu  Monica.  California  90401 

13701  Rivenide  Drive 
Sherman  Oaks.  California  91403 

2S127  Bradley  Road 

Sun  City.  California  92381 

21835  Hawthorne  Boulevard 
Torrance.  California  90SO3 

13031  NewDon  Avenue.  Suite  IIS 
Tusun.  California  92680 

3995  Topanga  Canyon  Boulevard 
Woodland  HilU.  California  91367 


Date  L—M  Eapifw 
December  31.  2001 

Janiury  31.  I99S 
October  31.  1999 
January  31.  1989 

March  14.  1 995 

July  31.  2002 

August  13.  2005 

December  31.  1988 

November  30.  2001 

August  13.  2001 

August  26.  1996 

June  30.  1995 


A441ll«Ml  Veui 
Cot«t«4  B«  Rotval 

40 


None 

10 

23 

10 

None 

20 

85 

to 

20 
10 
10 


EMPLOYEES 

The  Company  employed  approximately  1.790  rull-time  and  part-time  persons  at  December  31. 
1987.  of  which  approximately  477  persons  were  employed  In  connection  with  real  estate  operations. 
There  are  no  unions  or  collective  bargaining  units  representing  employees.  Employee  relations  are 
satisfactory.  The  Company  provides  us  employees  with  various  benefits,  including  a  retirement  plan 
and  life,  health,  dental  and  accideni  insurance  programs. 


LEGAL  PROCEEDINGS 

The  Company  is  involved  in  a  number  of  lawsuits  incidental  to  its  business.  The  Companv  believes 
that  such  proceedings,  in  the  aggregate,  -jvill  not  have  a  material  efTect  on  the  Company's  financial 
position  or  operating  results. 
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DESCRIPTION  OF  DEBENTURES 

Each  series  of  Debentures  will  be  issued  pursuant  to  an  Indenture  (the  "Indenture")  dated  as  of 
October  1.  1986,  between  the  Company  and  The  First  National  Bank  of  Cincinnati  as  Trustee  (the 
"Tnutee"),  as  supplemented  from  time  to  lime  to  esublish  the  respective  series  of  Debentures  or  as 
otherwise  amended.  The  Company  intends  to  offer  the  Debentures  for  sale  directly  to  the  public  from 
time  to  time  pursuant  to  this  Prospectus.  Based  upon  market  conditions,  the  Company  periodically  will 
establish  series  of  Debentures  conforming  to  the  description  of  the  Debentures  set  forth  in  this 
Prospectus  and  any  prospectus  supplemental  hereto.  Sales  of  a  series  of  Debentures  may  not  be 
consummated  unless  and  until  this  Prospeaus  has  been  supplemented  by  a  Prospectus  Supplement  with 
respea  to  such  series  that  seu  forth  (i)  the  maximum  aggregate  principal  amount,  interest  rau  and 
maturity  date  of  the  Debentures  of  such  series  and  (ii)  the  redemption  and  ceruin  repayment  npon 
death  provisions  with  respect  to  such  series. 

A  copy  of  the  Indenture  and  each  supplement  and  amendment  thereto  have  been  or  will  be  filed  as 
an  exhibit  to  the  Registration  Statement  of  which  this  Prospectus  forms  a  part  or  incorporated  by 
reference  into  this  Prospectus  or  filed  as  an  exhibit  to  a  Current  Report  on  Form  8-K  filed  by  the 
Company  under  §  13(a)  of  ihe  Exchange  Act.  The  following  summaries  of  certain  provisions  of  the 
Indenture  do  not  purport  to  be  complete  and  are  subject  to.  and  are  qualified  in  their  entirety  by 
reference  to.  all  of  the  provisions  of  the  indenture  and  each  supplement  and  amendment  thereto, 
including  the  definitions  therein  of  certain  capiulized  terms,  which  provisions  and  definitions  are 
incorporated  herein  by  reference.  All  references  to  a  "Section"  or  an  "Article"  herein  are  to  the 
applicable  Section  or  Article  of  the  Indenture. 

General 

The  Debentures  are  issuable  in  series.  An  unlimited  principal  amount  of  Debentures  may  be  tstued 
pursuant  to  the  Indenture,  with  such  terms,  not  inconsistent  with  the  Indenture,  as  the  Company  may 
determine.  Each  series  of  Debentures  will  mature  on  such  date,  will  bear  interest  at  such  rate  and  will 
have  such  other  terms  as  the  Company  may  determine  from  time  to  time. 

The  Debentures  will  be  unsecured  obligations  of  the  Company  and  will  not  have  the  benefit  of  a 
sinking  fund  for  the  retirement  of  principal.  Principal  (and  premium,  if  any)  and  interest  will  be 
payable  at  an  office  or  agency  that  the  Company  will  maintain  in  Irvine.  California  or  Phoenix.  Arizona 
except  that,  at  its  option,  the  Company  may  pay  interest  by  check  mailed  directly  to  the  address  of  the 
person  entitled  thereto  as  it  appears  on  the  Debenture  Register.    (Section  2.04). 

The  Company  will  issue  the  Debentures  only  in  fully  registered  form,  without  coupons,  in 
minimum  denominations  of  SI. 000  and  any  amount  in  excess  thereof  in  increments  of  SI. 000.  unless 
any  other  amounts  should  be  established  in  the  supplemental  indenture  authorizing  a  series.  (Section 
2.02).  The  Company  will  not  assess  a  service  charge  for  any  transfer  or  exchange  of  the  Debentures, 
but  the  Company  may  require  payment  of  a  sum  sufficient  to  cover  any  tax  or  governmental  charge 
payable  in  connection  therewith.  Holders  may  transfer  the  Debentures  by  surrendering  them  for 
transfer  at  the  office  of  the  Registrar.    (Section  2.07). 

Payment  of  Inlcrcsi 

Each  series  of  Debentures  will  bear  interest  at  the  rate  specified  in  the  Prospectus  Supplement  with 
respect  to  such  series.  Unless  otherwise  stated  in  a  Prospectus  Supplement,  interest  shall  be  payable 
monthly,  on  the  28th  day  of  each  month,  with  respect  to  interest  accrued  through  the  last  day  of  the 
preceding  month  except  that  all  interest  accrued  to  a  payment  date  shall  be  paid  when  the  principal  of 
the  Debenture  is  paid.  The  first  interest  payment  date  with  respect  to  each  individual  Debenture  will  be 
the  28th  day  of  the  month  next  following  the  month  in  which  such  Debenture  was  originally  purchased 
from  the  Company,  and  such  interest  payment  will  include  interest  accrued  from  the  date  the  purchase 
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price  for  (ucb  Debenture  is  received  by  the  Compuiy  through  the  last  day  of  such  month  of  issuance. 
Interest  will  be  paid  to  the  persons  in  whose  names  the  Debentures  are  registered  in  the  Debenture 
Register  at  the  close  of  business  on  the  last  day  of  the  month  preceding  the  month  in  which  the  interest 
payment  occurs.  Interest  will  be  calculated  on  the  basis  of  a  360-day  year  with  twelve  30-day  months. 
(Section  2.02). 

Until  maturity  or  redemption,  interest  that  accrues  monthly  on  the  Debentures  is  payable  in 
arrears  on  the  28tb  day  of  the  following  month,  thereby  reducing  the  eiTeaive  yield  to  bolden  of  the 
Debentures. 

Rcdcnptioo  al  the  Option  of  the  Conpaay 

The  Debentures  are  subject  to  redemption  at  the  option  of  the  Company,  in  whole  at  any  time  or  in 
part  from  time  to  time,  commencing  on  the  date  and  at  the  redemption  prices  specified  in  the  Prospectus 
Supplement  for  each  senes  of  Debentures.  The  Debentures  may  be  redeemed  upon  not  less  than  30  nor 
more  than  60  days'  notice  mailed  to  the  registered  holders  thereof.  If  the  Company  elecu  to  redeem  less 
than  all  of  the  Debentures,  the  Trustee  will  select  which  Debentures  to  redeem,  using  such  method  as  it 
shall  deem  fair  and  appropriate. 

Limited  Right  of  Paymcfli  apoo  Death 

The  Company,  upon  the  death  of  any  holder  of  Debentures,  will  repay  such  holder's  Debentures  on 
request  if  (a)  the  Debentures  have  been  registered  in  the  holder's  name  since  the  date  of  issue  or  for  a 
period  of  at  least  six  months  pnor  to  the  date  of  the  holder's  death,  whichever  is  less,  (b)  the  principal 
amount  of  the  Debentures  of  all  senes  considered  together  to  be  repaid  as  a  result  of  the  deceased 
holder's  death  does  not  exceed  S  50.000.  (c)  the  principal  amount  of  the  Debentures  of  each  series 
considered  individually  to  be  repaid  as  a  result  of  the  deceased  holder's  death  does  not  exceed  SIS.OOO 
(unless  a  greater  amount,  not  to  exceed  S30,000,  was  specified  in  the  supplemenul  indenture  authoriz- 
ing such  series)  and  (d)  either  the  Company  or  the  Trustee  has  been  notified  in  writing  of  the  request  for 
repayment  within  180  days  after  the  death.  Debentures  for  which  such  repayment  is  requested  shall  be 
repaid  at  100%  of  the  pnnapal  amount  thereof,  together  with  interest  accrued  to  the  Repayment  Date. 
within  30  days  following  receipt  by  the  Company  or  the  Trustee  of  the  following:  (i)  a  written  request 
for  repayment  signed  by  a  duly  authonied  represenutive  of  the  holder,  which  shall  indicate  the  name  of 
the  deceased  holder,  the  date  of  his  death  and  the  principal  amount  of  Debentures  to  be  repaid,  (ii)  the 
certificates  representing  the  Debentures  to  be  repaid,  (iii)  evidence  satisfactory  to  the  Company  and  the 
Trustee  of  the  death  of  the  holder  and  evidence  of  the  authority  of  the  represenutive  to  the  extent 
required  by  the  Trustee.  Authorized  represenutives  of  a  holder  shall  include  executors,  administrators 
or  other  legal  representatives  of  an  estate,  trustees  of  a  trust,  joint  owners  of  Debentures  owned  in  joint 
tenancy  or  in  tenancy  by  the  entirety,  custodians,  conservators,  guardians,  attomeys-in-faa  and  other 
persons  generally  recognized  as  having  legal  authority  to  act  on  behalf  of  another.   (Article  4). 

The  death  of  a  person  owning  a  Debenture  in  joint  tenancy  or  tenancy  by  the  entirety  with  another 
or  others  shall  be  deemed  the  death  of  the  holder  of  the  Debenture,  and  the  enure  principal  amount  of 
the  Debenture  so  held  shall  be  subject  to  repayment,  together  with  interest  accrued  thereon  to  the 
Repayment  Date.  The  death  of  a  person  owning  a  Debenture  by  tenancy  in  common  shall  be  deemed 
the  death  of  a  holder  of  a  Debenture  only  with  respect  to  the  deceased  holder's  interest  in  the  Debenture 
so  held  by  tenancy  in  common:  except  that  in  the  event  a  Debenture  is  held  by  husband  and  wife  as 
tenants  in  common,  the  death  of  either  shall  be  deemed  the  death  of  the  holder  of  the  Debenture,  and 
the  entire  principal  amount  of  the  Debenture  so  held  shall  be  subject  to  repayment,  together  with 
interest  accrued  thereon  to  the  Repayment  Date.  The  death  of  a  person  who,  during  his  lifetime,  was 
entitled  to  substantially  all  of  the  beneficial  interests  of  ownership  of  a  Debenture,  will  be  deemed  the 
holder  thereof  for  purposes  of  this  provision,  regardless  of  the  registered  holder,  if  such  beneficial 
interest  can  be  established  to  the  satisfaction  of  the  Trustee.  Such  beneficial  interest  will  be  deemed  to 
exist  in  typical  cases  of  street  name  or  nominee  ownership,  ownership  under  the  Uniform  Gifts  to 
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Minors  Act,  community  propeny  or  other  joint  ownership  arrBngements  between  a  husband  and  wife, 
and  trust  and  certain  other  arrangemenu  where  one  person  has  suhsuntially  all  of  the  beneficial 
ownership  interests  in  the  Debenture  during  his  lifetime.  Beneficial  interest  shall  include  the  power  to 
sell,  transfer  or  otherwise  dispose  of  a  Debenture  and  the  right  to  receive  the  proceeds  therefrom,  as  well 
as  interest  and  principal- payable  with  respea  thereto.    (Article  4). 

SobonliBatkM 

Payment  of  the  principal  of  (and  prenuum,  if  any)  and  interest  on  the  Debentures  shall  be 
subordinated  and  subject  to  the  prior  payment  in  full  of  all  Senior  Indebtedness  so  that  (a)  upon  any 
distribution  or  other  marshalling  of  the  asseu  of  the  Company,  whether  upon  dissolution,  liquidation, 
reorganization  or  receivership  proceedinp  or  otherwise,  no  payment  may  be  nude  in  respect  of  the 
Debentures  until  all  Senior  Indebtedness  shall  have  been  paid  in  full  or  duly  provided  for.  (b)  upon 
maturity  of  any  Senior  Indebtedness  by  lapse  of  time,  acceleration,  or  otherwise,  all  amounu  payable  in 
respect  of  such  Senior  Indebtedness  shall  be  paid  in  full  or  duly  provided  for  before  any  paymeno  may 
be  made  on  the  Debentures,  and  (c)  upon  the  happening  of  an  event  of  default  with  respect  to  any 
Senior  Indebtedness  permitting  the  holders  thereof  to  accelerate  the  maturity  thereof,  no  payment  shall 
be  made  with  respect  to  the  pnnapal  of  (or  premium,  if  any)  or  interest  on  the  Debentures  unless  and 
until  such  event  of  default  shall  have  been  cured  or  waived.    (Article  3). 

The  Indenture  defines  Senior  Indebtedness  to  mean  principal  of  and  interest  on  (including,  bat  not 
limited  to.  interest  accrumg  after  the  commencement  of  a  proceeding  arising  under  any  Bankniptcy 
Law)  (i)  any  liability  of  the  Company  whether  outstanding  on  the  date  hereof  or  hereafter  created  (a) 
for  money  borrowed,  or  (b)  evidenced  by  notes,  bonds  or  debentures  or  similar  instruments  (other  than 
the  Debentures),  or  (c)  in  connecuon  with  the  acquisition  of  a  business,  real  property  or  other  assets 
(except  inventory  or  similar  property  acquired  in  the  course  of  ordinary  conduct  of  the  acquiror's  usual 
business),  or  (d)  for  the  payment  of  money  relating  to  capitalized  lease  obligations,  or  (ii)  any  liability 
of  others  described  in  the  preceding  dsuse  (i)  which  is  guaranteed  or  assumed,  directly  or  indirectly 
(whether  by  guaranty,  endorsement  or  otherwise,  by  the  Company)  and  (iii)  all  renewals,  extensions, 
refunding!  and  other  modifications  of  any  such  indebtedness.  Notwithstanding  anything  to  the  contrary 
in  the  Indenture  or  the  Debentures.  "Senior  Indebtedness"  shall  not  include  any  indebtedness  whidi,  by 
iu  terms  or  the  terms  of  the  instrument  creating  or  evidencing  it,  provides  that  (i)  such  indebtedness  is 
not  senior  in  right  of  payment  to  the  payment  of  principal  of  and  interest  on  the  Debentures,  (ii)  such 
indebtedness  is  not  pah  passu  in  right  of  payment  with  all  other  Senior  Indebtedness  or  is  junior  in  right 
of  payment  io  Senior  Indebtedness  but  is  expressly  senior  in  right  of  payment  to  Subordinated 
Indebtedness  or  (iii)  such  indebtedness  is  subordinate  in  right  of  payment  to  or  pah  passu  with  the 
Debentures.  For  purposes  of  this  definition,  the  term  "Bankniptcy  Law"  means  title  1 1  of  the  VJS. 
Code  or  any  similar  Federal  or  sute  law  for  the  relief  of  debtors.  (Section  3.02).  "Senior  Indebted- 
ness"  specifically  includes  the  Company's  14>/<%  Senior  Subordinated  Notes  due  April  IS,  1995  and  any 
indebtedness  which  is  pah  passu  or  senior  in  right  of  payment  with  such  Senior  Subordinated  Notes. 
Senior  Indebtedness  was  approximately  SISO.134,000  at  December  31.  1987. 

The  Debentures  will  be  senior  to  the  Company's  Common  Stock  and  any  other  class  of  capital 
stock  that  the  Company  may  authorize  or  issue.  The  rights  of  the  Company  and  its  creditors  to 
participate  in  the  assets  of  any  of  the  Company's  subsidiaries  upon  liquidation  or  reorganization  of  a 
subsidiary  are  subject  to  the  pnor  claims  of  the  subsidiary's  creditors.  By  reason  of  the  subordination 
provisions,  in  the  event  of  bankruptcy  or  insolvency,  creditors  of  the  Company  who  are  not  holders  of 
Senior  Indebtedness,  including  the  Debentureholders,  may  recover  less,  ratably,  than  the  holders  of  the 
Senior  Indebtedness. 

Successor  Corporttioo 

The  Company  may  not  consolidate  with,  merge  into  or  transfer  all  or  substantially  all  of  its  assets 
to  another  corporation  unless  (i)  such  corporation  is  organized  under  the  laws  of  the  United  States  or 
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any  suu  thereof  or  the  District  of  Columbia:  (ii)  such  corporation  auuaies  by  suppiemenul  indenture 
all  the  obligations  of  the  Company  under  the  Debentures  and  the  Indenture:  and  (iii)  immediately  after 
such  transaction,  no  Default  exists.    (Section  6.01). 

E?eoo  of  Default 

The  Indenture  defines  the  following  as  "Events  of  Default"  with  respea  to  any  series  of  [>eben- 
tures:  (a)  failure  to  pay  interest  on  any  Debenture  of  such  series  for  30  days  after  becoming  due,  (b) 
failure  to  pay  pnncipal  (or  premium,  if  any)  with  respea  to  any  Debenture  of  such  series  when  due  at 
maturity,  upon  redemption,  or  by  declaration,  as  provided  in  the  Indenture,  (c)  failure  to  perform  any 
other  covenant  for  60  days  after  written  notice  specifying  the  default  and  requiring  the  Company  to 
remedy  such  default,  and  (d)  ceruin  evenu  of  insolvency  or  reorganization.    (Section  7.01). 

The  indenture  provides  that  the  Trustee,  within  90  days  after  the  occurrence  of  a  default,  shall  give 
the  Holders  of  the  Debentures  notice  of  all  uncured  defaults  known  to  it  (the  term  "default"  means  the 
above  specified  events  without  grace  periods):  provided,  that,  except  in  the  case  of  default  in  the 
payment  of  principal  (or  premiuir..  if  any)  or  interest,  the  Trustee  shall  be  protected  in  withholding  such 
notice  if  and  so  long  as  it  in  good  faith  determines  that  the  withholding  of  such  notice  is  in  the  interest  of 
the  Holders  of  the  Debentures.    (Section  8.05). 

If  an  Event  of  Default  shall  occur  and  be  continuing  with  respect  to  any  series  of  Debentures,  the 
Trustee,  in  its  discretion,  may.  and  at  the  written  request  of  Holders  of  a  majority  in  aggregate  pnncipal 
amount  of  the  outstanding  Debentures  of  the  series  (or,  of  all  the  outstanding  Debentures  in  the  case  of 
Events  of  Default  specified  in  clauses  (c)  and  (d))  and.  upon  being  indemnified  to  iu  satisfaction,  shall 
proceed  to  protect  and  enforce  its  nghts  and  the  rights  of  the  Holders  of  the  affeaed  Debentures.  If  an 
Event  of  Default  shall  occur  and  be  conunuing.  either  the  Trustee  or  the  Holders  of  at  least  25%  in 
aggregate  principal  amount  of  outstanding  Debentures  of  the  series  (or,  of  all  the  outstanding 
Debentures  in  the  case  of  Events  of  Default  specified  in  clauses  (c)  and  (d))  may  accelerate  the 
maturity  of  such  series  (or  of  all  outsunding  Debentures,  as  the  case  may  be).  Any  Event  of  Default 
with  respect  to  a  particular  senes  of  Debentures  may  be  waived  by  the  Holders  of  a  majority  in 
aggregate  principal  amount  of  the  outstanding  Debentures  of  such  series  (or  of  all  the  outstanding 
Debentures,  as  the  case  may  be),  except  in  each  case  a  failure  to  pay  principal  or  premium,  if  any,  or 
interest  on  such  Debenture.    (Sections  7.02.  7.03  and  7.04). 

Modification  and  Satisfaction  of  Indenture 

With  certain  exceptions  thai  permit  modification  of  the  Indenture  by  the  Company  only,  the 
Indenture,  the  rights  and  obligations  of  the  Company  and  the  rights  of  the  Holders  of  the  Debentures 
may  be  modified  by  the  Company  with  the  consent  of  Holders  of  not  less  than  a  majonty  in  aggregate 
pnncipal  amount  of  the  ouutanding  Debentures  of  all  senes  issued  under  the  Indenture  which  are 
aflfected  by  the  modification  (voting  as  one  class);  provided  that  the  Company  may  make  no  such 
modification  without  the  consent  of  the  Holder  of  each  Debenture  affected  thereby  if  such  modification 
would  (a)  change  the  suted  matunty  date  of  the  pnncipal  of,  or  any  insullment  of  interest  on.  any  such 
Debenture:  (b)  reduce  the  pnncipal  of  (or  premium,  if  any)  or  interest  on  any  such  Debenture:  (c) 
change  the  currency  of  payment  of  pnncipal  of  (or  premium,  if  any)  or  interest  on  any  such  Debenture; 
(d)  impair  the  right  to  institute  suit  for  the  enforcement  of  any  payment  on  or  with  respect  to  any  such 
Debenture:  (e)  reduce  the  above  suted  percenuge  of  Holders  of  outsunding  Debentures  necessary  to 
modify  the  Indenture:  (0  modify  the  foregoing  requiremenu  or  reduce  the  percenuge  of  any  such 
Debentures  necessary  to  waive  any  past  default:  (g)  subordinate  the  Debentures  to  any  indebtedness  of 
the  Company  other  than  Senior  Indebtedness  or  (h)  impair  the  right  to  request  payment  of  any  such 
Debentures  upon  events  described  under  "Limited  Right  of  Repayment  upon  Death"  above.  (Sections 
10.01  and  10.02). 
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Upon  eancellition  of  »11  the  Debentures  of  •  ieries.  or.  with  certain  UmitaiioM.  upon  the 
Company'*  depwit  with  the  Trustee  of  funds  (or  VS.  government  obligations)  lufficient  therefor,  the 
Company  may  satisfy  and  discharge  the  Indenture  with  respect  to  such  series.   (Section  9.01). 

Lioiited  Marketability 

The  Company  is  not  required  to  sell  any  minimum  aggregate  principal  amount  of  Debentures  or  of 
any  series  of  Debentures.  It  is  ualilcely  that  a  maricet  for  the  Debentures  will  exist  after  the  offering, 
and  any  secondary  maricet  which  might  develop  will  very  limited.  The  Debentures  will  not  be  listed  on 
any  securities  exchange  or  on  NASDAQ.  If  less  than  aU  of  the  Debentures  are  sold,  any  such  market 
may  be  even  more  limited.  The  issuance  of  the  Debentures  in  series,  each  of  limited  aggregau  principal 
amount,  further  inhibiu  the  development  of  a  market.  For  these  reasons,  it  will  be  difficult  to  resell  the 
Debentures  and  Holders  shall  not  expect  the  Company  to  repurchase  the  Debentures. 

Reports  to  DebentnreboMers 

The  Company  will  furnish  to  Debentureholden  annual  reports  containing  certified  financial 
statements  of  the  Company. 

Concerning  the  Trustee;  Paying  Agent  and  Registrar 

The  First  National  Bank  of  Cincinnati  is  the  Trustee  under  the  Indenture. 

The  Indenture  contains  certain  limiutions  on  the  right  of  the  Trustee,  should  it  become  a  creditor 
of  the  Company,  to  obuin  payment  of  claims  in  certain  cases,  or  to  realize  on  ceruin  property  received 
in  respect  of  any  such  claim  as  security  or  otherwise.  The  Trustee  will  be  permitted  to  engage  in  other 
transaaions;  however,  if  it  acquires  any  conflicting  interest  it  must  eliminate  such  conflict  or  resign. 
(Sections  8.10  and  8.11). 

The  holders  of  a  majority  in  principal  amount  of  all  ouutanding  Debentures  will  have  the  right  to 
direct  the  time,  method  and  place  of  conducting  any  proceeding  for  exercising  any  remedy  available  to 
the  Trustee,  provided  that  such  dire«ion  would  not  conflict  with  any  rule  of  law  or  with  the  Indenture, 
would  not  be  unduly  prejudicial  to  the  rights  of  another  Debentureholder,  or  would  not  involve  the 
Trustee  in  personal  liability.  (Se«ion  7.05).  The  Indenture  provides  that,  in  case  a  Default  shall  occur 
and  is  continuing,  the  Trustee  will  be  required  in  the  exercise  of  its  powers  to  use  the  degree  of  care  and 
skill  of  a  prudent  man  in  the  conduct  of  his  own  aff'airs.  Subject  to  such  provisions,  the  Trustee  will  be 
under  no  obligation  to  exercis:  any  of  its  rights  or  powers  under  the  Indenture  at  the  request  of  any  of 
the  Debeniureholders,  unless  ihey  shall  have  off'ered  to  the  Trustee  indemnity  satisfaaory  to  it. 
(Section  8.01). 

All  payments  of  principal  of  and  interest  on,  and  registration,  transfer,  exchange,  delivery 
(including  delivery  on  original  issuance  of  the  Debentures)  and  redemption  of,  the  Debentures  will  be 
effected  initially  by  the  Company  as  Paying  Agent  and  Registrar. 

Tax  Consequences  to  Dcbentureboldera 

Payments  received  by  holders  of  the  Debentures  are  accorded  the  same  tax  treatment  under  the 
Iniernal  Revenue  Code  of  1 986.  as  amended,  as  payments  received  on  other  taxable  corporate  bonds.  In 
general,  interest  accrued  and  paid  upon  the  unpaid  principal  balance  of  the  Debentures  from  time  to 
time,  and  original  issue  discount,  if  any,  should  be  taxed  as  ordinary  income.  Principal  payments  made 
on  the  Debentures  should,  to  the  extent  of  a  Debentureholder's  basis  in  the  Debentures,  be  treated  as  a 
return  of  capital.  Under  the  Internal  Revenue  Code  of  1986,  as  amended,  30%  (or  if  applicable,  the 
lower  tax  treaty  rate)  of  all  interest  payments  made  to  Debentureholders  who  are  non-resident  aliens  or 
foreign  corporations,  or  other  foreign  persons,  currently  are  subject  to  withholding  requirements  unless 
such  interest  is  effectively  connected  with  the  conduct  of  a  trade  or  business  in  the  United  States. 
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PLAN  OF  DISTRIBUTION 

The  Debentures  will  be  ofTered  for  sale  at  branches  of  Lincoln  Savings  and  Loan  Association,  by 
persons  who  are  full-time  etnployees  of  the  Company  or  an  affiliate  of  the  Company  lother  than  Lincoln 
Savings)  and,  subjea  to  the  receipt  of  certain  sute  regulatory  approvals,  at  the  offices  of  the  Company 
in  Phoenix,  Arixona.  In  addition,  subject  to  the  receipt  of  applicable  tute  regulatory  approvals,  the 
Company  may  send  notice  of  the  ofTering  of  any  series  of  Debentures,  or  a  copy  of  this  Prospectus  and 
the  supplemenul  prospenus  relating  to  such  series,  to  holders  of  other  securities  of  the  Company  and  its 
subsidianes  in  the  states  where  such  holders  reside.  No  person  involved  in  the  sale  of  the  Debentures 
will  be  compensated  in  connection  with  his  participation  by  the  payment  of  commissions  or  other 
remuneration  based  either  directly  or  indirectly  on  transactions  in  securities.  Any  such  penon  will 
primarily  perform,  or  will  be  intended  primahly  to  perform  at  the  end  of  the  off^ering,  subsuntial  duties 
for  or  on  behalf  of  the  Company  otherwise  than  in  connection  with  transactions  in  securities,  and  will 
not  have  been  a  broker  or  dealer,  or  an  associated  person  of  a  broker  or  dealer,  within  the  preceding  12 
months.  The  activities  of  the  persons  involved  in  the  offering  will  otherwise  comply  with  the  provisions 
of  the  Regulation  3a4-l  promulgated  under  the  Securities  Exchange  Act  of  1934,  as  amended,  which 
seu  forth  the  conditions  under  which  an  associated  penon  of  an  issuer  of  securities  will  not  be  deemed  to 
be  a  broker  solely  by  reason  of  his  participation  in  the  sale  of  the  securities  of  such  issuer. 

LEGAL  MATTERS 

The  legality  of  the  Debeniures  offered  hereby  will  be  passed  upon  for  ihe  Company  by  Kiye, 
Scholer,  Fierman.  Hays  &.  Handler.  425  Park  Avenue,  New  York,  New  York  10022.  Ceruin  legal 
matters  in  conneaion  with  the  offering  will  be  passed  upon  for  the  Company  by  Parker.  Milliken,  Clark. 
O'Hara  &  Samuelian,  333  South  Hope  Street.  Los  Angeles,  California. 

EXPERTS 

The  financial  sutements  of  American  Continental  Corporation  included  in  the  Company's  Annual 
Report  to  Shareholders  for  the  year  ended  December  3 1,  1987  have  been  examined  by  Arthur  Young  & 
Company,  independent  public  accoununu,  at  December  31,  1987  and  1986  and  for  the  yean  thea 
ended  and  by  Arthur  Andersen  it.  Co.,  independent  public  accoununu.  at  December  31.  1985  and  for 
the  year  then  ended,  as  set  forth  in  their  respective  reports  included  therein  and  incorporated  herein  by 
reference.  The  financial  sutements  referred  to  above  are  incorporated  herein  by  reference  in  reliance 
upon  such  reports  and  upon  the  authority  of  said  firms  as  experts  in  auditing  and  accounting. 
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PROSPECTUS  SUPPLEMENT 
(to  Prospectus  tilted  June  26.  1987) 

$20,000,000 

American  Continental  Corporation 

9'/i%  Subordinate  Debentures 

Series  G-2 

Due  January  1,  1989 


American  Continental  Corporation  (the  "Company")  is  offering  tlirectly  to  the  public  up  to  S20.000.000 
aggregate  principal  amount  of  its  9'/:%  Subordinate  Debentures.  Series  C-2.  due  January  I.  1989  (the  "Series  C-2 
Debentures"). 

Each  Series  G-2  Debenture  will  bear  interest  from  its  date  of  issue  (the  date  on  which  payment  of  the 
purchase  price  for  such  Series  G-2  Debenture  is  received  by  the  Company)  at  the  rate  of  9'/:%  per  annum,  payable 
monthly  on  the  28th  day  of  each  month,  commencing  with  the  28th  day  of  the  calendar  month  following  the  month 
in  which  such  Series  G-2  Debenture  is  purchased  from  the  Company. 

The  Series  G-2  Debentures  will  be  redeemable  at  the  option  of  the  Company,  in  whole  or  in  part,  commencing 
July  I.  1988  at  a  redemption  price  equal  to  100%  of  principal  amount  together  with  accrued  interest. 

See  "Description  of  Debentures— Redemption  at  the  Option  of  the  Company"  in  the  Prospectus. 

The  Series  G-2  Debentures  will  be  subordinated  to  the  Company's  Senior  Indebtedness  (as  defined  in  the 
Indenture),  which  was  approximaiely  S252. 350.000  at  December  31.  1986.  and  will  rank  pari  passu  with 
Subordinated  Indebtedness  of  the  Company  (as  defined  in  the  Indenture),  which  was  approximately  S2.496.000  at 
December  31.  1986.  The  Indenture  under  which  the  Series  G-2  Debentures  are  to  be  issued  does  not  limit  the 
amount  of  Senior  Indebtedness  the  Company  may  incur.  The  Series  G-2  Debentures  will  be  sold  in  minimum 
denominations  of  SI. 000.    See  "Description  of  Debentures"  in  the  Prospectus. 

Subject  to  the  receipt  of  applicable  state  regulatory  approvals,  the  Company  may  send  notice  of  the  ofTering  of 
one  or  more  series  of  the  Subordinate  Debentures,  or  a  copy  of  the  Prospectus  and  the  Prospectus  Supplement(s) 
relating  to  such  series,  to  holders  of  other  securities  of  the  Company  and  its  subsidiaries  in  the  states  where  such 
holders  reside.    See  "Plan  of  Distribution"  in  the  Prospectus. 

THESE  SECURITIES  HAVE  NOT  BEEN  APPROVED  OR  DISAPPROVED  BY  THE  SECURITIES  AND 

EXCHANGE  COMMISSION  NOR  HAS  THE  COMMISSION  PASSED  UPON  THE  ACCURACY 

OR  ADEQUACY  OF  THIS  PROSPECTUS.  ANY  REPRESENTATION  TO  THE  CONTRARY 

IS  A  CRIMINAL  OFFENSE. 

THE  DEBENTURES  BEING  OFFERED  ARE  THE  SOLE  OBLIGATION  OF  THE  COMPANY  AND  ARE 

NOT  BEING  OFFERED  AS  SAVINGS  ACCOUNTS  OR  DEPOSITS  AND  ARE  NOT  INSURED  BY  THE 

FEDERAL  SAVINGS  AND  LOAN  INSURANCE  CORPORATION. 


Pric*  10 


lo  Cenpaayili 


Per  Debenture lOO'J         |  -0-  i         100% 

Maximum  Total  Series  G-2  Debeniuresi  I ) $20,000,000    i  -0-  !    $20,000,000 


(1)  There  is  no  minimum  amount  ol  Series  G-2  Debentures  required  to  be  sold  by  the  Company. 

(2)  Before  deducting  expenses  payable  bv  the  Companv  in  connection  with  the  Series  G-2  Debentures,  estimated 
to  be  $25,000  -     - 

This  Prospectus  Supplement  does  not  contain  complete  information  about  the  offering  of  the  Series  G-2 
Debentures.  Additional  information  is  contained  in  the  Prospectus  and  purchasers  are  urged  to  read  both  the 
Prospectus  and  the  Prospectus  Supplemeni  in  full  Sales  of  ihc  Series  C-2  Debentures  may  not  be  coitsummated 
unless  the  purchaser  has  receited  both  the  Prospectus  and  this  Prospectus  Supplement.  The  Series  G-2  Debentures 
constitutes  a  separate  series  of  $200,000,000  authorized  issue  of  Subordinate  Debentures  expected  to  be  offered 
from  time  to  time  by  the  Company. 

The  date  of  this  Prospectus  Supplement  is  November  30.  1987. 
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No  dealer,  talcsmia  or  inv  other  peraon  has  been 
authorizeil  lo  (ite  sny  informaiion  or  to  nuke  any 
repreMiiuiion  other  than  those  conuined  in  this  Pro- 
spectus Supplement  and  the  accompcnying  Prospectus 
and,  if  gi'cn  or  made,  such  representations  must  not  be 
relied  upon  as  having  been  authorized  by  the  Company. 
This  Prospectus  Supplement  and  the  accompanying 
Prospectus  do  not  constitute  an  offer  or  solicitation  by 
anyone  in  any  state  in  which  such  offer  or  solicitation 
is  not  authorized  or  in  which  the  person  making  such 
offer  or  solicitation  is  not  qualified  to  do  so,  or  lo  any 
person  to  whom  it  is  unlawful  to  make  such  offer  or 
solicitation.  Neither  the  delivery  of  this  Prospectus 
Supplement  and  the  accompanying  Prospectus  nor  any 
sales  made  hereunder  shall,  under  anv  circumstances, 
create  any  implication  that  there  has  been  no  change  in 
the  affairs  of  the  Company  smcr  the  dace  of  the  Pro- 
spectus Supplement. 
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EXHIBIT. 


PURCHASE  AGREEMENT 

AMERICAN  CONTINENTAL  CORPORATION 

SUBORDINATE  DEBENTURES 

SERIES  A-H 


Principal  Amount: 
Interest  Rate: 
Date  of  Purchase: 
Due  Date: 
Ref  No: 


t75.000.00 

12.000X 

JANUARY  20.. 1988 

FEBRUARY  1..1993 


By  signing  this  Purchase  Agreement,  the  undersigned  ("Purchaser")  hereby - 
purchases  the  Subordinate  Debentures  of  American  Continental  Corporation  In  the 
Series  and  amount,  and  with  the  interest  rate  and  maturity  shown  above.  Purchaser 
acknowledges  receipt  of  the  Prospectus  and  Prospectus  Supplement  relating  to  the 
Subordinate  Debentures  and  the  latest  Annual  Report  and  Form  10-Q  of  American 
Continental  Corporation  and  authorizes  payment  of  interest  pursuant  to  instructions 
given  t)elow. 


Debentures  to  be  Registered  in  Name(s)  of: 


Tax  ID  No.:  155-22-9608 

Payment  of  Interest: 


Signature  o(  Purchaser 
71H  997-3619 


Signature  of  Purchaser 


ACCEPTANCE  OF  PURCHASE 


American  Continental  Corporation  accepts  the  Purchase  of  the  Principal  Amount 
of  Debentures  shown  hereon. 


American  Continental  Corporation 


Authorized  Representative 
71H  7J0-02H3 
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RECEIPT 
AMERICAN  CONTINENTAL  CORPORATION 


SUBORDINATE      DEBENTURE     SERIES      A  — -4 
AT      12-000%      DUE      FEBRUARY  ±,       1993 

PURCHASE      AMOUNT  *7'5  /  OOO  -  OO 

0108   026   1464   0004   041    11:39   AM   01/20/88 
REF  NO     026-7000153 
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Mr.  DiNGELL.  Thank  you  for  being  with  us. 

Ms.  Hill. 

Ms.  Hill.  Mr.  Chairman,  I  am  available  here  today  to  answer 
any  questions  that  you  may  have  or  any  other  members  of  the 
panel  may  have. 

Mr.  DiNGELL.  We  thank  you  for  that. 

Mr.  Hodgman. 

TESTIMONY  OF  WILLIAM  W.  HODGMAN 

Mr.  Hodgman.  Thank  you,  Mr.  Chairman  and  members  of  the 
subcommittee.  Thank  you  for  allowing  me  to  appear  today. 

I  am  a  Deputy  District  Attorney  for  the  County  of  Los  Angeles 
and  I  was  the  lead  prosecutor  in  the  California  State  criminal  pro- 
ceedings brought  against  Charles  H.  Keating,  Jr.  It  is  from  this 
perspective,  based  upon  my  experience  in  prosecuting  the  Keating 
case  that  I  present  my  statement  to  this  subcommittee. 

Charles  Keating  and  three  other  defendants  were  indicted  in 
September  of  1990  and,  following  4V2  months  of  jury  trial,  Keating 
was  convicted  on  December  4th,  1991,  of  17  counts  of  securities 
fraud  in  violation  of  California  Corporations  Code  25401  which  pro- 
hibits misrepresentations  and  omissions  of  material  facts  in  the 
sale  of  securities.  On  April  10,  1992,  Keating  was  sentenced  to 
serve  10  years  in  the  California  State  Prison  System,  the  maximum 
imprisonment  permitted  by  law  for  the  offenses  for  which  he  was 
convicted. 

The  toll  caused  by  Keating's  criminality  upon  over  17,000  south- 
ern Californians  who  collectively  lost  over  $252  million  was  cruel 
indeed.  Thousands  of  victims,  many  elderly  and  retired,  were  mis- 
led or  outright  defrauded  of  their  hard-earned  savings  as  well  as 
painfully  robbed  of  their  dignity  at  a  time  in  their  lives  when  most 
of  these  victimized  individuals  did  not  have  the  means  to  earn 
money  to  replace  what  they  had  lost.  Many  were  forced  to  radically 
change  their  lifestyles  and  alter  their  expectations  for  how  they 
were  to  live  out  their  remaining  years.  Money  that  had  been  set 
aside  for  grandchildren's  college  educations  was  lost  and  parents 
were  forced  to  move  in  with  their  adult  children  because  they  had 
lost  the  financial  ability  to  support  themselves.  Tragically,  other 
victims  ended  their  lives  by  committing  suicide  because  they  had 
lost  everything,  including  hope,  as  a  result  of  these  deceptions. 

The  Keating  saga  dates  back  to  1984  when  Keating's  Phoenix- 
based  parent  company,  American  Continental  Corporation,  pur- 
chased Lincoln  Savings  and  Loan  in  southern  California.  In  late 
1986,  as  government  regulators  began  to  restrict  Keating's  pre- 
viously unfettered  ability  to  directly  invest  the  deposits  of  Lincoln 
Savings  and  Loan,  Keating  directed  the  commencement  of  a  new 
money  making  scheme.  Advised  by  what  his  trial  counsel  called 
"the  best  lawyers  money  could  buy,"  Keating  directed  the  sale  of 
parent  company  debentures  to  be  sold  in  leased  space  in  the  lobbies 
of  its  subsidiary,  Lincoln  Savings  and  Loan.  Because  of  a  lawfully 
allowed  owner-issuer  exemption,  traditional  safeguards  for  the  in- 
vestor in  the  marketing  of  securities  were  not  present.  For  exam- 
ple, the  bondsellers  were  not  required  to  be  trained  and  tested  li- 
censed brokers,  no  independent  examination  by  an  underwriter  re- 


80-222  0 -94 -5 


126 

garding  the  security  of  the  bonds  was  conducted,  and  the  bonds 
could  not  be  resold  in  a  secondary  market  like  shares  of  stock. 

Most,  but  not  all,  of  the  marketing  of  the  ACC  junk  bonds  com- 
plied with  then  existing  regulations  and  laws  governing  the  issu- 
ance and  sale  of  securities.  However,  it  was  clear  from  the  evidence 
presented  at  trial  that  Keating  fully  intended  to  "push  the  edge  of 
the  envelope"  with  regard  to  commingling  the  marketing  of  the 
bonds  and  the  banking  business.  The  primary  interest  was  to  "sell, 
sell,  sell  the  bonds  rather  than  protect  the  interests  of  the  inves- 
tor. 

The  manner  in  which  the  bonds  were  sold  to  the  individual  bond 
purchasers  followed  a  general  pattern.  A  longtime  customer,  often 
a  retiree,  of  Lincoln  Savings  and  Loan  would  go  to  their  local  Lin- 
coln branch  to  roll  over  an  insured  certificate  of  deposit  as  it  was 
due  to  mature.  For  many  of  the  customers,  going  to  the  Lincoln 
branch  was  a  social  event  and  more  than  just  a  visit  to  the  bank. 
The  customer  and  the  teller  would  know  each  other  on  a  first  name 
basis.  Many  bond  purchasers  testified  to  the  feeling  of  security  they 
had  in  going  to  their  local  Lincoln  branch,  a  feeling  inspired  as 
much  by  the  FSLIC  symbol  on  the  door  of  the  branch  as  by  the  per- 
sonal trust  the  customer  placed  in  the  employees  of  Lincoln.  At  the 
teller's  window,  the  customer  would  be  directed  to  the  ACC  desk 
in  the  lobby  of  the  branch  if  they  desired  to  earn  a  percentage  point 
or  two  over  and  above  the  interest  rate  offered  on  the  insured  CD 
accounts. 

Typically,  ACC  leased  an  area  10  by  10  feet  square  in  the  Lin- 
coln lobby,  and  it  was  in  this  area  that  the  bond  desk  would  be 
placed.  The  distinction  between  ACC  and  Lincoln  was  deliberately 
blurred  in  several  respects.  Keating  had  directed  that  Lincoln's  logo 
be  changed  from  the  Lincoln  head  profile  design  to  one  that  was 
identical  with  the  ACC  symbol.  Also,  the  bondseller  sitting  at  the 
ACC  bond  desk  area  of  carpet  leased  by  ACC  was  typically  an  indi- 
vidual who  the  customer  was  accustomed  to  seeing  behind  the  tell- 
er window  as  a  Lincoln  employee. 

The  typical  bondseller  was  a  young,  pleasant  individual  who  was 
very  enthusiastic  about  the  product  and  who  had  very — and  who 
had  little  experience  in  securities,  finance,  or  investment.  Based 
upon  the  verbal  representations  of  the  bondsellers,  the  customer 
was  led  to  believe  that  the  ACC  bonds  were  a  safe,  secure  and  in- 
sured investment.  In  truth,  they  were  not  and  the  riskiness  inher- 
ent in  the  bonds  became  more  and  more  pronounced  over  the  life 
of  the  bond  program  (December  1986  through  February  1989)  and 
as  the  financial  condition  of  ACC  steadily  deteriorated.  The  typical 
Lincoln  customer  who  became  an  ACC  investor  did  so  without 
knowing  they  were  exchanging  their  investment  in  an  insured  CD 
account  for  one  in  uninsured  junk  bonds. 

Regulations  required  that  each  investor  in  the  ACC  bonds  be  pro- 
vided a  prospectus  describing  the  bonds.  As  was  demonstrated  at 
trial,  the  providing  of  a  prospectus  proved  to  be  an  inadequate 
meaningful  safeguard  for  the  investor.  Generally,  the  prospectus 
was  given  to  the  purchaser  almost  as  an  afterthought  after  the 
sales  pitch  had  been  made  and  the  purchase  transaction  had  been 
completed. 
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Even  when  the  victimized  purchaser  did  receive  a  prospectus,  the 
prospectus  failed  to  adequately  warn  the  investor  in  plain,  clear 
language  about  the  risks  inherent  in  the  bonds.  The  bond  pur- 
chasers who  testified  at  trial  did  not  understand  what  was  printed 
in  the  prospectus.  For  many,  the  prospectus  was  filled  with  largely 
incomprehensible  legalese.  For  those  Latino  bond  purchasers  who 
spoke  or  read  little  English,  the  providing  of  a  prospectus  was  even 
more  of  a  futile  gesture. 

The  individuals  who  sold  the  bonds  who  testified  at  trial  state 
that  they  found  the  prospectus  to  be  so  long  and  confusing  that 
they  failed  to  understand  what  it  stated  and  that  it  put  them  to 
sleep  during  their  attempts  to  read  it.  Even  a  professor  in  finance 
at  UCLA  called  by  the  prosecution  as  an  expert  witness  to  explain 
the  contents  of  representative  ACC  prospectuses  testified  that  he 
did  not  know  the  Latin  expression  "in  parri  passu"  contained  in  the 
text  of  the  prospectus  and  that  he  had  to  resort  to  reference  books 
to  understand  its  meaning. 

Importantly,  a  key  conclusion  derived  from  the  evidence  pro- 
duced at  trial  was  that  the  bond  buyers  did  not  rely  on  the  prospec- 
tus in  purchasing  the  bonds;  rather,  they  relied  on  what  they  were 
told  about  the  bonds  by  the  bond  sellers.  At  trial,  Ray  Fidel — the 
former  president  of  Lincoln  Savings  and  Loan,  the  former  director 
of  the  bond  marketing  program,  and  the  individual  who  terminated 
the  bond  program  in  February  1989 — testifies  as  follows  in  re- 
sponse to  my  question  to  him  about  what  really  sold  the  bonds: 

Two  important  things  I  think  were  the  primary  factors  in  the  sale  of  bonds.  The 
first  would  have  been  our  people.  Building  a  relationship  with  the  customer  and 
having  that  rapport  and  that  trust  on  an  ongoing  basis.  The  second  is  our  verbal 
representations  to  the  customers  about  the  track  record  and  safety  behind  American 
Continental  Corporation. 

As  a  consequence  of  the  reliance  the  bond  purchasers  placed 
upon  the  verbal  representations  of  the  bond  sellers,  sophisticated 
and  unsophisticated  investors  alike  were  misled  and,  in  some 
cases,  defrauded.  Furthermore,  Fidel  testified  that  ACC  had  lists 
of  Lincoln  depositors  who  had  CD's  due  to  mature  and  that  these 
individuals  were  aggressively  targeted  in  the  ACC  marketing  cam- 
paign for  the  bonds. 

The  lessons  of  the  Keating  trial  merit  careful  and  serious  consid- 
eration by  the  subcommittee.  Based  upon  the  evidence  that  was 
produced  at  trial  and  accepted  by  the  jury  as  the  basis  for  finding 
Keating  criminally  responsible  for  the  fraud  that  was  perpetuated 
in  the  sale  of  the  ACC  bonds  in  the  lobbies  of  Lincoln  Savings  and 
Loan  and  later  the  ACC  bond  offices,  whatever  safeguards  that 
were  present  in  the  marketing  of  the  ACC  bonds  were  not  adequate 
to  meaningfully  protect  the  investor. 

As  was  testified  to  at  trial,  everything  in  the  ACC  bond  market- 
ing scheme,  while  generally  in  compliance  with  regulations  and  the 
law,  was  designed  to  "sell,  sell,  sell  bonds."  With  that  design  in 
mind,  concerns  of  potential  investors  were  minimized,  the  lack  of 
insurance  blurred,  and  perhaps  most  importantly  the  traditional 
image  of  the  savings  and  loan  was  used  to  facilitate  the  purchase 
of  securities  that  normally  would  not  have  been  bought. 

Thank  you,  Mr.  Chairman.  I  would  be  happy  to  answer  any  ques- 
tions that  the  committee  might  have. 
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Mr.  DiNGELL.  Mr.  Hodgman,  you  have  given  us  a  very  powerful 
statement.  We  thank  you  both  for  your  presence  and  your  assist- 
ance. 

Mr.  Simon,  thank  you  for  being  here  with  us  today,  too.  We  rec- 
ognize you. 

TESTIMONY  OF  LEONARD  B.  SIMON 

Mr.  Simon.  Thank  you. 

I  would  like  to  thank  the  chairman  and  the  members  of  the  sub- 
committee for  inviting  me  to  be  here  today.  My  name  is  Leonard 
Simon.  I  am  a  partner  in  the  law  firm  of  Milberg,  Weiss,  Bershad, 
Hynes  &  Lerach.  I  am  in  San  Diego,  California. 

The  people  you  have  heard  from  so  far  this  morning  have  told 
you  about  the  efforts  to  put  Mr.  Keating  in  jail.  My  role  in  this 
matter  was  an  effort  to  put  money  back  in  the  pockets  of  the  vic- 
tims of  Mr.  Keating's  fraud.  I  was  co-lead  counsel  along  with  Jo- 
seph Kachet  of  Burlingame,  California,  for  the  class  of  investors 
who  sued  Mr.  Keating  and  nearly  100  other  persons  or  entities  in 
a  civil  fraud  suit  brought  under  the  securities  laws  and  the  rack- 
eteering laws  aimed  at  returning  as  much  of  these  investments  as 
possible  to  the  victims  of  this  fraud. 

Many  of  the  people  who  were  victims  of  this  fraud  are  elderly 
people  who  live  in  southern  California.  Many  of  them  lost  their  life 
savings. 

Over  $288  million  was  lost  by  individual  citizens  as  a  result  of 
Mr.  Keating's  activities  and  the  activities  of  others  when  American 
Continental  and  Lincoln  Savings  collapsed  in  April  of  1989.  We 
have  recovered  thus  far  in  this  litigation  over  240  million  out  of 
that  $288  million  in  losses.  All  by  way  of  settlements. 

We  have  also  obtained  a  verdict  for  $1.2  billion,  and  we  are  in- 
volved in  efforts  to  attempt  to  collect  some  or  all  of  that  verdict 
from  Mr.  Keating  or  from  the  handful  of  others  who  did  force  the 
case  to  a  full  trial  and  a  jury  resolution. 

The  recovery  in  this  case  does  not  undermine  in  any  way  the  les- 
sons to  be  learned  from  Lincoln  Savings  and  the  dangers  of  allow- 
ing banks  and  securities  institutions  to  intermingle  their  activities. 
Litigation,  unfortunately,  will  not  always  bring  these  kinds  of  re- 
coveries and  I  applaud  the  efforts  of  the  subcommittee  to  look  at 
the  root  cause  of  the  problem  and  attempt  to  avoid  the  next  Lincoln 
Savings  rather  than  to  leave  it  to  us  and  leave  it  to  the  civil  system 
to  attempt  to  bring  a  recovery. 

We  will  try  to  do  it  every  time  it  happens,  but  we  would  much 
rather  have  you  avoid  it  for  these  people.  This  was  a  devastating, 
tragic  loss  for  our  clients  in  this  case. 

By  way  of  background,  let  me  explain  that  there  were  two  types 
of  investors  in  the  American  Continental  Lincoln  Savings  combine. 
The  first  category  is  the  category  you  hear  about  a  lot  and  you  will 
hear  about  for  almost  the  remainder  of  my  remarks.  And  they  are 
people  who  bought  the  subordinated  debentures  of  American  Con- 
tinental. They  are  mostly  elderly  people.  They  are  mostly  in  south- 
ern California,  and  they  purchased  their  debentures  or  bonds  at 
Lincoln  Savings  branches  or  at  American  Continental  offices  next 
door.  They  were  referred  to  in  internal  Lincoln  documents  as  "the 
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weak,  the  meek  and  the  ignorant."  That  document  is  attached  to 
my  written  statement  as  Exhibit  1. 

The  second  category  of  investors,  just  for  sake  of  clarity,  let  me 
explain,  is  there  were  people  who  invested  in  American  Continental 
in  the  more  traditional  securities  investment  way.  They  bought 
common  stock,  they  bought  senior  debentures,  they  bought  convert- 
ible securities  through  their  brokers.  Those  people  also  lost  money. 
Those  people  were  also  part  of  our  case  and  made  a  recovery.  And 
those  people  also  were  defrauded  in  the  sense  that  the  securities 
they  bought  were  issued  pursuant  to  financial  statements  which 
were  fraudulent,  and  that  is  more  of  what  I  would  call  a  garden 
variety  securities  fraud  case  that  could  occur  with  any  company  in 
any  business,  high  tech,  biotech,  heavy  manufacturing,  in  which  a 
company  sells  its  securities  on  false  pretenses. 

I  could  talk  about  that  for  a  long  time,  but  that  is  not  the  pur- 
pose of  this  hearing.  And  I  want  to  focus  on  the  former  group,  the 
people  who  walked  into  a  Lincoln  Savings  branch  looking  for  a  fed- 
erally insured  deposit  instrument  and  walked  out  of  a  Lincoln  Sav- 
ings branch  with  something  very  different,  a  junk  bond,  a  subordi- 
nated debenture,  sometimes  called  a  bond,  quite  properly  described 
as  a  junk  bond,  a  totally  noninvestment-grade  bond,  no  different 
than  the  type  that  Michael  Milken  was  peddling  to  other  people. 

The  stories  of  every  investor  are  a  little  different.  But  there  are 
many,  many  common  threads  and  that  is  what  I  would  like  to  focus 
on. 

The  people  who  bought  these  bonds  had  typically  banked  with 
Lincoln  Savings  for  many,  many  years,  most  predating  the  exist- 
ence of  Mr.  Keating.  The  savings  and  loan  was  there  for  a  long 
time.  And  they  thought  of  Lincoln  Savings  as  the  savings  and  loan 
or  the  bank  down  the  street.  They  thought  of  it  as  a  place  to  put 
your  safe  money,  your  retirement  money,  the  money  you  could  not 
lose.  And  it  was  a  building  that  they  associated  with  that  type  of 
an  investment. 

These  were  not  people  who  bought  junk  bonds  from  their  bro- 
kers. These  were  not  people  who  bought  growth  stocks  from  their 
brokers.  Many  of  them  had  no  other  securities. 

In  many  cases,  the  victims  had  a  certificate  of  deposit  at  Lincoln 
Savings  which  was  about  to  mature.  And  they  would  approach  Lin- 
coln Savings  and  discuss  the  fact  that  the  certificate  was  about  to 
mature  and  discuss  rolling  it  over,  so  to  speak.  Or  Lincoln  Savings 
employees  would  call  them  and  say,  Mrs.  Jones,  your  2-year  certifi- 
cate of  deposit  is  about  to  mature,  would  you  like  to  roll  it  over? 

As  soon  as  they  got  an  affirmative  response  to  that,  an  effort 
would  be  made  to  switch,  to  switch  the  investor  from  the  insured 
certificate  of  deposit  to  the  uninsured  subordinate  debenture.  And 
the  investor  would  be  told,  it's  just  like  a  CD  but  it  pays  a  little 
more  interest.  Those  were  the  words  that  separated  my  clients 
from  their  life  savings. 

Questions  about  insurance,  questions  about  FSLIC,  questions 
about  safety  were  cleverly  finessed.  Flat  lies  tended  to  be  avoided. 
People  would  not  say,  yes,  it's  insured  by  FSLIC.  People  would  talk 
around  the  issue.  A  clever,  fast-talking  25-  to  35-year-old,  well- 
trained,  attractive  sales  person  would  charm  a  75-year-old  retiree 
into  not  following  up  on  the  crucial  question  and  would  talk  about 
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the  billions  of  dollars  in  assets  that  ACC  had  and  would  use  like 
"secured"  and  "safe"  rather  than  answering  questions  about  wheth- 
er the  securities  were,  in  fact,  FSLIC  insured,  which  they  were  not. 

I  would  like  to  focus  on  some  of  the  key  details  of  the  sales  which 
I  apologize  if  I  repeat  anything  that's  been  said.  We're  all  talking 
about  the  same  tragedy,  but  let  me  try  to  avoid  repeating  it. 

Location  of  the  sale.  I  think  location  of  the  sale  was  crucial.  As 
you  have  heard,  these  bonds  were  sold  originally  in  Lincoln  Sav- 
ings branches.  They  were  not  instruments  of  Lincoln  Savings;  they 
were  instruments  of  the  parent  company,  American  Continental 
Corporation,  but  they  were  sold  in  the  branch  at  a  desk.  It  would 
be  as  if  this  table  were  owned  by  a  different  subcommittee  or  a  dif- 
ferent committee  of  Congress  and  we  took  the  position  that  at  this 
table  we  did  the  business  of  the  Appropriations  Committee,  but  we 
didn't  put  a  sign  up  and  tell  anyone  that. 

And  there  was  a  desk  in  a  federally  insured  savings  and  loan 
with  emblems  of  the  FSLIC  all  around  the  federally  insured  sav- 
ings and  loan.  And  at  that  desk,  they  did  uninsured,  non-FSLIC 
nonbanking  business. 

When  the  State  regulators — the  Federal  regulators  never  did  a 
thing  about  this.  When  the  State  regulators  decided  that  was  a  bad 
idea,  they  forced  them  to  move  out  of  the  branches,  and  so  they 
did.  They  moved  next  door,  they  moved  across  the  hall,  they  moved 
around  the  corner  of  a  shopping  mall.  But,  again,  they  set  up  the 
space  so  that  a  teller  could  very  easily  say  to  Mrs.  Jones  who 
walked  in  there  to  roll  over  her  CD,  if  you'll  just  walk  through  that 
door  and  down  that  carpeted  hallway  and  see  Mr.  Smith,  he  can 
take  care  of  you.  Or  Mr.  Smith  would,  in  fact,  come  out  and  Mrs. 
Jones  and  walk  her  down  the  hallway  into  the  other  area.  So  I 
think  a  physical  separation  is  a  crucial  issue. 

Again,  I  have  attached  to  my  materials  an  advertisement  from 
the  Los  Angeles  Times.  It's  an  advertisement  for  these  junk  bonds. 
It  says,  "Visit  our  representatives  at  any  Lincoln  Savings."  "At  any 
Lincoln  Savings."  And  that  is  clearly  the  message  that  was  being 
delivered,  that  these  bonds  were  being  sold  at  Lincoln  Savings, 
whether  it  was  a  desk  in  the  middle  of  the  lobby  or  it  was  an 
anteway,  alcove  next  door,  it  was  treated  as  "at  Lincoln  Savings." 
And  that  is  a  matter  that  the  subcommittee  should  carefully  con- 
sider in  terms  of  how  to  deal  with  Mellon  or  Dreyfus  or  anyone 
coming  down  the  road. 

Another  issue  which  has  been  touched  on  is  personnel  and  cross- 
selling.  These  elderly  people  were  being  cross-sold  these  bonds  by 
bank  tellers  they  had  dealt  with  for  months,  years,  or  in  some 
cases  decades.  Ajid  it  was  just  impossible  for  them  to  distinguish 
that  these  people  were  wearing  a  different  hat,  were  playing  a  dif- 
ferent role  today. 

There  was  no  separation  between  Lincoln  and  ACC  because  it 
was,  frankly,  Mr.  Jones  who  had  always  taken  their  deposits  and 
put  them  in  a  federally  insured  account  or  had  guided  them  to  a 
certificate  of  deposit,  federally  insured.  One  day,  the  same  Mr. 
Jones  guided  them  into  an  uninsured  deposit.  And  it  was  just  be- 
yond their  ability  to  understand  how  this  could  have  happened. 

Next  point,  efficacy  of  the  warnings  in  a  prospectus.  I  have  at- 
tached the  prospectus  as  Exhibit  5  to  my  remarks.  You've  already 
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heard  about  it.  It  does  say,  in  bold  face,  on  the  first  page,  that 
these  debentures  are  uninsured. 

All  I  can  tell  you  is  that  hundreds  of  the  most  honest  and  genu- 
ine senior  citizens  in  this  country  have  met  with  us,  have  testified 
in  our  trial,  have  testified  before  other  committees  of  this  Congress, 
have  testified  in  Ms.  Hill's  trial  and  Mr.  Hodgman's  trial,  and  they 
routinely  say,  and  their  testimony  was  accepted  by  juries,  that  they 
did  not  understand  that  these  debentures  were  uninsured. 

They  were  presented  with  a  50-page,  fine  print  prospectus.  And 
as  nice  as  it  is  to  say  that  this  warning  was  contained  on  the  first 
page,  a  50-page,  fine  print  prospectus  simply  intimidates  someone 
who  is  75  years  old  who  is  unsophisticated  financially,  who  may 
have  never  purchased  a  security  before  and  who  trusts  the  person 
he  does  business  with. 

I  think  the  lesson  to  be  learned  is  that  a  prospectus  will  not  cure 
this  problem. 

Mr.  DiNGELL.  I  don't  normally  interrupt,  but  I  note  here  attached 
also  to  your  statement,  and  without  objection  the  entirety  of  the 
appendices  that  you  have  been  referring  to  will  be  inserted  in  the 
record.  But  on  the  letterhead  of  Lincoln  Savings,  on  your  Exhibit 
1,  at  the  end  appears  this  wonderful  point.  There  are  13  points. 
And  number  13  says  this:  "Always  remember  the  weak,  meek  and 
ignorant  are  always  good  targets." 

Mr.  Simon.  That  is  the  attitude  of  the  people  that  we  dealt  with 
in  this  case.  And,  unfortunately,  I  think  that  without  some  kind  of 
different  regulation — we're  never  going  to  eliminate  those  kinds  of 
people  from  the  world.  But  without  stronger  protection  for  people, 
we  are  making  it  easier  for  people  who  would  think  like  that  to 
prey  upon  the  citizens  of  this  country. 

There  is  another  statement,  another  interesting  document  in  the 
package,  Mr.  Chairman.  If  you  looked  at  Exhibit  4  attached  to  my 
materials,  you  will  also  see  what  they  call  a  verification  of  deposit. 
And  at  the  top  of  it  it  says  Lincoln  Savings.  And — which  is  a  sav- 
ings and  loan.  It  uses  the  word  "deposit"  which  sounds  like  a  de- 
posit to  any  of  us,  I  think,  it  would  sound  like  a  deposit. 

But  if  you  look  at  the  listed  deposits,  the  first  one  is  a  savings 
account.  That's  perfectly  all  right.  And  the  next  two  are  these  sub- 
ordinate debentures  or  junk  bonds. 

So  Lincoln  was  using  bookkeeping  and  computerized  records  and 
confirmations  it  was  sending  out  to  my  clients  to  further  convince 
them  this  was  all  the  same,  that  part  of  it  was  Lincoln  and  part 
of  it  was  ACC  but  it  was  all  one  big  package,  it  was  all  one  big 
company,  and  they  were  all  deposits. 

And  when  you  combine  the  word  "deposit"  with  the  words  "sav- 
ings and  loan,"  I  think  you  deliver  an  unmistakable  message  to  the 
purchaser  that  he  or  she  is  getting  an  insured  instrument. 

Another  crucial  issue  is  the  ease  of  transfer.  An  investor  could 
walk  into  a  Lincoln  Savings  branch,  fill  out  a  form,  not  write  a 
check,  not  turn  over  any  cash,  and  simply  switch  his  or  her  money 
from  an  insured  to  an  uninsured  instrument.  And  that  seems, 
again,  to  have  been  crucial.  People  hardly  knew  they  had  done  any- 
thing. They  had  taken  their  life  savings,  whether  it  was  $10,000 
or  $50,000  or  more  and  they  had  moved  it  from  an  insured  account 
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to  an  uninsured  account  in  the  blink  of  an  eye,  and  they  did  not 
know  they  had  even  done  anything  significant. 

To  them  it  was  no  different  than  switching  from  checking  to  sav- 
ings or  from  savings  to  a  2-year  certificate  of  deposit.  It  was  a 
minor  modification  of  their  arrangement  with  a  federally  insured 
bank.  And  it  was  a  disaster  for  them. 

Mr.  DiNGELL.  As  manifested  by  this  "verification  of  deposit"  men- 
tioned in  your  Exhibit  Number  4? 

Mr.  Simon.  Yes,  sir. 

Had  they  had  to  withdraw  their  life  savings  and  write  a  check 
to  Merrill  Lynch,  for  example,  to  make  an  investment,  many  of 
these  people — most  of  these  people  would  not  have  done  it.  They 
didn't  deal  with  the  Merrill  Lynches  of  the  world,  they  didn't  with- 
draw their  life  savings  for  any  purpose.  And  the  problem  would  not 
have  occurred. 

It  was  as  easy  as — when  I  think  of  Dre3^us,  I  think  of  these  tele- 
phone switching  mechanisms  where  you  can  move  your  money  from 
the  high-growth  account  to  the  balanced  account  by  calling  on  the 
phone  and  talking  to  a  machine  and  punching  in  your  account 
number.  ^ 

And  it  scares  the  heck  otft  of  me  to  think  about  people  moving 
their  money  from  an  insured  Mellon  account  to  an  uninsured  Drey- 
fus mutual  fund  ^th  the  push  of  a  button  on  their  telephone  or 
the  like. 

Mr.  DiNGELl/.  It's  also  fair  to  observe  that  it  is  not  required  by 
the  bank  regulators  that  they  submit  a  prospectus,  is  it?  That's  an 
SEC  requirement. 

Mr.  Simon.  That  is  an  SEC  requirement.  But  in  this  case,  it  ap- 
plied because  these  securities  were  not  sold  by  a  bank;  they  were 
sold  by  a/nolding  company,  the  parent  holding  company,  American 
Continental. 

So  you  are  correct,  Mr.   Chairman.   But  the  situation  is  even 

worsi^  Not  only  is  a  prospectus  not  required  in  certain  kinds  of 

ban^  transactions,  but  here  a  prospectus  was  required  and  it  still 

djdn't  do  any  good.   People  did  not  understand  what  they  were 

/doing. 

We  had  clients  who  had  large  holdings,  say  $500,000,  and  broke 
them  down  into  five  blocks  of  $100,000  a  piece  in  order  to  get  the 
FSLIC  insurance,  they  thought.  I  can't  think  of  a  more  stark  illus- 
tration of  the  fact  that  people  believed  these  were  insured  than 
that  they  broke  them  into  blocks  of  $100,000  to  take  advantage  of 
the  insurance,  and  put  them  in  the  names  of  their  children  or  their 
spouses,  which  is  perfectly  legal  to  do,  and  is  considered  prudent 
if  one  has  $500,000  in  a  financial  institution.  But  they  had  no  in- 
surance and  they  did  not  know  it. 

Mr.  DiNGELL.  Now,  on  a  transfer  with  an  ATM  machine,  they 
wouldn't  even  talk  to  somebody;  they  would  just 

Mr.  Simon.  I  think  again,  as  Chairman  Levitt  was  saying,  these 
things  tend  to  continue  down  a  road.  Once  you  start  down  the  road, 
they  continue  that  way.  And  it's  quite  possible  that  5  years  from 
now  or  5  months  from  now,  you'll  be  able  to  transfer  money  from 
an  insured  account  to  an  uninsured  on  an  ATM  machine. 

Mr.  DiNGELL.  By  pushing  a  few  of  those  pretty  red  buttons  on 
there. 
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Mr.  Simon.  I  think  the  chairman  is  correct  about  that. 

The  last  point  I  want  to  make  in  terms  of  the  structural  problem, 
and  I  think  this  is  a  structural  and  an  atmospheric  problem,  it  was 
the  structure  of  the  institution  and  the  atmosphere  of  the  institu- 
tion that  lulled  people  into  a  false  sense  of  security. 

But  the  last  point,  maybe  an  obvious  one  but  one  that  it  is  im- 
portant to  underscore  is  that  Lincoln  and  ACC  were  selling  their 
own  securities.  Had  they  been  selling  IBM  stock  at  Lincoln  teller 
windows,  I  don't  think  anyone  would  have  been  fooled.  I  think  peo- 
ple understand  if  they  don't  want  to  buy  common  stock  and  they 
understand  that  the  return  on  a  common  stock  is  not  guaranteed. 
It  was  that  these  were  instruments  issued  by  the  savings  and  loan 
or  its  parent  or  subsidiary  company  that  caused  the  confusion  on 
the  part  of  our  clients. 

It  is  possible  that  a  cooling  off  period  would  be  helpful  here.  We 
had  many  clients  who  made  the  switch,  bought  the  debenture,  went 
home,  thought  about  it,  possibly  discussed  it  with  a  spouse  or  a 
friend  or  an  adult  child,  and  wanted  to  bail  out  of  the  investment, 
and  that  was  impossible.  It  may  be  that,  like  selling  magazines  or 
encyclopedias  door  to  door,  I  know  in  many  States  it  is  true  that 
you  have  a  7-day  cooling  off  period,  and  that  might  be  helpful  in 
this  area  as  well. 

Or  having  people  at  least  take  home  a  piece  of  paper  which  says, 
in  bold  face,  this  is  not  a  federally  insured  instrument.  If  you  re- 
quired an  investor  to  sign  it  and  to  take  it  home,  it  again  might 
work  at  least  at  the  margins  to  reduce  the  number  of  people  who 
are  going  to  be  victimized. 

But  as  long  as  you  allow  people  to  sell  noninsured  instruments 
at  what  appears  to  be  an  insured  institution,  you  are  going  to  have 
this  kind  of  a  problem. 

I  would  like  to  close  my  remarks  by  underscoring  again,  we  made 
what  we  think  is  a  remarkable  recovery  for  these  people  in  this 
case  because  we  had  the  advantages  of  the  federal  securities  laws 
to  work  with.  The  subcommittee  should  not  count  on  that  occurring 
in  the  future.  There  are  not  the  deep  pockets  that  could  be  reached 
in  this  case.  The  accounting  firms  and  the  law  firms  and  the  others 
who  assisted  Mr.  Keating  and  who  paid  most  of  the  money  to  re- 
cover this. 

There  are  efforts  under  way  as  the  committee  may  know,  to 
water  down  the  protections  under  the  securities  laws,  which  would 
make  this  a  more  difficult  result  to  obtain  in  the  future  and  the 
key  seems  to  me  it  would  be  to  nip  it  in  the  bud  and  not  allow  it 
to  occur. 

And  finally  I  would  like  to  answer  a  question,  if  that's  permis- 
sible, put  by  Mr.  Schaefer  earlier.  I  am  not  sure  you  got  a  full  an- 
swer to  the  SIPC  question,  and  that  is  a  problem  that  we  face  as 
well.  If  I  could  illustrate  it  briefly,  I  think  it  might  be  a  little  clear- 
er. 

If  an  investor  purchases  100  shares  of  stock  and  he  purchases  it 
from  Merrill  Lynch  and  it  is  subject  to  SIPC  protection,  what  that 
means  is  that  if  Merrill  Lynch  went  out  of  business,  not  IBM,  but 
if  Merrill  Lynch  went  out  of  business  and  the  investor  could  not  get 
his  shares  out  of  Merrill  Lynch  because  it  was  in  a  receivership  but 
the  investor  had  $10,000  invested  in  IBM  stock  and  the  stock  had 
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not  gone  up  or  down,  SIPC  would  give  him  his  $10,000  or  his 
shares.  It  would  protect  the  investor  from  a  failure  by  the  broker- 
age institution. 

If  IBM  stock  dropped  from  its  current  level  to  zero,  SIPC  would 
do  nothing  for  anyone,  whether  Merrill  Lynch  was  in  business  or 
out  of  business.  It  does  not  protect  you  against  investment  losses 
of  the  traditional  kind,  the  market  going  down,  the  stock  going 
down,  the  company  failing.  It  protects  you  from  a  failure  at  the  bro- 
kerage account  which  is  holding  your  securities. 

This  is  a  danger.  People  do  say,  oh,  there  is  not  FSLIC  insurance 
but  there  is  SIPC  insurance,  and  it  is  black  and  white,  entirely  dif- 
ferent. It  would  not  have  protected  my  clients.  It  will  not  protect 
citizens  from  the  kinds  of  losses  that  they  are  protected  for  in 
FSLIC.  FSLIC  says  you  put  in  $10,000,  you  get  back  $10,000— we 
promise  you,  we,  the  United  States  of  America  promise  you  that 
you  get  back  your  principal,  no  matter  what  happens  to  this  insti- 
tution and  SIPC  only  promises  that  if  you  invest  in  the  stock  mar- 
ket you  will  get  the  return  you  would  expect  from  the  stock  mar- 
ket, good  or  bad,  even  if  the  brokerage  that  you  choose  to  leave 
your  securities  at  fails. 

I  hope  that  sheds  some  light  on  that  subject. 

Mr.  Chairman,  members  of  the  subcommittee,  thank  you  very 
much  for  your  time  and  for  inviting  me  here. 

[Testimony  resumes  on  p.  152.1 

[The  prepared  statement  of  Mr.  Simon,  follows:! 


/ 
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TESTIMONY  OF  LEONARD  B.  SIMON 

My  name  is  Leonard  B.  Simon.  I  am  an  attorney  in  San  Diego, 
California.  Along  with  Joseph  Cotchett,  a  lawyer  from  Burlingame, 
California,  I  was  co-lead  counsel  for  plaintiffs  in  the  Lincoln 
Savings  &  Loan  securities  fraud  litigation,  representing  a  class  of 
several  thousand  people  who  lost  their  investments,  and  in  many 
cases  their  life  savings,  when  Lincoln  Savings  &  Loan  collapsed. 
I  am  sure  you  all  recall  Lincoln  Savings,  headquartered  in  Phoenix, 
Arizona  and  Irvine,  California,  but  with  all  its  branches  in 
California.  Lincoln  was  run  by  Charles  Keating,  Jr.,  who  is  now 
serving  time  in  prison. 

Over  $288  million  was  lost  by  citizens  who  invested  in  Lincoln 
Savings,  or  more  precisely,  those  who  invested  in  its  parent 
company,  American  Continental  Corporation.  American  Continental 
owned  and  controlled  Lincoln  Savings,  and  collapsed  at  the  same 
time  as  Lincoln  did  in  April  1989.  We  represented  a  class  of 
people  who  bought  the  stock  or  bonds  of  American  Continental. 
Through  litigation  in  federal  court  in  Arizona,  we  have  been 
fortunate  enough  to  recover  over  $240  million  in  cash  for  these 
people.  We  obtained  a  jury  verdict  for  over  $1  billion  against  the 
defendants  who  did  not  settle  the  case,  and  we  are  still  seeking  to 
collect  additional  funds  from  Mr.  Keating  and  a  few  others. 

This  excellent  recovery  does  not  undermine  in  any  way  the 
lessons  to  be  learned  from  Lincoln  Savings,  and  the  dangers  to  be 
avoided.  Litigation  will  not  always  bring  such  substantial 
recoveries,  and  there  were  vices  present  in  the  Lincoln  Savings 
situation  that  Congress  must  watch  carefully. 

One  of  those  vices,  and  the  one  I  have  been  asked  to  focus  on 
today,  concerns  the  sale  of  securities  by  savings  and  loans  (or 
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banks)  and  their  affiliates.    This  was  clearly  a  serious  problem 
in  Lincoln  Savings. 

By  way  of  background,  let  me  explain  that  the  investors^  in  the 
Lincoln  Savings  case  fell  basically  into  two  categories. 

The  first  category  consisted  of  people,  mostly  senior  citizens 
living  in  Southern  California,  who  bought  certain  bonds  called 
"subordinate  debentures"  issued  by  American  Continental.  They 
bought  them  exclusively  at  Lincoln  Savings  branches,  or  at  tiny 
American  Continental  offices  set  up  adjacent  to  Lincoln  Savings 
branches.  No  stock  brokers  were  involved.  Many  of  these  elderly 
people  were  specifically  targeted  (see  an  internal  document 
referring  to  the  "weak,  meek  and  ignorant"  attached  as  Exhibit  1) 
and  invested  and  lost  their  life  savings.  That  is  the  group  I  want 
to  talk  about  today.   Their  losses  were  over  $170  million. 

The  second  category  of  investors  consisted  of  people  who 
bought  stock  or  other  securities  issued  by  American  Continental 
from  their  stock  brokers.  This  group  lost  about  $110  million,  and 
was  also  the  victim  of  a  financial  fraud,  in  that  the  financial 
statements  of  American  Continental  were  false  and  misleading. 
However,  they  were  not  victimized  in  the  manner  I  am  going  to 
discuss  in  the  rest  of  my  remarks.  They  did  not  buy  their 
securities  directly  from  Lincoln  Savings  or  from  an  affiliate,  but 
rather  bought  through  a  traditional  stock  broker. 

The  people  who  bought  subordinate  debentures  were  really  the 
victims  of  two  separate  frauds.  Like  investors  in  other  securities 
fraud  schemes,  they  bought  the  securities  of  a  company  that  was 
issuing  false  financial  statements,  and  that  was  defrauding  federal 
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regulators  to  stay  in  business.  That  gave  them  a  claim  under  the 
federal  securities  laws. 

But  the  people  who  bought  American  Continental  subordinate 
debentures  were  defrauded  in  another  way,  and  most  would  not  even 
agree  that  they  were  "investors"  in  American  Continental.  They 
were  depositors  or  would-be  depositors  who  approached  Lincoln 
Savings  looking  for  a  federally  insured  deposit-type  instrument, 
and  were  defrauded  into  purchasing  a  security.  This  is  the  central 
fact  that  is  most  relevant  to  the  Subcommittee's  concerns  about 
relationships  between  banks  and  securities  firms. 

As  I  said  earlier,  the  purchasers  of  American  Continental's 
subordinate  debentures  were  predominantly  senior  citizens  who  lived 
in  Southern  California.  That  is  where  Lincoln  Savings  operated. 
Although  the  story  of  each  investor  is  a  little  different,  there 
were  many  common  themes. 

Many  of  these  people  had  done  their  banking  with  Lincoln  for 
many  years,  well  before  Mr.  Keating  took  over.  Many  of  them  had 
checking  or  savings  accounts,  or  certificates  of  deposit,  at 
Lincoln.  Of  course,  those  bank  accounts  and  certificates  were 
protected  by  FSLIC  insurance  up  to  $100,000. 

There  was  an  FSLIC  sign  on  the  door  of  each  Lincoln  branch. 
These  people  were  comfortable  with  the  idea  that  Lincoln,  like 
other  S&L's  and  banks,  was  a  place  to  put  your  money  if  you  wanted 
to  be  sure  not  to  lose  it. 

In  many  cases,  the  victims  had  a  certificate  of  deposit  at 
Lincoln  that  was  about  to  mature.  The  victim  would  approach  a 
Lincoln  employee,  or  a  Lincoln  employee  would  call  the  victim,  to 
discuss  "rolling  over"  the  maturing  CD  into  a  new  CD.  The  Lincoln 
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employee  would  then  attempt  to  "switch"  the  victim  from  a  CD  to  a 
subordinate  debenture  of  American  Continental.  This  scheme  was 
vital  to  Heating's  empire,  which  was  running  out  of  cash;  since 
cash  invested  in  American  Continental  was  not  regulated  to  nearly 
the  degree  that  S&L  deposits  were,  the  "switch"  was  critical  to  the 
success  of  the  enterprise. 

Because  of  this  great  need  for  cash  at  the  parent  corporation, 
Lincoln  employees  were  paid  bonuses,  and  entire  branches  were  paid 
bonuses,  based  upon  the  volume  of  sales  of  subordinate  debentures. 
Thus  virtually  the  entire  office  was  involved  in  "cross  selling," 
or  switching  people  out  of  insured  instrvunents  and  into  these 
debentures . 

The  debenture  would  be  described  by  Lincoln  or  American 
Continental  employees  as  "just  like  a  CD,  but  paying  a  little  more 
interest."  Questions  about  insurance  would  be  cleverly  finessed. 
Victim  after  victim  testified  —  in  our  civil  trial,  in  the 
criminal  trials,  and  before  the  House  Banking  Committee  —  that 
they  believed  that  they  were  purchasing  an  instrument  with  federal 
insurance  or  its  equivalent.  None  of  these  people  understood  that 
they  were  buying  junk  bonds  from  a  highly  non-traditional,  and 
financially  shaky,  S&L  holding  company. 

I  would  like  to  highlight  a  few  of  the  details  of  the 
victimization  of  these  people. 

(a)  Location  of  the  sale.  In  the  early  stages,  these 
debentures  were  sold  right  in  Lincoln  offices.  American 
Continental  had  purportedly  "leased"  a  desk  or  a  small  corner  of 
the  office,  and  the  debentures  were  sold  there.  (See  advertisement 
attached  as  Exhibit  2.)    Later,  the  California  Department  of 
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Savings  &  Loans  forced  this  activity  to  be  moved  out  of  the 
branches,  motivated  by  many  of  the  concerns  I  am  voicing  today. 
(See  letter  from  California  Department  of  Savings  &  Loan  attached 
as  Exhibit  3.)  This  change  had  little  or  no  effect,  as  American 
Continental  leased  small  offices  adjacent  to  the  Lincoln  branches, 
and  the  teller  simply  sent  the  victims  down  the  hall,  around  the 
corner,  or  across  the  way  to  buy  the  debentures. 

(b)  Personnel  and  cross-selling.  Although  there  was  a 
purported  distinction  between  Lincoln  employees  who  took  deposits 
and  American  Continental  employees  who  sold  bonds,  these  groupings 
of  employees  overlapped  and  often  merged.  Many  of  the  bond 
salespeople  were  former  tellers  known  to  and  trusted  by  the 
victims.  Also,  most  of  the  persons  acting  as  tellers  engaged  in 
"cross-selling"  by  referring  the  victims  to  the  bond  salespeople. 
Indeed,  confirmations  from  Lincoln/ACC  listed  these  debentures  as 
Lincoln  deposits.   (See  confirmation  attached  as  Exhibit  4.) 

(c)  Efficacy  of  warning  in  prospectus.  The  American 
Continental  debentures,  like  any  federally  registered  security, 
were  sold  pursuant  to  a  prospectus.  The  prospectus  stated  in  large 
letters  on  the  cover  page  that  the  debentures  were  not  federally 
insured.  (See  Prospectus  excerpt  attached  as  Exhibit  5.) 
Nevertheless,  this  warning  did  not  protect  the  victims  from  losing 
their  money.  Why?  Many  people  did  not  get  prospectuses.  Others 
got  them  late.  others  did  not  read  them.  Others  did  not 
understand  them,  or  were  intimidated  by  50  pages  of  fine  print. 
Still  others  thought  they  understood  from  the  oral  sales  pitch  that 
the  debentures  had  some  form  of  protection  similar  to,  but  not  the 
same  as,  federal  insurance,  so  the  warning  would  not  concern  or 
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enlighten  them.  In  sum,  requiring  a  prospectus  and  a  warning  in 
that  prospectus  does  not  solve  the  problem.  To  put  it  another  way, 
simply  prohibiting  fraud  in  the  written  prospectus  will  not  cure 
this  problem. 

(d)  Oral  representations.  It  appears  that  most  debenture 
salespersons  were  trained  not  to  say  that  the  debentures  were 
federally  insured,  but  simply  to  duck  the  issue,  confuse  the 
victim,  or  reassure  the  victim  without  stating  a  literal  falsehood. 
Thus,  simply  prohibiting  sales  personnel  from  lying  about  federal 
insurance  does  not  appear  to  solve  the  problem. 

(e)  Ease  of  transfer.  Because  many  of  the  victims  had  money 
in  Lincoln  accounts  or  CDs,  they  could  buy  a  debenture  without 
actually  writing  a  check.  The  ease  and  simplicity  of  signing  a 
simple  form  prepared  by  Lincoln  or  American  Continental  employees 
appeared  to  lull  the  victims  into  a  sense  of  security,  a  sense  that 
they  were  making  only  a  minor  change  in  their  investment.  If  they 
had  to  withdraw  their  life  savings,  and  affirmatively  place  it  in 
a  separate  non-Lincoln  investment,  the  enormity  and  danger  of  what 
they  were  doing  might  have  sunk  in. 

(f )  The  core  of  the  problem  —  association  between  the 
security  and  the  S  &  L.  The  core  of  the  problem,  in  my  judgment, 
was  the  association  between  the  debenture  and  Lincoln  Savings. 
Whether  it  was  the  familiar  surroundings,  the  safe  name,  the  common 
logo,  the  known  personnel,  or  some  combination  of  those  factors, 
victims  purchased  these  debentures  who  would  never  have  invested 
their  life  savings  (or  any  appreciable  sum)  in  comparable 
instruments  issued  by  another  corporation,  sold  by  a  stock  broker. 
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These  victims  did  not  have  portfolios  with  other  junk  bonds  in 
them. 

The  message  that  these  instruments  were  connected  to  Lincoln, 
and  that  Lincoln  was  a  federally  insured  financial  institution,  was 
the  crucial  message  delivered.  Other  information,  including 
disclaimers,  did  not  seem  to  erase  or  undercut  this  message. 

Thus  the  lesson  of  Lincoln  Savings,  from  this  perspective, 
appears  to  be  to  keep  the  psychological  separation  between  the  S&L 
(or  bank)  and  its  uninsured  affiliate  as  clear  as  possible. 

—  Office  space  should  be  entirely  separate,  not  next  door. 

—  Names  and  logos  should  be  entirely  different. 

—  Personnel  should  be  entirely  different,  and  should  not  be 
shifted  from  the  insured  institution  to  the  uninsured  affiliate. 

—  Investments  should  require  a  withdrawal  from  the  S&L  and 
the  writing  of  a  check  to  the  uninsured  entity,  or  other  clear 
indication  that  the  investor  understands  that  he  or  she  is 
withdrawing  money  from  an  insured  institution  and  investing  it  in 
an  uninsured  one. 

—  There  is  a  particular  danger  when  the  S  &  L  or  affiliate  is 
selling  its  own  securities.  That  is,  if  a  bank  affiliates  with  a 
brokerage,  and  the  brokerage  employees  sell  IBM  stock,  most  people 
will  understand  that  IBM  stock  is  not  federally  insured.  However, 
when  a  brokerage  affiliated  with  a  bank  sells  stocks  or  bonds 
issued  by  the  bank,  by  the  affiliated  brokerage,  or  by  some  other 
related  parent  or  subsidiary  company,  the  likelihood  of  confusion 
is  high.  A  security  issued  by  the  insured  institution  (or  a 
related  entity)  presents  the  highest  degree  of  concern  in  this 
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regard.  Congress  should  consider  prohibiting  such  sales  or  allow 
them  only  under  carefully  defined  circumstances. 

—  Congress  should  consider  establishing  a  cooling  off  'period 
in  which  the  transaction  could  be  rescinded,  and  requiring  a  very 
clear  warning  —  "NOT  A  FEDERALLY  INSURED  DEPOSIT"  —  in  a  one- 
page  document  that  had  to  be  signed. 

Thank  you  for  inviting  me  to  testify,  and  for  your  interest  in 
this  serious  problem.  I  hope  you  can  avert  the  next  Lincoln 
Savings,  at  least  from  the  standpoint  of  innocent  bank  or  S&L 
depositors  who  are  hoodwinked  into  investing  in  related  companies. 


SECY\DSS\01NCELL 
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,,^   LINCOLN 
Si.SAVINGiS 


tUeOVsntUrm«n.  I  «>.  IIM.  lmn«.eAMri$/(rt4|«»4-«rW 


ACFS  SLIDt  PBESEKTATIOW 


O.y.  Gang,  t%ff*  v^at   you'v*  all  b«en  valtlng  for. 
Bnc:.>»ad  plaaaa  find  t 


.'15  alldat 

(sovar  ahaat  daaerlblag  aaeh  slid*    : 

i<   p*g«a  of  InforDatien  about  aaeh  «lid« 


Pliaie  raad  and  rei 
▼•rl)tga  eoacalnad  < 
earlon  monoxlda  fi(> 
Sai:.»ualy,  the  vat<; 
thi.ii  ovar,  and  raaci 
■  li<tl8»  bafora  you 
Tbi.ri  In  a  loc  o2  ]. 
bow.:ri  to  proeaaa.  I 
ovi  ;:#baXBlng.  Xt  tC' 
rail. sad  It  down  co 
inturaaclng  aubjaet 


-tad  thlt  praaaatatlon  until  tba  datallad 
>a  thaaa  6  pages  flowa  froa  your  aoutb  lika 
'■i-m:   axbauit  pipa  of  a  MACK  truck. 
t    thing  you  can  do,  la  f.orgat  to  look 

thd  aorlpt  to  yoursalf  vhlla  looking  at  tha 
flvii  tha  praaaatatlon  to  a  llva  audlaaea* 
aformaeion  bare,  and  It  took  qulta  a  faw 
uc  don't  gat  vorrlad  at  tbough  It  la 
3k  iio  long  to  produce*  baeauaa  veWa 
slaur,  conclaot  and  hopefully  aomavhat 

toatitar. 


If  j'ju  have  any  qu««tic.na,  call  Mike  or  myaalf  at  Roll. 
SleciraXy. 


l^ 


VllMaa  tyoseroy  <3111) 
Marl  iting 


V.8.  Tb«.«lldas  arc  nuoibarad  ao  that  tha  blua  auabara  faoa  yeu 
••  J  »tt  plaea  than  la  tta  alida  Vhaal.  Tbay  go  la  upaida  dova-yas' 
that  a  vajr.,lf  you  rold  tha  aiida  up  to  tba  light  co  look  at  It 
witr  tb«  blua,  handwrlttan  auabar  right  aide  up,  cb«  alld*  vtU 
b«  i.^-aila  dovnt  M« ka  lanaat  I  didn't  think  ae. 


I. 

(Cuomru 


EXH/Bir   1 
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CAPITALIZE  ON  THIS: 

1.  BUVCK  MONDAY  -  CCT  l^> 

Stocks,  bonds,  :Tutual  funds,  qold  all  fluctuatir/j  in  a  non-rational 
manner. 

C.D.s  #1  investment  right  now.  Campaxe  bond  to  CD.-  fixed. 

A.C.C.  OIC  stock  down  3/8  pt.  Tuesday  .tjnchanged.  Not  heavily  traded. 
Charles  Ktating  owns  majority  of  stock.  . 

A.C.C.  does  not  invest  heavily  in  the  stock  narket,  only  1%  ($60  millior.) 
of  total  asset;3  are  here.  Losses  v«re  paper  losses. 


2.  "Diversification  is  the  inclusion  of  a  variety  of  veliicles  in  a  portfolio 
for  the  purpose  of  reducing  risk."  Defiried  in  the  textbook  FunJanenLals 
of  Investing  by  Giutan  and  Joehak. 

A.C.C.  13  subsidiau:ies  in  several  different  Industries. 


A.  Financial  Services 

Lincoln  Savings-  away  from  loans.  Diversified  into  real  estste, 
equity  investments,  etc.  Net  earnings  and  net  worth  hit  record 
levels.  :fet  earnings  record  high  1935-  current  net  vorth  arocr^ 
$200  rtvillicn. 

B.  Insurance-  3  Coctpanies 

American  Founders  Life-  top  254  in  asset  size.     Rated  A  e.xcelle.': 
by  Best. 

C.  Beal  Estate 

Largest  private  land  O'^^'ner  in  Paxanir 

Estrella  project-  land  bought  16-24  nonths  ago  for  $3000-$40CO 
an  acre  and  now  selling  for  $16, 000-320, 000  an  acre. 

Phoenix  growing  100,000  people  a  year,  making  it  the  fastest 
growing  metrofolitAn  area  in  th^  country. 

High  turnover  Investironts. 

Residential,  cconcrcial  and  hotels. 

3.   THE  HATUnE  OF  A  HOLDING  Ca-tPANY 

Buy  and  sell  aubfiidiaries  as  needed. 
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4 .   rORBES 


28th  in  profitability  out  oC   1,012  of  vhat  they  call  the  no«t  pcofitabl 
corrpaniaa  In  tho  U.S.-  over  5  year  a'/«rage.  40th  last  year. 

12th  in  grc-rth.  #1  in  1985. 

13th  in  stock  pexformance. 

2nd  nost  prcfitAble  thrift. 

5.  COMPARING  TO  A  TAX  FREE 

i.e.  12%  (1-.2S)  =  equivalent  tax  free 
-  Bond  rate  (1-  bond  rate) 


6.  USE  JJTTEyEST  CALCUIATION  (617)  OT  YOUR  Ca-lPinTR. 

People  are  blown  away  at  lyjw  nuch  more  interest  they  earn  in  a  bond. 

7.  i-LCWER  BCt©  PfOVlSION 

9.     Al>ayS  OOMPARE  TO  A  CD. 

9.  SHCW  EABNr'JGS  HISTORY  A.ND  e;<plain  FLUCnj;>TlONS. 

10.  DO^'T  flAIL  our  PROSPECTUS,  GCT  THEM  ViV, 
U.     ACCOUNT  PiiTEI/riON  CALL  REPORT. 

12.  CAPITALIZE  ON  MOfffitLY  ItTTEREST-  REHA^ESl"-  YIFXD  tllGIlER.  \ 

13.  AND  AUJAYS  RFMF>ER  THE  VJEAK,   MEEK  AND  IGNORA.NT  ARE  AlJkJAYS  GOOD  TAfCrrS.    ( 
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CONTINENTAL 
.  CORPORATION 

^M  Omoi  an  nev*.  iMn*.  CA  92714 


Roreabtr  11*  1987 


Bl  At«lol  ,.^ 

Tve  »caoa  la  tht  Mat  vtck  •  what  a  bargala.  lay  would  not  ba  la-  . 
prcaaad.  Va  eaa  aow  dr«ift  fuoda  frea  aaotbaz  laatlcutloe  to  A.C.C.  for  / 
tbc  purcbaaa  of  Subetdlaata  Dabaaturaa.j  Thla  la  to  ba  doaa  aalag  your 
branch* a  Draft  fon.  All  lafoxaatloa  vill  ba  f Iliad  out  ma  for  Llaeeln. 
vlcb  tvo  axcaptloaa: 

I.)  Is  tha  "account  auabar"  Ilea  It  la  lapertaat  to  apaelfy 
'*Aaarlean  Contlaancal  Corporation  Subordlaata  fia'baatura 
Aceouot  Number t  0XZ-7OO0XXX". 
2.)  Maka  tha  Draft  payabla  tot 

AMrlcan  Coatlaaatal  Cerporatlea 
e/o  Lincola  Savlasa  \ 

Of  couraa  I'va  aacloaad  a  "Vlaual  Aid"  for  your  «asa  «ad  eea«  j 
vanlcncc.  Qulta  tha  (al.  ah?  Do  ftal  fraa  to  frasa  and  dlaplay  It 
proudly!  I  hopa  thla  vUl  aaka  your  Ufa  a  bit  aaalar.  ISPECIALLT  with 
tha  Influx  of  nav  purehaata  antlclpatadl  | 

Good  Luck,  aad  kaap  that  Soeky  attltudat 


Saa  ya, 

P.S.  It  vould  help  M  kaap  up  vlth  your  pradletad  **irlekad"  ■alllag  paea 
If  tha  Blua/Plnk  purehaaa  agrtattaot  eopita  ara  aant  la  dally,  and  BE  SURE 
tha  bond  la  poatad  on  tha  aaat  data  atatad  oa  tha  purehaaa  agraaaant.  If 
tha  tvo  do  aet  agraa  for  any  raaaon,  ?laaaa.  Plaaaa,  Plaaaa  lat  aa  knew. 
Thla  can  cauaa  aa  aora  grlaf  than  you'll  avar  know  (or  rrar  cara  to 
kaovl).  Thanka  for  your  halpl 
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A 


UNCOLN 
SAVINGS 


DRAFT 

«uui  MciMiB  I  ctMMC  •eceuMT  at. 
—^Ediw  C«rt  Snldllo 

__^  1  CerUtrlc  Way 

«„       tetlredvlllc.  Ca.  9Zt27 

.^_    *658»322I2    

MtuMVMauaaiauMtrn 


Mr  TO    AacrlcM  ConeliMiic«l  Cenoracten  C/Of 
iwonoinor    tine^iB  $«Tln«a  aod  U>«n' 


.  CMC.  tab.  0«b(. 


No.35-  0124 


*****  Twenty  Thouaand  •«*•• 


» 20.000.00 


Home  rMeral  Savlnga  Anil  Loan 
M6  Coapetttor  Drive 
Retlredvllle.  Ca.  92627 


UNCOLN  SAVINCS   C/tf    • 
AMCC  laprcaantattva I   t 


% 


mntmatatAm^yim  ' 
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2-YEAR 

SUBORDINATE  DEBENTURES 

Minimum  investment  $2,000 

Monthly  interest 

Offered  exclusively  in  Calrfoniia 

Eligible  for  Self-Directed  IRAs 

Visit  our  representatives  at  any 
Lincoln  Savings 

/A 

AMERICAN 
CONTINENTAL 
CORPORAnON 


:£x- 


tAMlBIT  2 
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;^ 


NOTICE    «  W*  tIM  lna««  n  Mt  t 
>  I  noiM.  *  •  Sum  CO  ra  aMiay  e<  I 


^'( 


(J 


X 


U 


1 


fan*,  mni  thtf  Mtttr  U  *(  eenMtn  to  thti  »tf«(tMat.    M*. 
tn«r«t«r<,  «l(liii  aur  ««nttl  e(  ireut  tyf llettlan.     tolai  at  tM 
da««ntuc«i  on  tka  rcvaitai  «(  LtncaU  ica  t«  b«  41ie*attn»a<>  «i 
af  <««i»laclan  e(  *«•  eitfliKl  ttao  atlltaa  iituaae*  at  MtMt 
1.  itii.  ontcMvar  it  •itlUf. 


v*nr  t«t>r  rwira. 


Maiuf  o«»ukr  t«vi««i  lad  utM 


eei  Ptrtal  w.  Me»«Wi  taacuttvw  01t«et«t< 
fwMrti  MM  uaft  ■•Bk  tMH 


%fiaa«95U 


8C-222      1C4 
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LINCOLN 
SAVINGS 


VERIFICATION  OF  DEPOSIT 

Thjj  iniormation  is  believed  to  be  accurne  but  is  not  guaranteed  This  lorm  is  being 
pl;e<i  to  the  recipient  solely  as  a  courtesy,  and  no  warranty  is  expressed  or  implied. 


TYPE  OF  ACCOUNT 

ACCOUNT  NUMBER 

CURRENT  BALANCE 

DATE  OPENED 

SAVINGS 

20-13268 

$           7.897.98 

2-12-88 

SUBORDINATE   DEBENTtntE 

20-7000205 

}         18,000.00 

n-19-87 

^-UBORDINATE   DEBENTURE 

20-7000364 

J          6 , 000 . 00 

2-12-88 

15 

uutta  ^ 


EXHIBiT  4 
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^m 


fl^^ 


W^ 


3J?^/5>5H^ 


-^  $200,000,000 

l^.  American  Condneotal  Corporation 

^MW  <MiiiflBit«  Dcbcatans 

(ImiiMe  ii  Serica) 


"U  1,0^3 


syw.(WPijiwo  I 


(Iki  'CoMar')  ■  oAraf  dnaif  •  tki  nMe 
)«MfMiipmci>iH—irftBS«»>iilMiinihiiiM(t>tT>it  ■III").  TteCa 
iaadi  ID  (ArattaksarB  for  all  4iraGd7 10  ita  piMk  &«■  liBi  IB  oas  pm^a  M  Iks 
Baitf  ipoa  autaiaBdiaBh  tfct  Caipioy  portadtaly  wffl  waMia  wna  rf  n*aiii»  »Ma  wffl 
eoataa  a  iki  4aartpdao  tf  tko  Ditamii  «■  ronfc  a  tkta  Pimntai-    Fraa  aaa  a  da^  aha  of 
DikMaa  rZoro  Caapoi  Oiboavan  aar  a  lawtf  vUek  wffl  as  au  aana  i^  viU  to  hoBii  « t 
■  >wia1il  «aoai  (raa  ikar  frtedpal  laooL   Ai  oT  Afrt  a.  int.  tk«  Pt)  iji  ad  aM  HMe»"^=~ 
aoaty  nT.WBulWn  tq**!***  prtaeaoi  taoat  of  IMMarai  a  aaa  aria.  .{r^^ 

TiMDaaiaii  wQl  a  rfaad  a  a«  p»aie  tbft>  a«  Mflag  rfara  rf  Mkaw  aalajiMWtte 

aadtetaikaiOiartkuLaeoaS««iapnriLauAaaautaarUaoaiSaTi^-).«l*cfor  ■  X 

nteii'  kvaka  u  OtUrorat  *ad  tt  tb*  Caapuy^  aAea  a  n>iaili.  Arisai.      •      >  •    ^  v, 

Uoka  a>a»ia  a»Md  a  a  Piaa""  TiPlil  ai  ■«.  laai  a  ii*  inM  tt  Dikam  ».  t^«  Jmr/U  '. 


Coapaa  Oabaara.  «iU  a  yajfaba  a  tto  Uik  dtr  of 

ihroBCk  la  an  day  «f  Ita  aaariiai  alirlir  nootb.  E«cb  Oaiaar*. 

will  tear  teana  fraa  Ik*  aa  oa  •aek  payaai  of  ta  >«irr*ia  phet  m  raocrad  ky  tka 

Dabaura  will  a  radaaniUc  on  ibc  data,  tad  it  ta  pnea.  ta  fonk  u  tbc  hu^iaaai 

rcUtiaf  w  ntch  ana. 

Tbt  Oabcaturai  will  te  nbe.-diatad  to  lU  Scaior  ladrbrnfaai  (u  dcfiaad)  «f  tbc  Coapaajr  TW 
lodatuR  oadar  whieb  Ibc  Ocbcatura  trc  ta  a  oned  doa  aa  lioiu  tbc  taoua  of  Scaor  ladcbudaca  Ibc 
Caraptajr  siay  laeut.  At  Oeeeaba  31.  I9t6,  Ibc  Compuy  bad  auuadiai  tpproaaaulr  t232JW,0a0  of 
Scaior  ladebudDoa  Uoka  otbcrwia  lUlad  ia  ■  Pratpeaa  Sapplrmrai.  oit  Dcbcaan 
minimam  dcaoraiaaiiou  of  S2,000.   Sa  'Doeriptioa  cf  Ocfacaiura.' 

Bacaaa  ibi  Paacaii  an  aai  offirad  ij  ite  CiaFaj  dkacdy 
adBiitiairi  ndfiiLaiaamicaaaghcaaatainiaiafn  liaaii  aawab«»aM.aaat 
Caafaay  Ii  mat  ma>l  M  adi  oa^  aMaaa  iar«<>ti  priadpal  aaaaa  cf  IMaaMa  ar  «f  ay  aria  af 
Di>iawiii.  Thcf*  caa  a  a  aaaaaacc  Ibai  a  aarta  fa  la  flitaraii  wtl  ca«  afar  (a  Hm^. 
Arrmilaily.  I<  aay  a  dtOeai  a  raaiB  Ih*  Pitwlaii.  rankauty  >iraai  H  b  aatdalad  tel  ni^m 
arta  wit  k«>  dWcraa  aiaral  nta  cad  a>«  dtfawat  BBtarlty  au.  r- 1  tiiri><a  if  iimLiiljti  ii  I 
ocbcr  (ician,  a*  "Sfadal  Facurc'        


:  Dcbcaara  will  te  aid  i 


THESE  SECURmeS  HAVE  NOT  lEEN  APPROVED  OR  DtSAPPCOVEO  3Y  THE  SCCURmiS 

AND  EXCHANGE  CXMMMISSION  NOR  HAS  THE  COMMISSION  PASSO)  UPON  THE 

ACCURACY  OR  ADEQUACY  OF  THIS  PROSPECTUS.  ANY  REPRESEVTATION  TO 

Titt  co^f^u«v  is  a  criminal  offense 

THE  DEBENTURES  BEP4C  OFFtBEDARE  THE  SOLEOBUCATION  OF  THE  COMPANY  AND 

ARE    NOT    BEING    OFFERED    AS    SAVINGS    ACCOUNTS    OH    DEPOSH^    AND    ARE 

NOT  INSURED  BY  THE  FEDDLAL  SAVINGS  AND  IXUiN  INSURANCE  CORPORATION. 


fiiet  <m 

paaaii 

11 na^ 

fill    lillUi 

\(xn 

-0- 

100% 

Mtiifflum  Aurc|tu  OITcrini  Phcc(3) 

1200.000.000 

-0- 

S200.000.000 

(I)  U  cn^  Ocbatufa  *rc  iuacd  at  •nonfinii  uiuc  dikaount  (Zero  Coupon  Dcaniuns)  the  Price  loPvMic 

I  of 


>nd  (he  oorrapoadini  Pracedi  to  Compcny  per  Debenture  »mI  br  uch  leuer  isounii  u  ict  fonk  i 
the  Protpactu  Supplemni  for  ttix  una    In  no  cue  ihtll  tlic  Mximum  Pncx  u  PuUic  of  tU  i 


Debeniura  ciceed  the  amount  tet  fonh  under  Muimum  A|fre|itc  OITenni  Pncc. 
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Mr.  DiNGELL.  Mr.  Simon,  you  have  given  us  most  valuable  assist- 
ance and  your  kindness  to  the  committee  is  very  much  appreciated. 

The  Chair  is  going  to  recognize  my  good  friend  from  Colorado, 
Mr.  Schaefer. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman,  and  Mr.  Simon,  thank 
you  for  that — ^you're  right.  I  didn't  have  a  complete  answer.  As  I 
see  it  now,  I  can  understand  it. 

You  are  all  to  be  commended  for  what  you  have  been  able  to  ac- 
complish in  this  situation.  Let  me  ask  a  question.  Were  any  of  the 
sellers,  who  were  basically  defrauding,  prosecuted? 

Mr.  HODGMAN.  Mr.  Schaefer,  if  I  may  address  that  first,  in  our 
particular  prosecution  in  California  at  the  State  level  the  bond  sell- 
er representatives  who  testified  were  all  given  immunity  because 
technically  under  California  State  law  they  were  strictly  liable  for 
the  representations  or  omissions  that  they  had  made. 

The  irony  of  the  situation  is,  as  has  been  described  in  the  testi- 
mony, many  of  these  bond  sellers  were  young,  enthusiastic  individ- 
uals who  really  believed  in  their  product.  They  sold  these  bonds  to 
their  parents.  They  sold  these  bonds  to  their  neighbors.  They  sold 
these  bonds  to  their  in-laws,  and  they  too  never  realized  the  truth 
about  the  riskiness  of  the  bonds  that  they  were  selling. 

They,  too,  in  a  sense  were  duped. 

Now  as  a  matter  of  California  State  law,  they  had  to  be  immu- 
nized in  order  to  obtain  their  testimony. 

Ms.  Hill.  Mr.  Schaefer,  to  answer  your  question,  with  regard  to 
the  Federal  criminal  trial,  none  of  the  bond  representatives  were 
prosecuted.  Essentially  we  targeted  the  individual  who  was  in 
charge  of  the  program,  Ray  Fidel.  He  was  the  President  of  the 
bank.  He  recruited  personally  all  of  these  young,  energetic  bond 
representatives. 

Mr.  Schaefer.  So  none  of  the  managers — Fidel  was  the  one  you 
really  went  after. 

Ms.  Hill.  In  our  trial  the  focus  of  the  investigation  was  the 
fraudulent  financial  statements.  It  was  not  the  manner  in  which 
the  bonds  were  sold,  so  all  of  the  bond  representatives  including 
Mr.  Fidel  himself  to  some  extent  did  not  know  about  the  financial 
fraud  that  was  occurring  in  Arizona.  That  was  hidden  from  view 
to  almost  everyone  involved  except  for  a  very  select  number  of  peo- 
ple. 

Mr.  Schaefer.  Interesting.  Mr.  Simon,  I  was  looking  through 
your  testimony  here  and  at  some  of  the  various  documents  you 
had.  There  is  one  here,  a  letter  from  Continental  Corporation  of 
November  11th,  1987.  It  starts,  "Hi,  again" — what,  may  I  ask,  in 
the  second  paragraph  does  it  mean  when  it  says  "I  have  enclosed 
a  visual  aid  for  your  ease  and  convenience,  quite  a  gal,  huh?"  What 
was  this  all  about? 

Mr.  Simon.  This  is,  first  of  all,  an  internal  document  they  sent 
around  to  bond  salespeople.  I  am  happy  you  brought  it  up.  It  also 
may  make  us  all  cynical  about  how  the  world  runs,  but  if  you  turn 
a  couple  of  pages,  Mr.  Schaefer,  you  will  see  the  visual  aid  is  the — 
it  is  the  document  marked  Draft  up  at  the  top.  It  is  how  to  fill  out 
a  form  to  have  someone  switch — the  Edna  Gert  Snidlip,  1  Geriatric 
Way,  Retiredville,  California.  That's  the  gal  they  are  referring  to. 
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Mr.  SCHAEFER.  Oh.  OK.  Again  you  are  to  be  commended.  Some 
$288  million  was  lost  by  some  17,000  investors,  if  I  am  understand- 
ing right,  you  were  able  to  recover  about  $240  million  of  this,  at 
least  to  this  point  in  time.  Is  there  any  more  recoverable  out  there? 

Mr.  Simon.  We  have  a  huge  judgment  against  Mr.  Keating  and 
a  couple  of  other  people.  I  think  it  is  fair  to  say  that  as  to  one  of 
those  other  people  we  may  recover  a  million  dollars  or  a  million 
and  a  half,  which  is  a  lot  of  money  but  compared  to  $240  million 
it  doesn't  change  the  total  very  much.  As  to  another,  I  think  the 
person  is  entirely  judgment-proof,  and  as  to  Mr.  Keating,  there  are 
people  who  have  a  wide  variety  of  beliefs  as  to  whether  he  stashed 
away  large  amounts  of  money  overseas  and  if  he  has,  I  think  that 
money  will  go  in  part  to  the  Government  to  recoup  their  losses  and 
in  part  to  the  investors  so  we  have  our  fingers  crossed  that  Mr. 
Keating  will  actually  bring  us  to  a  100  percent  recovery  but  we're 
quite  pleased  with  what  we  have  gotten  thus  far. 

Mr.  SCHAEFER.  You  have  a  tremendous  job  in  saving  a  lot  of 
these  investors  out  there  from 

Mr.  Simon.  As  someone  said  earlier,  Mr.  Keating  did  surround 
himself  with  the  best  lawyers  money  could  buy  and  the  best  ac- 
countants money  could  buy  and  in  large  numbers,  and  the  thing 
that  distinguishes  this  case  from  many  others  is  that  there  were 
a  substantial  number  of  accounting  firms  and  law  firms  which  got 
very  close  to  Mr.  Keating  and  assisted  him  in  doing  what  he  did 
and  we  got  a  very  substantial  recovery.  I  think  we  recovered  close 
to  $100  million  from,  a  total  of  $100  million  from  three  of  the  Big 
Six  accounting  firms.  He  had  all  three  of  them  going  at  the  same 
time  and  substantial  amounts  from  two  or  three  or  four  large  na- 
tional law  firms. 

If  he  had  done  it  all  by  himself  it  would  have  been  the  usual  sad 
story  of  a  terrible  fraud  and  no  one  to  recover  from. 

Mr.  SCHAEFER.  For  any  of  you  sitting  on  the  panel  today,  I  am 
looking  for  parallels  on  the  possible  Mellon  bank  merger  with  Drey- 
fus and  what  happened  with  Lincoln  S&L. 

Do  you  see  any  parallels  that  are  possibly  out  there?  You  have 
mentioned  a  number  of  things  that  we  could  do  in  legislation  but 
is  there  anything  that  is  moving  in  this  direction  that  concerns 
you? 

Mr.  Simon.  I  would  be  happy  to  start,  if  that  is  OK. 

I  don't  know  the  specifics  of  what  Mellon  and  Dreyfus  intend  to 
do  when  they  merge,  but  I  think  the  parallel,  the  first  parallel  is 
pretty  clear,  which  is  that  if  a  Mellon  depositor  can  walk  into  a 
Mellon  bank  the  day  after  the  merger  and  can  purchase  a  Dreyfus 
mutual  fund,  or  worse  yet  a  Mellon-Dreyfus  mutual  fund  or  Mellon 
mutual  fund,  and  can  purchase  it  without  really  understanding 
that  he  or  she  is  investing  in  something  very  different  than  what 
he  or  she  has  been  depositing  into  the  Mellon  bank  for  the  previous 
year  or  years,  that  is  the  nub  of  the  problem  is  to  not  have  Dreyfus 
trade  off  the  Mellon  name  and  not  have  Mellon  depositors  be  mis- 
led or  confused  as  to  what  they  are  doing  when  they  buy  a  Drej^us 
instrument,  and  have  them  understand  that  a  Dreyfus  instrument 
is  just  like  picking  up  the  phone  and  calling  Fidelity  and  putting 
your  money  with  Fidelity. 
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Mr.  SCHAEFER.  That  would  be  similar  then  to  the  American  Con- 
tinental and  the  tie-up  with  Lincoln,  et  cetera. 

Mr.  Simon.  Right.  It  seems  to  present  the  same  danger  of  confu- 
sion when  you  have  a  long-standing,  well-respected  bank  issuing 
federally-insured  instruments  and  all  of  a  sudden  one  day  it  is 
joined  at  the  hip,  so  to  speak,  with  a  mutual  fund  which  is  selling 
something  very  different,  maybe  something  that  is  just  fine  for  the 
right  investor  but  very  different,  and  the  key  is  to  deliver  the  mes- 
sage loud  and  clear  that  it  is  different  or  just  simply  keep  them 
separate. 

Mr.  SCHAEFER.  Mr.  Hodgman? 

Mr.  Hodgman.  Yes,  Mr.  Schaefer,  if  I  may  augment  what  Mr. 
Simon  said. 

There  is  an  element  of  appreciation  of  risk  that  has  to  be  under- 
stood as  well  and  when  one  walks  onto  the  premises  of  a  used  car 
lot,  for  example,  one  has  an  appreciation  of  risk.  They  are  prepared 
to  go  in  and  ask  hard  questions  about  a  car  which  may  or  may  not 
be  a  lemon. 

When  one  walks  into  the  lobby  of  a  savings  and  loan  or  a  bank, 
the  same  appreciation  of  a  risk  is  not  present,  as  was  testified  to 
at  trial,  as  was  evident  in  hundreds  of  interviews  of  victimized 
bond  purchasers.  When  these  victims  walked  into  Lincoln  Savings 
&  Loan  they  felt  safe,  they  felt  secure.  There  was  an  aura  of  safety 
and  there  was  a  tremendous  aura  of  trust  built  over  a  longstanding 
relationship  between  the  people  who  work  behind  the  teller's  win- 
dow and  the  customers.  There  was  not  the  same  appreciation  of 
risk  as  when  you  would  walk  into,  say,  the  offices  of  a  stock  broker- 
age or  an  independent  bond  office. 

Mr.  Schaefer.  It  was  interesting  to  me  what  you  said  about  the 
regulators.  If  I  am  reading  you  right  on  this,  your  point  was  that 
it  was  the  State  regulators,  and  not  the  Federal  regulators,  that 
really  got  in  and  started  uncovering  this,  is  that  correct? 

Ms.  Hill.  The  State  regulators  came  in  and  stated  that  they  be- 
lieved the  sale  of  bonds  in  the  branches  might  potentially  mislead 
investors,  so  they  asked  American  Continental  Corporation  to  phys- 
ically move  the  desks,  that  is  correct. 

Mr.  Schaefer.  The  Federal  regulators  had  nothing  to  do  with 
any  of  this?  I  mean  what  was  their  role  or  what  eventually  was 
their  role? 

Ms.  Hill,  The  SEC  was  involved  in  that  this  security  was  issued 
under  the  issuer  exemption  and  also  there  was  banking  regulation 
going  on  at  that  time  by  the  Federal  Home  Loan  Bank  Board,  so 
there  were  a  number  of  regulators  looking  at  various  aspects  of 
Lincoln  Savings  &  Loan. 

Mr.  Schaefer.  OK.  Anyone  else  on  this  issue? 

Mr.  Simon.  I  think  as  one  of  the  witnesses  said  on  the  earlier 
panel,  I  believe  it  was  Chairman  Levitt,  bank  regulators  are  inter- 
ested in  the  solvency  of  the  bank  and  this  matter  really  does  not 
directly  concern  the  solvency  of  the  bank.  It  concerns  consumer  or 
investor  protection  and  I  don't  think — we  saw  thousands  of  pages 
of  documents  from  the  Federal  banking  regulators  and  I  don't  re- 
call their  being  a  discussion  of  this  particular  problem  as  being 
within  their  area  of  concern. 
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The  State  regulators  did,  just  being  closer  to  the  scene,  I  think, 
did  grow  concerned  about  selling  bonds  right  in  the  lobby  of  an 
S&L  and  did  push  them  down  the  hall. 

Mr.  SCHAEFER.  I  think  that's  very  interesting,  Mr.  Chairman, 
that  it  was  the  State  that  really  got  into  this  and  not  the  Federal. 
I  yield  back.  It's  the  chairman's  turn. 

Mr.  DiNGELL.  The  time  of  the  gentleman  has  expired.  The  Chair 
wants  to  thank  the  gentleman. 

Mr.  Hodgman,  in  your  testimony  you  stated  that  thousands  of 
people  were  misled,  resulting  in  the  loss  of  tens  of  millions  of  dol- 
lars through  outright  fraud.  However  you  also  stated  that  many  of 
the  customers  of  Lincoln  were  more  vulnerable  to  being  misled  re- 
garding the  securities  they  were  buying  because  of  the  prior  rela- 
tionship they  had  had  with  Lincoln. 

Could  you  explain  this,  please? 

Mr.  Hodgman.  Certainly,  Mr.  Chairman.  Much  is  in  the  scenario 
painted  by  the  chairman  this  morning  with  Rock  Solid  Bank.  A 
very  similar  scenario  was  played  out  in  the  branches  of  Lincoln 
Savings  &  Loan. 

Many  of  the  investors  in  the  ACC  bonds  had  been  long-time  cus- 
tomers of  Lincoln  Savings  &  Loan.  They  had  g^own  up  in  a  bank- 
ing sense  with  Lincoln  from  the  time  when  the  logo  for  Lincoln  was 
the  Lincoln  head  profile  on  the  penny. 

When  Keating  took  over  Lincoln  that  was  transformed  into  a  logo 
that  was  virtually  identical  with  that  of  the  parent  company,  ACC. 
There  was  a  very  strong  marketing  aspect  within  the  bank  in 
terms  of  building  what  Ray  Fidel  testified  to,  a  Nordstrom's  style 
of  customer  relations — that  is,  one  that  was  very  customer-ori- 
ented, get  to  know  your  customer,  get  to  know  them  on  a  first- 
name  basis,  get  to  know  about  their  families. 

It  was  this  type  of  relationship  that  certainly  added  to  the  over- 
all tragedy  that  occurred  because  it  set  up  the  scenario  for 
targeting  these  very  same  people  for  the  sale  of  the  bonds. 

Mr.  DiNGELL.  That  and  the  abjuration  to  the  sellers  of  the  securi- 
ties, and  I  now  quote,  from  .13  that  was  submitted  by  Mr.  Simon, 
and  remember,  the  weak,  the  meek,  and  the  ignorant  are  always 
good  targets.  That  right? 

Mr.  Hodgman.  Yes,  sir.  In  a  nutshell,  everything  that  was  done 
in  connection  with  the  sale  of  the  bonds,  while  for  the  most  part 
in  conformity  and  in  adherence  to  then-existing  regulations  and 
laws,  was  still  designed  to,  say,  barely  meet  the  law — that  is,  bare- 
ly meet  the  letter  of  the  law,  but  not  the  spirit  of  the  law. 

The  spirit  here  was  the  protection  of  the  consumer.  That  was  not 
the  primary  interest  that  was  at  the  heart  of  the  bond  program. 
The  heart  of  the  bond  program  was  to  sell,  sell,  sell  bonds,  to  make 
money,  not  to  protect  consumer  interests. 

Mr.  DiNGELL.  Now  Ms.  Hill,  Mr.  Zipperstein,  Mr.  Simon,  do  you 
all  agree  with  that? 

Ms.  Hill.  I  do.  Yes,  Mr.  Chairman,  I  do. 

Mr.  DiNGELL.  I'm  sorry? 

Ms.  Hill.  Yes,  Mr.  Chairman,  I  do.  I  do  agree  with  that.  The 
heart  of  the  program  was  to  sell,  sell,  sell  and  what  we  saw  in  the 
Federal  investigation  and  in  the  Federal  trial  was  that  lines  were 
occasionally  crossed  but  they,  as  Mr.  Hodgman  has  said,  pushed 
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the  envelope,  pushed  every  regulation  they  could,  to  make  sure 
that  more  bonds  were  sold  and  there  was  obviously  tragic  con- 
sequences to  that  policy. 

Mr.  DiNGELL.  Mr.  Zipperstein? 

Mr.  Zipperstein.  Mr.  Chairman,  Ms.  Hill  speaks  for  me  on  all 
these  issues  in  the  Federal  case  and  she  is  correct. 

Mr.  DiNGELL.  Mr.  Simon? 

Mr.  Simon.  I  would  agree  except  on  I'm  not  sure  I  would  give  the 
Lincoln  Savings  crowd  as  much  credit  as  Mr.  Hodgman  does  for 
staying  within  the  law  or  at  the  edge  of  the  envelope. 

I  think  they  did  commit  a  series  of  violations,  while  purporting 
to  stay  within  the  rules.  They  violated  almost  every  rule  known  to 
man,  but  they  didn't  do  anything  that  was  so  egregious  and  so  ob- 
vious from  the  outside  that  they  would  be  shut  down  quickly. 

Mr.  DiNGELL.  Now  it  is  interesting  to  note,  however,  that  be- 
cause of  the  bank  exemption  they  were  not  required  to  have  bank 
actions  reviewed,  for  example  by  the  NASD  or  by  the  SEC  or  by 
any  of  the  Federal  regulatory  agencies  in  the  areas  of  securities,  is 
that  right,  so  that  they  had  sort  of  the  privilege  of  saying  things 
that  were  misleading  but  not  outright  false? 

Mr.  Hodgman.  Mr.  Chairman,  I  would  beg  to  differ  just  a  little 
bit.  These  were  securities  that  were  marketed  with  the  auspices 
and  you  might  say  knowledge  of  the  SEC.  All  of  the  prospectuses 
that  were  utilized  in  connection  with  the  sale  of  these  bonds  were 
filed  with  the  SEC  and  as  well  by  adoption  with  the  California  De- 
partment of  Corporations. 

I  think  a  very  critical  point,  however,  that  was  a  common  theme 
throughout  the  testimony  at  trial,  perhaps  all  of  our  trials,  is  that 
the  prospectuses  were  not  enough.  That  is,  the  paper  was  not 
enough  to  protect  the  people. 

The  bond  purchasers  relied  on  the  verbal  representations  that 
were  made  to  them  by  the  bond  sellers  and  this  is  the  key  to  mar- 
keting these  bonds  and  I  think  it  is  a  fundamental  precept  of  mar- 
keting as  well:  people  rely  on  what  they  are  told,  not  45  or  50 
pages  of  fme  print. 

Mr.  DiNGELL.  Now  the  prospectus,  and  I  think  in  all  cases,  met 
the  requirements  of  the  SEC. 

Mr.  Hodgman.  The  prospectus  was  duly  filed  with  the  SEC. 
However  there  is  a  disclaimer  even  on  the  prospectus  which  states 
that  the  SEC  does  not  approve  nor  necessarily  disapprove  of  what 
is  contained  therein.  It  is  simply  a  matter  of  filing  the  prospectus 
with  the  SEC. 

Mr.  DiNGELL.  I  see  you  want  to  say  something,  Mr.  Simon. 

Mr.  Simon.  Don't  let  me  interrupt  you. 

Mr.  DiNGELL.  No,  no,  no — go  ahead.  Had  you  completed  your 
comment? 

Mr.  Hodgman.  Yes,  sir. 

Mr.  DiNGELL.  Now  here  is  the  situation  though  that  concerns  me. 
The  prospectus  meets  the  SEC  requirements.  The  practices  with  re- 
gard to  the  securities  do  not  meet  SEC  requirements  because  they 
are  exempt.  That  is,  the  statements  made  inside  the  bank  premises 
are  not  subject  to  SEC  review  or  regulation  but  rather  subject  to 
the  bank  regulators'  regulations,  is  that  right?  Is  that  what  we're 
saying? 
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Mr.  HODGMAN.  That's  my  understanding,  sir,  in  connection  with 
the  Mellon-Dreyfus  situation.  They  would  not  be  bound  by  the  SEC 
rules  and  regulations. 

Mr.  DiNGELL.  The  SEC  has  dealt  with  its  requirements  with  re- 
gard to  the  prospectus.  The  bank  regulators  have  not  dealt  with 
their  responsibilities  with  regard  to  the  oral  statements  which  are 
made  to  the  purchasers  and  the  other  practices  which  take  place 
inside  the  bank  or  in  the  bank's  subsidiary,  is  that  right? 

Mr.  HODGMAN.  As  it  would  seem,  sir,  yes. 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  HODGMAN.  As  it  would  seem. 

Another  vice  here,  you  mentioned  the  letters  but  we  didn't  talk 
about  it  so  let  me  go  back  to  it,  is  the  NASD.  These  bond  sales- 
people employed  by  Lincoln  and  ACC  were  not  registered  securities 
salespeople.  They  had  no  training.  They  had  no  licenses.  They  had 
no  license  that  could  be  pulled.  They  had  no  disciplinary  authority 
that  could  act  on  them  and  that  is  one  of  the  levels 

Mr.  DiNGELL.  There  is  no  requirement  for  proper  supervision, 
was  there? 

Now  the  SEC  would  have  a  requirement  for  supervision. 

Mr.  HODGMAN.  The  SEC  or  the  NASD.  I  think  between  the  two 
of  them  they  would  cover  that  quite  well. 

Mr.  DiNGELL.  And  as  a  matter  of  fact,  those  individuals,  if  they 
had  been  functioning  under  a  SEC-regulated  entity  would  have 
been  required  not  only  to  be  properly  supervised  but  to  be  licensed 
broker-dealers  or  else  functioning  under  the  immediate  supervision 
of  a  licensed  dealer,  is  that  not  so? 

Mr.  Simon.  That  is  precisely  correct,  and  they  were  not.  They 
were  young  folks  with  no  background  in  this  at  all  who  were  told 
to  go  through  a  canned  sales  pitch  and  really  had  nothing  to  lose 
in  terms  of  their  credentials.  They  had  no  credentials  as  securities 
salespeople. 

Mr.  DiNGELL.  Well,  I  think  that  what  both  you,  Mr.  Hodgman, 
and  you  Mr.  Simon,  are  telling  us  is  that  if  we  are  attempting  to 
insure  the  customers  purchasing  money  market  or  other  uninsured 
instruments  through  banks  are  informed  and  understood  and  that 
the  individual  knows  what  he  is  purchasing,  we  have  to  know  what 
is  being  said  to  the  customer  during  the  sales  pitch,  is  that  right? 

Mr.  Hodgman.  Yes,  sir. 

Mr.  DiNGELL.  I  think  you  all  agree  on  that  point. 

Ms.  Hill.  Yes,  sir. 

Mr.  ZiPPERSTElN.  Yes. 

Mr.  DiNGELL.  You  made  a  comment,  Mr.  Simon,  in  your  prepared 
statement  which  I  thought  was  useful.  You  said  that  you  had  two 
categories  of  events  here,  one  being  those  which  were  dealt  with 
under  bank  regulatory  process  and  those  which  were  dealt  with 
under  the  SEC's  security  process,  is  that  right?  It  was  early  in  your 
statement. 

Mr.  Simon.  I  think  I  said  we  had  two  categories  of  investors.  We 
had  those  who  simply  bought  a  security  from  their  stock  broker 
and  the  security  happened  to  be  an  ACC  stock  or  an  ACC  deben- 
ture of  some  kind,  and  on  that  aspect  the  case  looks  no  different 
than  any  securities  fraud. 

Mr.  DiNGELL.  Than  any  other  securities  fraud  case. 
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Mr.  Simon.  And  the  other  is  the  retail  level  of  fraud — people  in 
Southern  California  walking  into  their  bank  to  do  one  thing  and 
walking  out  with  something  entirely  different. 

Mr.  DiNGELL.  A  bait-and-switch  operation. 

Mr.  Simon.  Bait-and-switch.  Those  people  really  were  subject  to 
two  frauds  at  the  same  time.  They  didn't  know  it,  but  they  were 
buying  a  security  of  a  company  which  had  false  financial  state- 
ments but  they  also  were  subject  to  what  we  have  all  been  talking 
about  the  whole  morning,  which  is  the  bait-and-switch. 

Mr.  DiNGELL.  Now  the  savings  and  loan  was  not  subject  to  SEC 
regulation. 

Mr.  Simon.  The  savings  and  loan  was  not  but  of  course  the  hold- 
ing company  was.  Remember  that  American  Continental,  a  holding 
company  which  owned  Lincoln  and  owned  a  series  of  other  compa- 
nies, was  the  actual  seller  of  these  subordinate  debentures. 

Mr.  DiNGELL.  The  SEC  however  had  no  authority  to  get  in  to  ob- 
serve the  practices  that  were  going  on  inside  the  premises  of  the 
SEC,  did  it — or  rather  inside  the  premises  of  the  savings  and  loan? 

Mr.  Simon.  I  don't  know  if  they  had  the  authority  but  they  cer- 
tainly didn't  do  it.  The  SEC  does  not  as  a  matter  of  practice.  It's 
probably  a  better  question  for  the  SEC  people,  but  I  have  never  un- 
derstood the  SEC  as  a  matter  of  practice  to  go  around  and  check 
up  on  how  people  sell  securities.  It  has  never  come  across  my  desk 
in  19  y2  years  of  practicing  law  that  the  SEC  does  testing  or  check- 
ing or  spot  checking  of  how  securities  are  sold.  That  is  a  matter 
left  to  other  people. 

Mr.  DiNGELL.  Now  I  think  we  might  view  this  with  some  sur- 
prise, and  if  you  want  to  give  me  your  comments,  please,  any  of 
the  members  of  the  panel — what  would  you  say  if  you  learned  that 
neither  the  FDIC,  who  provides  the  insurance,  nor  the  Office  of  the 
Comptroller  of  the  Currency,  which  allows  these  transactions  with- 
in banks,  use  plainclothes  testers  to  go  into  the  bank  to  determine 
what  is  actually  being  said  to  the  potential  customers? 

That  flows  sort  of  along  with  what  you  were  telling  us  just  1  Or 
2  seconds  ago,  Mr.  Simon. 

Mr.  Simon.  I  don't  think  any  of  them  think  it  is  their  job.  With 
all  due  respect,  I  think  they  would  tell  you  that  that  is 

Mr.  DiNGELL.  The  SEC's  job? 

Mr.  Simon  [continuing].  Is  somebody  else's  problem.  I'm  not  sure 
who  they  would  point  to  but  I  don't  think  either  the  FDIC  or  Office 
of  the  Comptroller  would  think  that  was  within  their  role  again  of 
protecting  the  institution  rather  than  the  investors. 

Remember,  these  people  were  treated — the  problem  here  is  that 
these  people  were  treated  like  investors.  They  are  not  the  bank. 
They  are  not  the  bank's  officers.  They  are  not  the  bank's  deposi- 
tors. 

The  day  that  they  got  bait-and-switched  they  became  something 
different.  They  became  investors  in  the  bank 

Mr.  DiNGELL.  So  they  fell  into  a  category  about  which  the  bank 
regulators  thought  very  little. 

Mr.  Simon.  That's  right  and  which  normally  the  SEC  would 
think  the  most.  If  you  analogize  it,  you  most  closely  analogize  it  to 
assume  you  had  a  reputable  bank  or  savings  and  loan  in  Bethesda, 
Maryland  and  they  had  a  holding  company  which  sold  stock  on  the 


159 

New  York  Stock  Exchange  and  you  could  buy  shares  of  the  stock 
through  Merrill  Lynch.  You  might  buy  100  shares  of  stock  in  the 
Bethesda  National  Corporation  or  something  knowing  it  was  a 
bank  holding  company  or  a  savings  and  loan  holding  company  and 
that  would  be  subject  to  all  of  the  regulations  of  the  SEC  and  the 
Merrill  Lynch  salesperson  who  sold  those  shares  to  you  would  be 
subject  to  all  of  the  regulations  that  the  NASD,  would  have  to  be 
trained,  licensed,  supervised — ^you  name  it. 

What  Lincoln  did 

Mr.  DiNGELL.  That  doesn't  change  where  it's  done  inside  the 
bank  or  it's  done  inside  the  saving  and  loan. 

Mr.  Simon.  It  shouldn't  change  but  I  think  it  did  change  here. 
I  think  because  it  was  done  inside  the  savings  and  loan  they  were 
allowed  to  do  it  without  the  appropriate  personnel  and  without  the 
appropriate  oversight. 

I  am  not  an  expert  on  NASD  regulation  of  brokers  but  I  believe 
they  essentially  got  around  the  rules  on  broker-dealers  here  by  sell- 
ing them  with  their  own  employees  and  that  is  really  one  of  the 
areas  of  protection  that  we  lost  here. 

We  didn't  have  a  registered  NASD  representative  selling  these 
securities. 

Mr.  DiNGELL.  So  you  are  saying  an  NASD-regulated  dealer. 

Mr.  Simon.  Right. 

Mr.  DiNGELL.  Now  Ms.  Hill,  you  have  been  nodding  yes.  Do  you 
have  a  comment? 

Ms.  Hill.  Anecdotally  I  wanted  to  share  with  you  what  we 
learned  about  what  was  happening  at  Lincoln. 

To  protect  themselves  against  rumored  testers — ^you  had  men- 
tioned blind  testers  coming  in  to  the  branches  to  try  to  see  what 
the  salespeople  were  stating. 

Ray  Fidel  has  told  us  that  there  would  be  rumors  that  the  De- 
partment of  Corporations  would  send  testers  in  to  the  bank  to 
make  sure  that  they  were  not  misleading  investors  and  a  notice 
would  be  sent  to  every  bond  representative  to  be  on  good  behavior. 
Attached  to  Mr.  Zipperstein's  testimony  is  a  tombstone  that  ap- 
peared right  at  the  teller  window  for  a  bank  customer  to  look  at 
regarding  an  ACC  bond.  Those  would  be  removed  from  the 
branches  when  there  was  a  rumored  tester  about  to  visit.  I  simply 
thought  the  chairman  might  be  interested  in  the  fact  that  the  test- 
ers, whether  they  appeared  or  not,  did  not  really  deter  in  this  case 
the  kind  of  behavior  we  have  been  talking  about. 

Mr.  SCHAEFER.  These  are  company  testers  you  are  telling  me 
about? 

Ms.  Hill.  The  president  of  the  bank  believed  that  the  California 
Department  of  Corporations  testers  would  be  entering  the  bank, 
posing  as  customers,  Lincoln  customers,  interested  in  purchasing 
an  American  Continental  Corporation  bond. 

To  fool  the  testers  they  would  remove  all  of  the  information  that 
was  near  the  teller  windows  used  to  lure  customers  to  purchase  the 
ACC  bonds.  They  would  essentially  clean  up  their  act  for  a  few 
days  and  then  as  soon  as  they  believed  the  tester  had  left  they 
would  lapse  back  into  the  same  practices. 

Mr.  SCHAEFER.  Were  these  testers  actually  employees  of  Amer- 
ican Continental  of  Lincoln?  Who  were  they? 
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Ms.  Hill.  They  were  regulators. 

Mr.  Simon.  They  were  State  of  California  regulators.  So  once 
again  the  State  was  involved. 

Mr.  SCHAEFER.  The  State  was  involved. 

Mr.  Simon.  The  State  was  involved. 

Mr.  SCHAEFER.  But  how  did  these  people  know  ahead  of  time 
they  were  coming? 

Ms.  Hill.  It  was  rumors.  They  simply  would  be  preparing — there 
would  essentially  be  a  bulletin  shot  in  the  branch  saying,  "You  may 
be  tested."  They  would,  therefore,  clean  up  their  act. 

Mr.  SCHAEFER.  There  wasn't  any  indication  there  was  any  collu- 
sion between  the  State  and  the 

Ms.  Hill.  No,  the  State  would  suspect  nothing. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman. 

Mr.  DiNGELL.  But  at  that  point  all  the  FDIC  logos  were  moved 
to  a  more  appropriate  place? 

Ms.  Hill.  Well,  the  tombstones  were  removed  that  were  near  the 
teller  windows  that  shouldn't  have  been  there.  It  was  cleaned  up. 

Mr.  HODGMAN.  If  I  may,  Mr.  Chairman,  just  to  augment  Ms. 
Hill's  anecdote,  this  is  an  example  of  where  marketing  in  the  lob- 
bies of  the  banks  or  the  saving  and  loans  can  allow  those  who  oper- 
ate the  banks  or  savings  and  loan  who  are  marketing  various  types 
of  securities  to  circumvent  the  testers  because  one  of  the  central 
precepts  of  the  marketing  program  was  to  get  to  know  your  cus- 
tomers. 

They  knew  who  their  customers  were  because  they  were  the  Lin- 
coln depositors.  So  in  this  instance,  most  of  the  people,  the  bond 
representatives  who  were  selling  the  bonds,  knew  who  their  cus- 
tomer base  was.  They  knew  them  by  sight.  They  knew  them  be- 
cause they  had  been  tellers  at  the  branch. 

Furthermore,  I  seem  to  recall  from  some  of  Mr.  Fidel's  interviews 
that  when  it  was  removed  that  the  testers  would  be  coming  by,  the 
cry  went  out,  "Beware  of  the  suits"  because  the  testers  would  come 
in  wearing  suits  and  not  disguised  as  normal  customers. 

Mr.  DiNGELL.  Now,  we  have  talked  a  little  bit  about  the  folks 
who  were  dealt  with  by  the  savings  and  loans  because  there  was 
a  desk  in  the  lobby  of  the  bank.  But  there  is  nothing  to  prevent 
the  bankers  from  saying: 

"Now,  you  don't  have  to  deal  with  us  in  the  lobby.  Just  come  on 
down  the  hall.  We  have  a  special  little  office  that  is  going  to  give 
you  this  wonderful  good  deal  of  1  or  2  percentage  points  better 
than  you  can  get  in  our  regular  CD  by  just  buying  this  particular 
wonderful  subordinated  debenture";  isn't  that  right? 

Mr.  HoDGMAN.  That  is  correct,  sir. 

Mr.  DiNGELL.  You  get  the  same  effect  because  they  go  in  there 
and  they  see  the  same  friendly  face  that  they  have  been  dealing 
with  on  the  other  side  of  the  tellers'  cage? 

Mr.  HODGMAN.  And  as  in  the  case  of  the  ACC/Lincoln,  the  sepa- 
rate satellite  bond  office — and  I  would  have  to  say  the  orbit  of  the 
satellite  was  never  far  from  the  bank  itself — the  lobby  of  the  sat- 
ellite bond  office  would  be  in  an  identical  decor  as  with  the  bank. 

Mr.  DiNGELL.  Would  it  have  FDIC  logos  up,  too? 

Mr.  HODGMAN.  No,  sir. 

Mr.  DiNGELL.  They  did? 
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Mr.  HODGMAN.  No,  sir;  they  did  not. 

Mr.  DiNGELL.  They  did  not. 

I'm  sorry.  Ms.  Hill? 

Ms.  Hill.  Mr.  Chairman,  with  regard  to  moving  the  sale  of  the 
bonds  from  the  branches,  that  did  occur  in  the  Lincoln  case  in  De- 
cember of  1988.  The  physical  location  of  the  bond  sale  desk  was 
moved  outside  the  branches. 

Initially  there  was  cross  selling  permitted,  that  is,  allowing  Lin- 
coln employees  to  pump  the  bonds  to  Lincoln  customers,  to  direct 
them  to  the  office  down  the  hall,  or  around  the  comer,  cross  the 
street,  or  wherever.  That  was  stopped  in  the  fall  of  1988. 

As  a  result  of  that,  it  appears  that  the  bond  sales  dropped  dra- 
matically. Once  there  was  no  more  cross-selling  permitted,  and 
once  the  bond  sales  were  outside  the  Lincoln  branches,  the  number 
of  purchases  by  Lincoln  customers  dropped  dramatically. 

You  should  note,  however,  that  during  that  time  Lincoln  also 
showed  its  first  loss,  ever.  So  that  may  also  have  deterred  cus- 
tomers. But  there  was  a  significant  drop.  That  is  when  Keating  in- 
structed his  bank  president,  "Can't  we  cheat  a  little?"  meaning, 
"Can't  we  cross-sell  more  bonds?  Have  the  Lincoln  tellers  pump  the 
bonds  to  our  Lincoln  customers." 

Mr.  DiNGELL.  So  they  had  them  pumped  from  behind  the  tellers' 
cage;  or  what? 

Ms.  Hill.  From  anywhere  in  the  branch,  essentially,  they  would 
be  pumping  the  bonds. 

Mr.  DiNGELL.  So  business  went  down,  or  at  least  the  bond  sales 
went  down  when  they  made  the  real  separation? 

Ms.  Hill.  That's  correct. 

Mr.  DiNGELL.  Then  Mr.  Keating  applied  a  remedial  measure 
which  was  to  encourage  people  to  pump  the  bonds,  which  they  did 
at  all  places  in  the  bank's  facilities? 

Ms.  Hill.  Well,  eventually  the  cross-selling  was  stopped  as  well. 
The  bank  president  believed  on  the  advice  of  counsel  that  that 
should  not  occur.  So,  once  that  happened,  there  was  no  more  cross- 
selling.  The  sale  of  bonds  dropped  very,  very  precipitously. 

Then  Keating's  response  to  that  was  to  fly  all  the  bond  rep- 
resentatives from  Southern  California  to  Phoenix,  Arizona,  have 
them  stay  or  visit  the  hotels  owned  by  the  parent  corporation,  and 
encourage  them,  as  Mr.  Hodgman  has  said,  to  sell  more  bonds. 

"Sell,  sell,  sell"  was  the  theme  of  that  meeting.  There  were  two 
separate  meetings  in  late  1988  for  that  purpose  to  try  to  pump  up 
the  sales  people  to  sell  more  bonds  since  the  sales  had  been  moved 
outside  the  branches. 

Mr.  DiNGELL.  Now,  Mr.  Zipperstein,  do  you  agree  that  the  most 
important  element  of  the  transaction  is  not  what  is  hanging  on  the 
wall,  or  what  is  in  the  prospectus,  but  what  is  being  told  to  the  po- 
tential customers  in  the  conversation  with  this  sales  person? 

Mr.  Zipperstein.  Certainly  that  was  our  experience  in  the  Lin- 
coln case;  yes,  Mr.  Chairman. 

Mr.  DiNGELL.  That  appears  to  be  also  the  view  of  Mr.  Simon,  Mr. 
Hodgman,  and  Ms.  Hill? 

Mr.  Hodgman.  Absolutely,  so,  sir. 

Ms.  Hill.  Yes,  sir. 
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Mr.  Simon.  And  especially  so  if  the  person  doing  the  selling  is 
known  to  and  trusted  by  the  person  doing  the  buying. 

Mr.  DiNGELL.  Are  you  concerned,  ladies  and  gentlemen  of  the 
panel,  that  the  Federal  regulators  currently  do  not  use  testers? 
That  certainly  brought  about  a  period  of  momentary  good  behavior 
on  the  part  of  Lincoln  when  they  thought  the  testers  were  coming 
by? 

Mr.  HODGMAN.  Well,  yes,  sir.  I  share  that  fear  and  concern. 
Viewing  the  Mellon-Dreyfus  transaction,  I  would  state  this,  that  I 
think  the  regulations  that  apply  in  that  type  of  situation  have  to 
be  front-loaded  in  a  sense,  that  this  body  as  well  as  others  have 
to  have  the  strictest  possible  regulations  in  place  beforehand  in 
order  that  the  consumer,  the  little  guy,  does  not  get  harmed. 

I  would  think  those  regulations  would  have  to  include,  based 
upon  the  lessons  of  the  Keating/ACC/Lincoln  tragedy,  first  of  all, 
a  physical  separation  of  the  marketing  office  from  the  lobbies  of  the 
bank,  and  second,  very  strict  guidelines  regarding  verbal  represen- 
tations made  with  regard  to  the  security  or  whatever  it  is  that  is 
being  sold. 

With  regard  to  the  testers,  that  is  something  that  obviously  has 
some  deterrent  effect.  Whether  we  have  enough  of  it  to  prevent  the 
type  of  fraud  that  we  have  seen  here;  I  don't  know,  sir. 

Mr.  DiNGELL.  Now,  Mr.  Simon,  did  your  clients  tell  you  that  it 
was  the  representatives  made  during  the  sales  pitches  and  not  the 
information  in  the  prospectus  or  other  written  information  that 
gave  them  their  basic  understanding  of  the  transaction? 

Mr.  Simon.  Yes,  sir. 

Mr.  DiNGELL.  Mr.  Hodgman,  tell  us  what  you  think  has  gone 
wrong  here?  How  do  we  protect  consumers  if  the  art  of  the  deal  is 
in  the  conversation  between  the  salesman  and  the  potential  cus- 
tomer? 

Mr.  Hodgman.  Mr.  Chairman,  as  I  have  stated,  the  paper  is  not 
sufficient  to  protect  the  people.  The  prospectus  is  simply  not 
enough.  Even  in  the  Keating  example  where  on  the  face  of  the  pro- 
spectus it  was  stated  that  these  securities  were  not  insured,  the 
bond  purchaser  never  had  a  clear  understanding  of  that. 

More  often  than  not,  the  bond  purchaser  who  testified  at  trial, 
or  who  was  interviewed  would  state  that  they  did  not  rely  upon  the 
prospectus,  they  relied  upon  what  they  were  told.  That  is  why  I 
would  assert  to  you  and  to  the  subcommittee  that  you  have  to  have 
the  strongest  possible  guidelines  and  regulations  in  place  up  front 
before  any  type  of  merger  of  a  Mellon  or  a  Drej^us  or  an5rthing  else 
that  may  come  on  down  the  road  be  approved. 

Mr.  DiNGELL.  Now,  what  are  you  thoughts  on  that,  Ms.  Hill,  Mr. 
Zipperstein,  and  Mr.  Simon? 

Mr.  Zipperstein.  Mr.  Chairman,  as  Federal  prosecutors  in  a  U.S. 
Attorney's  office,  we  are  somewhat  reluctant  to  suggest  policy  or 
legislation. 

We  want  the  community  of  businessmen/would-be  Keatings  who 
come  into  our  District,  the  largest  Federal  district  in  the  country 
in  terms  of  population,  to  know  that  if  they  break  the  laws  that 
this  Congress  passes,  that  we  will  prosecute  them  and  we  will  put 
them  in  jail. 
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Ms.  Hill.  I  simply  would  point  out  to  the  subcommittee  that,  in 
fact,  right  on  the  prospectus  it  said  on  the  last  page — and  we  have 
attached  a  copy  of  that  prospectus — it  said  that  no  oral  representa- 
tions were  to  made,  or  if  they  were  made,  they  should  not  be  relied 
upon  by  the  purchaser. 

It  is  in  bold  type  right  on  the  back  page.  But  it  was,  in  fact,  true, 
we  found,  as  Mr.  Simon  and  Mr.  Hodgman  have  stated,  that  most 
people  relied  on  that  relationship,  the  trust  that  they  had  and  the 
oral  statement,  "This  is  as  safe  and  secure  as  Lincoln.  It  is  backed 
by  Lincoln's  assets." 

Mr.  DiNGELL.  Mr.  Simon? 

Mr.  Simon.  Mr.  Chairman,  I  think  you  probably  have  to  deal 
with  structures  and  atmospheres  more  than  try  to  regulate  what 
is  said.  I  think  it  is  almost  impossible  to  regulate  what  thousands 
of  people  say  to  tens  of  thousands  to  others. 

You  can  demand  training.  You  can  demand  licensing.  You  can 
demand  supervision.  That  is  one  level  of  regulation  that  we  did  not 
have  here  given  the  people  who  were  selling  the  bonds.  You  can 
physically  separate  the  two  sales  areas.  You  can  make  the  names 
different.  You  can  make  the  logos  different.  That  is  what  I  mean 
by  structure  and  atmosphere. 

It  seems  to  me  that  sitting  in  Washington  trying  to  write  legisla- 
tion or  pass  regulations  to  govern  the  entire  problem  coast-to-coast, 
the  best  thing  you  can  focus  on  is  structure  and  atmosphere.  What 
basic  minimum  protections  can  we  put  in  so  that  the  bulk  of  the 
people  who  buy  a  Dre3^us  mutual  fund  or  something  else  like  that 
understand  that  it  is  a  Drejrfus  mutual  fund  and  do  not  believe 
that  it  is  a  deposit  in  the  Mellon  Bank.  That  is  where  I  would  focus 
my  attention  is  on  structure  and  atmosphere  which  was  at  its 
worst  in  Lincoln. 

Mr.  Hodgman.  Mr.  Chairman,  if  I  might  add,  the  reason  we  need 
to  have  strict  regulations  on  that  structure  and  atmosphere  is  be- 
cause it  is  too  late  for  the  victims,  for  the  human  victims  for  some- 
one like  myself  to  bring  a  criminal  prosecution  after  the  fact,  or  for 
the  Federal  Government  to  bring  a  criminal  prosecution  after  the 
fact,  or  for  Len  Simon  and  his  associates  to  bring  a  class  action  law 
suit. 

This  scenario  was  indeed  a  tragedy.  If  the  subcommittee  could 
hear  the  testimony  of  even  one  representative  bond  purchaser,  it 
would  be  a  plaintiff  cry  for  "Protect  the  consumer."  The  reason  is 
it  takes  time  for  agencies  and  institutions  to  rectify  the  situation 
like  ACC/Lincoln. 

Just  to  take  one  example,  there  was  a  victim  who  testified  at  our 
trial,  at  the  State  trial,  named  John  Bruner.  John  Bruner  flew 
fighter  planes  in  World  War  II.  After  World  War  II  he  and  his  wife 
became  puppeteers. 

They  toured  California  and  the  American  Southwest  giving  pup- 
pet shows  to  children.  This  is  where  they  made  their  money.  They 
saved  what  money  they  could  for  their  nest  egg  when  they  retired. 
They  did  not  have  401(K)s.  They  were  independent  contractors. 
They  needed  that  nest  egg. 

Mr.  and  Mrs.  Bruner  relied  upon  what  they  were  told  in  the 
lobby  of  Lincoln  Savings  and  Loan  about  the  ACC  bonds,  that  they 
were  safe  and  secure.  In  reliance  upon  those  representations,  they 
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took  their  nest  egg,  put  it  in  the  ACC  bonds,  and  then  in  April  of 
1989  found  out  that  they  were  wiped  out,  that  they  had  no  money 
there. 

Now,  it  is  almost  5  years  later,  and  through  the  efforts  of  Mr. 
Simon,  the  Bruners  have  achieved  partial  recovery.  But  for  Mr. 
Bruner,  someone  who  suffered  a  long  and  lingering  illness,  and 
who  died  just  about  a  year  ago,  he  had  to  live  out  the  remaining 
years  of  his  life  without  financial  security,  operating  on  a  tight  rope 
where  every  day  it  was  a  choice  between  spending  too  much  and 
really  going  into  the  hole,  or  getting  by.  He  died  after  this  illness 
not  knowing  that  his  wife  would  ever  get  all  the  money  back,  that 
his  wife  would  be  secure. 

This  is  what  this  type  of  tragedy  in  ACC/Lincoln  meant  to  indi- 
vidual people.  That  type  of  scenario  was  replicated  thousands  of 
times  in  this  case.  That  is  what  we  need  to  be  mindful  of  as  we 
proceed. 

Mr.  DiNGELL.  And  it  could  happen  again  unless  we  extended  the 
securities  protections  to  deal  with  the  behavior  of  bank  employees 
and  officers  who  are,  at  this  minute,  exempt  from  the  regulation 
of  the  SEC;  isn't  that  right? 

Mr.  HODGMAN.  That's  my  fear;  yes,  sir. 

Mr.  DiNGELL.  And,  of  course,  that  would  necessarily  include  talk- 
ing about  mutual  funds  being  sold  out  of  banks.  The  same  oppor- 
tunity is  there  because  you  can  talk  about  subordinated  debentures 
or  you  can  talk  about  a  mutual  fund  which,  for  example,  deals  in 
a  series  of  speculative  types  of  securities;  isn't  that  right? 

Mr.  HODGMAN.  Yes,  sir. 

Mr.  DiNGELL.  Do  any  other  members  of  the  panel  have  any  com- 
ments on  that  matter? 

[No  response.] 

Mr.  DiNGELL.  Let  me  address,  ladies  and  gentlemen,  then,  the 
situation  here.  I  think  we  have  talked  then  about  a  consumer  who 
thinks  he  is  buying  something  that  he  really  is  not  buying.  He 
never  questions  the  nature  of  the  investment,  or  if  he  does,  he  is 
given  essentially  dissembling  information. 

When  he  is  asking  questions,  he  is  given  misleading  information, 
for  example,  that  FDIC  insurance  versus  SIPC  insurance  is  going 
to  be  his  protection,  or  that  SIPC  insurance  goes  beyond  what  he 
really,  in  fact,  is  getting. 

Now,  what  are  your  comments  on  that  matter?  You  made  some 
comments,  Mr.  Hodgman,  but  we  would  be  glad  to  hear  additional 
comments  you  might  want  to  make  on  that. 

Mr.  Hodgman.  I  think  the  only  additional  comment  that  I  would 
like  to  make,  sir,  is  that  the  specter  of  the  tragedy  that  occurred 
with  ACC/Lincoln  has  not  died  and  it  could  very  well  be  present 
in  a  merger  such  as  the  one  the  subcommittee  is  contemplating. 

Mr.  DiNGELL.  Do  the  other  members  of  the  panel  have  a  com- 
ment? Ms.  Hill,  Mr.  Simon,  Mr.  Zipperstein? 

Mr.  Simon.  I  think  the  word  "insurance"  is  really  a  dramatic  and 
an  important  word  in  this  area.  It  is  probably  something  that  the 
subcommittee  should  keep  its  eye  on.  I  think  playing  a  shell  game 
with  FSLIC  insurance  versus  SIPC  insurance,  which  I  discussed 
earlier,  or  again  this  issue  of  "Will  you  allow  uninsured  instru- 
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ments  to  be  sold  under  the  roof  of  what  appears  to  be  an  insured 
institution?"  is  really  a  crucial  consumer  protection  issue. 

It  is  what  cost  my  clients  their  money.  I  am  not  sure  even  that 
SEC  regulations  is  going  to  cure  the  problem  as  much  as  simply 
separating  banks  from  nonbanks  and  making  it  clear  to  anybody 
who  walks  in  the  door  of  the  institution  they  are  in  that  they  are 
in  a  bank  which  takes  deposits  or  they  are  in  some  other  entity — 
they  are  in  K-Mart,  or  Sears,  or  Merrill  Lynch  or  some  other 
place — and  they  are  doing  an  entirely  different  kind.of  transaction. 

All  the  SEC  can  do,  really,  is  go  in  after  the  fact.  They  can  pick 
up  the  pieces.  They  can  sue  people.  They  can  try  to  refer  them  to 
the  U.S.  Attorney,  or  we  can  sue  them  for  money.  But  at  the  front 
end,  I  think  a  separation  of  the  two  types  of  instruments  is  very 
important. 

Mr.  DiNGELL.  I  think  I  agree  with  you. 

Now,  ladies  of  the  gentlemen  of  the  panel,  we  have  a  continuum 
of  public  policy  options  here.  On  one  end  we  can  allow  more  and 
more  banks  to  enter  the  securities  field,  leaving  more  and  more 
customers  open  to  transactions  which  possibly  have  the  situation 
that  we  have  seen  in  the  Lincoln  Savings  and  Loan  and  with  cus- 
tomers vulnerable  to  transactions  they  may  or  may  not  be  able  to 
understand. 

On  the  other  extreme,  we  could  attempt  to  roll  back  the  practices 
of  banks  selling  and  marketing  securities  because  of  concerns  of 
consumer  protection,  or  we  could  come  in  somewhere  in-between 
where  we  allow  existing  transactions  to  continue  but  put  a  morato- 
rium on  expanding  the  business  while  we  aggressively  move  to- 
wards plugging  the  consumer  protection  gaps. 

From  what  you  have  seen  in  the  Lincoln  case,  what  do  you  be- 
lieve would  be  the  prudent  public  policy  option  for  the  Congress  to 
exercise? 

Mr.  HODGMAN.  Mr.  Dingell,  to  continue  a  metaphor  that  was  uti- 
lized earlier  this  morning,  I  believe  it  is  time  to  shut  the  door  to 
the  barn.  Maybe  a  few  horses  have  gotten  out,  but  for  the  remain- 
der, they  should  be  kept  in  the  barn.  For  those  who  are  running 
free  in  the  fields  right  now,  they  should  be  looked  at  very  closely 
by  the  appropriate  regulatory  agencies,  and  I  believe  the  sort  of 
ombudsmen  regulation  that  this  subcommittee  and  the  chairman  is 
considering  is  very  important. 

So  I  come  down  very  strongly  on  the  side  of  consumer  protection 
in  this  instance  because  I  have  seen  what  happens  when  consumer 
protection  interests  are  left  in  the  dust. 

Mr.  Dingell.  Ms.  Hill? 

Ms.  Hill.  Mr.  Chairman,  I  would  comment  that  I  believe  Charlie 
Keating  appreciated  the  fact  that  there  was  an  opportunity  to  sell 
an  uninsured  product  in  an  insured  environment.  He  took  advan- 
tage of  that. 

The  reason  that  I  know  that  he  knew  that  this  was  a  good  oppor- 
tunity for  him  was  he  referred  to  it  as  cheap  money.  He  took  the 
money  from  Mr.  Simon's  clients  and  used  that  to  pay  off  debt  that 
he  had  with  more  senior  debt  at  institutional  investors,  that  insti- 
tutional investors  held — junk  bonds  that  Drexel  had  issue  on  behalf 
of  ACC. 
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He  used  the  little  old  ladies'  money  to  pay  off  that  debt.  The  rea- 
son he  did  that  was  because  he  could  sell  the  junk  bonds  in  the 
Lincoln  branches  for  a  lower  interest  rate.  It  was  cheap  money  for 
him.  He  knew  that  he  could  do  that  because  of  the  confusion  be- 
tween whether  it  is  an  insured  product  or  an  uninsured  product. 

The  little  old  ladies,  as  Mr.  Simon  has  said,  would  never  have 
bought,  the  retirees  would  never  have  purchased  these  bonds  if 
they  had  understood  that  they  were  junk  bonds — risky,  so  risky 
that  institutional  investors,  sophisticated  investors,  demanded  a 
higher  interest  than  Keating  was  willing  to  pay. 

So,  the  lesson  that  I  have  drawn  from  that  is  that  at  least  in  the 
Lincoln  environment,  the  blurring  benefitted  Charlie  Keating.  It  al- 
lowed him  to  keep  his  operation  in  operation  for  far  longer. 

Mr.  DiNGELL.  Mr.  Zipperstein? 

Mr.  Zipperstein.  Mr.  Chairman,  I  would  just  accept  Ms.  Hill's 
statements  and  adopt  them  as  my  own,  with  your  permission. 

Mr.  DiNGELL.  How  about  it,  Mr.  Simon? 

Mr.  Simon.  I  think  Ms.  Hill  and  Mr.  Hodgman  have  covered  it 
quite  well. 

Mr.  DiNGELL.  Well,  you  have  helped  us  greatly.  I  want  to  express 
my  personal  gratitude  to  each  of  you  and  also  that  of  the  sub- 
committee. You  have  come  a  long  way,  all  of  you,  to  assist  us.  We 
know  that  you  have  done  it  at  some  substantial  personal  sacrifice. 
I  want  you  to  know  that  the  committee  is  grateful  to  all  of  you  for 
your  assistance  today. 

Thank  you  very  much. 

Mr.  Zipperstein.  Thank  you,  Mr.  Chairman. 

Mr.  Simon.  Thank  you. 

Mr.  Hodgman.  Thank  you. 

Ms.  Hill.  Thank  you. 

[The  following  information  was  subsequently  submitted  by  the 
subcommittee:] 
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SRC  V.  Charles  H.  Keating  Jr.  .  et.  »1  . 
Civil  No,  91-6785,  Central  District  of  California 

1.  What  does  the  SEC's  Complaint  allege? 

This  matter  concerns  the  fraudulent  sales  practices  used  in 
the  offer  and  sale  by  Aserican  Continental  Corporation 
("ACC")  of  subordinated  debentures  ("bonds")  in  the  lobby  of 
its  subsidiary,  Lincoln  Savings  and  Loan  Association 
("Lincoln"),  and  in  offices  near  Lincoln.   It  also  involves 
false  and  misleading  financial  statements  and  disclosures  in 
the  ACC  prospectus  used  to  sell  the  bonds  and  in  periodic 
filings  with  the  Commission.   Keating  also  is  charged  with 
engaging  in  insider  trading  in  connection  with  sales  of  his 
ACC  stock.   Defendant  Keating  and  four  ctiiers  currently  are 
scheduled  for  trial  on  Nay  12,  1994. 

2.  Khat  were  ACC  and  Lincoln? 

ACC,  which  filed  for  ban]cruptcy  in  April  1989,  was  a 
financial  services  and   real  estate  development  firm 
headquartered  in  Phoenix,  Arizona.   Lincoln,  a  wholly-owned 
subsidiary  of  ACC,  was  a  California-'Chartered  savings  and 
loan  association  based  in  Phoenix  and  Los  Angeles, 
California.   On  April  14,  1989,  the  Federal  Home  Loan  Bank 
Board  placed  Lincoln  in  conservatorship.   In  August  1989, 
Lincoln  was  placed  in  receivership,   currently,  the  RTC  is 
in  the  process  of  liquidating  Lincoln's  assets. 

3.  What  were  ACC  bonds? 

ACC  bonds  were  high  risk  "junk  bonds"  which  were  subordinate 
to  virtually  all  of  ACC's  debt.   ACC  offered  and  sold  $275 
million  in  bonds  during  the  period  from  December  1986 
through  mid-February  1989  at  interest  rates  ranging  from  8 
3/4%  to  12  l/2t  and  maturities  ranging  from  one  to  ten 
years.   Approximately  $220  million  of  the  bonds  were 
outstanding  when  ACC  filed  for  bankruptcy.   ACC  sold  the 
bonds  in  part  to  retire  more  senior  debt  which  paid  higher 
interest  rates. 

4.  Mho  sold  the  ACC  bonds? 

From  December  1986  through  approximately  August  1989,  the 
bonds  were  sold  by  ACC  bond  representatives  in  the  lobbies 
of  Lincoln  branches.   Beginning  in  August  1989,  the  bonds 
were  sold  in  small  ACC  offices  near  the  Lincoln  branches. 
Most  or  all  of  ACC  bond  representatives  were  former  Lincoln 
employees.   The  bond  representatives  were  supervised  by 
Lincoln  employees.   The  bonds  were  self-underwritten  by  ACC, 
and  most  of  the  bond  representatives  were  not  registered  to 
sell  securities. 
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5.  What  types  of  sales  tactics  were  used? 

ACC  bond  representatives  and  Lincoln  branch  managers  and 
tellers  engaged  in  a  program  of  "cross-selling"  tbe  bonds. 
As  part  of  the  cross'selling  program,  the  bond 
representatives  and  Lincoln  employees  publicized  the  bonds 
within  Lincoln  branches.   They  placed  brochures  and  posters 
at  various  locations  throughout  the  branches,  including  on 
the  teller  lines  or  counters  amd  in  the  branch  windows.   In 
addition,  on  at  least  one  occasion,  they  printed  promotional 
information  concerning  the  bonds  on  Lincoln  monthly  checking 
account  statements.   The  bond  representatives  and  Lincoln 
employees  solicited  Lincoln  customers  to  purchase  the  bonds 
by  making  telephone  and  mail  solicitations  to  Lincoln 
customers  who  held  Cuturing  CDs  and  to  new  Lincoln 
customers.   Some  Lincoln  customers  received  letters 
soliciting  bond  purchases  on  Lincoln  stationery.  To 
encourage  crossoselling,  ACC  and  Lincoln  operated  a  bonus 
program  whereby  the  bond  representatives  and  Lincoln  branch 
employees  received  bonuses  if  the  branch  met  a  predetermined 
sales  quota. 

6.  Were  the  Bonds  Confused  with  CDs? 

The  practice  of  cross-selling  misled  some  bond  purchasers  to 
believe  that  the  bonds  were  instnunents  of  Lincoln  or  were 
otherwise  insured  by  the  FDIC.   Bond  representatives  and 
Lincoln  employees  made  false  and  misleading  representations 
which  could  have  led  bond  purchasers  to  confuse  the  bonds 
with  CDs.   Specifically,  the  bond  representatives  and 
Lincoln  employees  falsely  represented  that  the  bonds  were 
insured  or  were  as  safe  ae  CDs;  that  the  bonds  were  safe, 
rifikless  or  low  risk;  and  that  the  bonds  were  secxired  or 
otherwise  backed  by  the  assets  of  Lincoln  and/ or  ACC. 

7.  Has  ACC '8  payment  of  bonuses  illegal? 

Although  the  bonuses  were  not  per  se  illegal  under  the 
securities  laws,  the  prospectus  specifically  represented 
that  the  bonds  would  be  sold  only  by  ACC  employees  and  that 
they  would  not  receive  compensation  based  on  sales.   In 
addition,  as  a  consequence  of  the  bonus  payments,  ACC, 
Lincoln  and  the  employees  involved  in  the  sales  were  not 
eligible  for  an  exei^tion  from  tbe  broker-dealer 
registration  raqpiirement . 

8.  What  were  investors  told  about  the  risk  involved  with 
purchasing  bonds? 

The  bond  representatives  and  Lincoln  employees  falsely  told 
customers  that  the  bonds  were  insured  or  were  as  safe  as 
CDs;  that  the  bonds  were  safe,  riskless  or  low  risk;  and 
that  the  bonds  were  secured  or  otherwise  backed  by  the 
assets  of  Lincoln  and/or  ACC. 
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9 .  Wcr*  other  f als*  or  aislcading  statenents  made  during  the 
offer  and  sale  of  the  notes? 

ACC  provided  to  Investors  and  the  public  false  and 
misleading  financial  statements  vrhlch  materially  overstated 
its  earnings  by  approximately  §120  million  over  a  three  and 
one-half  year  period.   In  addition,  ACC  made  false  and 
inadequate  disclosures  in  ACC's  filings  with  the  Commission 
about  ACC's  liguidity,  cash  flow,  related  party  transactions 
and  due  diligence  procedures. 

10.  Did  the  prospectus  disclose  that  the  bonds  were  not  insvired 
by  the  FDIC? 

Yes.   The  prospectus  stated  on  the  front  cover  that  the 
bonds  were  not  Insured  by  the  FDIC. 

11.  Against  whom  did  the  Commission  file  suit  in  this  matter? 

On  December  12,  1991,  the  Conaiseion  filed  a  civil 
injunctive  action  against: 

Charles  Keating  Jr. .  former  Chairman  and  President  of  ACC. 

Charles  Keating  III,  former  Executive  Vice  President  of  ACC 
and  Chairmem  of  the  Board  of  Lincoln. 

Judy  wischer.  former  President  and  Chief  Operating  Officer 
of  ACC,  and  former  Chairman  of  the  Board,  Chief  Executive 
Officer,  and  President  of  Lincoln. 

Andrew  Ligget.  former  Chief  Financial  Officer  of  ACC  and 
director  of  Lincoln. 

Robert  Kieltv.  former  Senior  Vice  President,  Secretary  and 
General  Counsel  of  ACC  and  director  of  Lincoln. 

Robert  Wurzelbacher.  Jr..  former  Senior  Vice  President  and 
director  of  ACC. 

Jack  Atchison,  former  Senior  Vice  President  of  ACC. 

James  Uochurch.  ACC  employee. 

Mark  Sauter.  former  in-house  attorney  for  ACC. 

David  Paul,  former  Chairman  and  Chief  Executive  Officer  of 
CenTrust  Savings  Bank,  a  savings  and  loan  institution  that 
was  based  in  Miami,  Florida. 

Defendants  wischer,  Llgget,  wurzelbacher,  Sauter  and  Paul, 
without  admitting  or  denying  the  allegations  in  the 
complaint,  have  consented  to  the  entry  of  permanent 
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injunctions  against  futiira  violations  of  certain  provisions 
of  the  federal  securities  laws. 

In  separate  actions,  the  Commission  filed  settled  injunctive 
actions  against  four  other  former  officers  of  Lincoln  and 
ACC,  Bruce  Dickson,  Ray  Fidel,  Robin  Symes,  and  Dariush 
Razavi,  and  a  former  business  associate  of  Keating  Jr., 
Ernest  Garcia  II. 

12.  What  are  the  lessons  to  be  learned  from  the  sale  of  ACC 
debentures  at  Lincoln? 

The  first  lesson  to  be  learned  is  that  the  sale  of  uninsured 
securities  to  customers  of  financial  institutions  creates  a 
situation  that  is  fraught  with  risk.  Despite  the  best  of 
disclosures  and  the  cleanest  of  sales  practices,  financial 
institution  customers  have  a  sense  of  safety  and  security 
that  is  inextricably  linked  to  the  institution,  and  may  be 
extremely  difficult  to  break.   Therefore,  if  such  sales  are 
allowed  to  take  place,  they  must  be  subject  to  the  utmost 
care  so  that  even  the  best-intentioned  issuer  or  sales  staff 
does  not  inadvertently  reinforce  this  linkage  or  simply  fail 
to  disabuse  the  customer  of  his  or  her  predisposition  to 
believe  that  anything  offered  by  or  at  the  financial 
institution  is  safe. 

The  second  lesson  to  be  learned  is  that  marketing  plans  that 
look  reasonable  and  fair  on  paper  may  not  be  so  in 
application.   ACC  represented  to  regulators  that  it  had  a 
strong  wall  in  place  —  literally  as  well  as  figuratively, 
in  some  instances  —  to  isolate  the  debenture  sales  from  the 
operations  of  the  savings  and  loan.   In  reality,  the  wall 
barely  existed,  and  was  frequently  breached.   Any 
involvement  of  the  financial  institution  or  its  personnel, 
even  the  placement  of  marketing  materials  or  the  simple 
referral  of  customers  to  the  securities  salesperson,  can 
easily  lead  to  misunderstanding  on  the  part  of  customers. 
Lincoln  nay  be  the  extreme  example  of  lack  of  restraint,  but 
even  lesser  breaches  of  the  wall  can  have  unfortunate 
effects. 

The  third  lesson  is  that  incentives  to  financial  institution 
personnel  to  *' cross -sell"  securities  multiplies  the  risk. 
This  lesson  is  not  limited  to  payment  of  commissions  or 
financial  compensation  tied  directly  to  particular  sales  or 
sales  goals.  Any  recognition  of  cross-selling  or  marketing 
efforts  on  the  part  of  tellers  or  other  personnel,  or  even  a 
generalized  belief  on  their  part  that  their  careers  will  be 
enhanced  by  helping  to  market  securities  can  tei^pt  the 
financial  institution  employees,  who  arc  not  trained  in  the 
sale  of  securities  or  suitability  requirements,  to  step  over 
the  line  to  the  potential  detriment  of  their  customers. 
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Mr.  DiNGELL.  The  Chair  announces  that  our  third  panel  is  Ms. 
Denise  Voigt  Crawford,  Securities  Commissioner  for  the  State  of 
Texas,  and  Chair  of  the  Banks  Securities  Activities  Committee  of 
the  North  American  Securities  Administration  Association  from  Ar- 
lington, Virginia,  and  Ms.  Lena  Archuleta,  a  member  of  the  Board 
of  Directors  of  the  American  Association  of  Retired  Persons. 

They  will  be  accompanied  by  Ms.  Diane  Colasanto,  and  Mr.  Chris 
Lewis.  Ms.  Colasanto  is  President,  Princeton  Survey  Research  As- 
sociates in  Princeton,  New  Jersey,  and  Mr.  Lewis,  Director  of 
Banking  and  Housing  Policy,  Consumer  Federation  of  America, 
Washington,  D.C. 

Ladies  and  gentlemen,  thank  you  for  being  with  us  today.  We  re- 
gret that  we  have  kept  you  waiting  here  so  long.  But  we  know  that 
you  appreciate  the  fact  that  we  have  to  go  through  a  certain 
amount  of  time  before  we  complete  our  business  with  any  of  the 
panels. 

We  certainly  want  you  to  know  that  we  feel  that  your  testimony 
is  very  important.  We  want  to  hear  it  with  the  same  concern  that 
we  have  listened  to  our  witnesses  this  morning. 

Having  said  that,  ladies  and  gentlemen,  you  are  aware  of  the  fact 
that  it  is  the  practice  of  the  committee  that  the  committee  testify 
under  oath.  Do  any  of  you  object  to  testifying  under  oath? 

[Chorus  of  nos.] 

Mr.  DiNGELL.  The  Chair  advises  that  you  are  entitled  that  if  you 
testify  under  oath,  to  be  advised  by  counsel.  Do  any  of  you  desire 
to  be  so  advised? 

[Chorus  of  nos.] 

Mr.  DiNGELL.  The  Chair  advises  that  copies  of  the  rules  of  the 
committee,  rules  of  the  subcommittee,  rules  of  the  House  are  there 
to  advise  you  on  your  rights  as  you  appear  here  and  also  the  limi- 
tations on  the  powers  of  the  subcommittee. 

If  you  then  have  no  objection  to  testifying  under  oath,  would  you 
each  please  rise  and  raise  your  right  hand. 

[Witnesses  sworn.] 

Mr.  DiNGELL.  You  may  each  consider  yourself  under  oath.  We 
will  hear  from  you  commencing  first  with  Ms.  Crawford,  then  Ms. 
Archuleta,  and  then  finally  Ms.  Colasanto  and  Mr.  Lewis  in  that 
order. 

You  may  proceed  with  the  thanks  and  the  appreciation  of  the 
committee. 

TESTIMONY  OF  DENISE  VOIGT  CRAWFORD,  CHAIR,  BANKS 
SECURITIES  ACTIVITIES  COMMITTEE,  NORTH  AMERICAN 
SECURITIES  ADMINISTRATORS  ASSOCIATION;  LENA 
ARCHULETA,  MEMBER,  BOARD  OF  DIRECTORS,  AMERICAN 
ASSOCIATION  OF  RETIRED  PERSONS,  ACCOMPANIED  BY 
DIANE  COLASANTO,  PRESIDENT,  PRINCETON  SURVEY  RE- 
SEARCH ASSOCIATION;  AND  CHRIS  LEWIS,  DIRECTOR  OF 
BANKING  AND  HOUSING  POLICY,  CONSUMER  FEDERATION 
OF  AMERICA 

Ms.  Crawford.  Mr.  Chairman,  good  afternoon.  I  am  the  Texas 
Securities  Commissioner.  My  name  is  Denise  Crawford. 

I  am  here  today  on  behalf  of  the  North  American  Securities  Ad- 
ministrators Association,  which  for  short  is  known  as  NASAA.  In 
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the  United  States,  NASAA  is  the  National  Association  of  the  50 
States'  securities  regulatory  agencies  around  the  Nation. 

I  very  much  appreciate  the  opportunity  to  appear  before  the  sub- 
committee to  comment  on  the  very  serious  consumer  protection  is- 
sues that  arise  from  the  sale  of  uninsured  investment  products  on 
banks  premises. 

Today,  State  security  regulators  across  the  country  are  reporting 
mounting  evidence  of  consumer  confusion  about  the  lack  of  insur- 
ance coverage  and  the  risk  and  fees  associated  with  the  sale  of  un- 
insured products  sold  at  banks. 

An  informal  look  by  several  States  of  what  is  actually  going  on 
in  bank  lobbies  makes  it  very  clear  why  consumers  are  so  confused. 
The  market  place  is  sending  them  a  bewildering  array  of  mixed, 
garbled,  and  misleading  messages. 

Among  the  problems  uncovered  by  States  of  the  banks  were  a 
blurring  of  the  distinction  between  traditional  bank  activities  and 
the  sale  of  uninsured  products,  inadequate  or  misleading  disclosure 
about  FDIC  and  SIPC  insurance  coverage,  and  finally  a  serious  gap 
in  the  consumer  protection  available  to  those  who  purchase  securi- 
ties on  bank  premises. 

A  more  comprehensive  look  at  the  ramifications  of  this  issue  on 
the  individual  level  may  be  found  in  the  National  Opinion  Survey 
released  in  January  by  NASAA  and  the  AARP.  What  this  survey 
revealed  was  that  fewer  than  one  in  five  bank  customers  knows 
that  mutual  funds  and  annuities  are  not  insured  by  the  FDIC. 

That  survey  also  found  that  a  substantial  number  of  Americans 
are  unsure  about  the  risks  involved  in  such  investments  sold  at 
banks.  They  are  not  questioned  about  the  appropriateness  of  these 
investments  for  their  needs,  and  they  are  unaware  of  where  to  turn 
for  regulatory  help  in  the  event  they  have  a  problem  with  an  unin- 
sured investment  product  purchased  at  a  bank. 

We  know  what  happened  with  the  outpouring  of  consumer  panic 
and  distrust  in  the  wake  of  1987's  Black  Monday.  At  that  time 
most  of  the  backlash  was  focused  against  brokerage  firms  and  in- 
vestment companies. 

Now  banks  have  opened  themselves  up  to  the  same  reaction  from 
the  public.  As  a  result,  this  is  more  than  just  a  matter  of  concern 
for  the  consumer.  This  is  something  that  has  the  potential  to 
emerge  down  the  road  as  a  real  test  of  the  public's  perception  of 
the  safety  and  soundness  of  banks. 

NASAA  has  made  available  at  no  cost  to  the  public  a  consumer 
tip  sheet  that  is  designed  for  bank  customers  contemplating  the 
purchase  of  an  investment  product.  This  simple  English  document 
sets  out  the  facts  about  the  issues  where  the  NASAA/AARP  survey 
shows  that  bank  customers  are  most  confused.  I  have  a  copy  of  this 
tip  sheet  with  me  today  and  would  ask  that  it  be  made  a  part  of 
the  hearing  record. 

Clearly  the  time  has  come  for  Federal  legislation  to  comprehen- 
sively address  the  issues  of  securities  activities  conducted  on  bank 
premises  and  the  safeguards  that  are  needed  to  protect  investors. 
It  is  abundantly  clear  that  banks  already  are  in  the  securities  busi- 
ness in  a  major  way. 

The  proposed  Mellon-Dre3rfus  merger  serves  to  underscore  and 
bring  into  focus  the  concerns  expressed  by  NASAA  and  its  mem- 
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bers  about  the  steadily  increasing  role  of  banks  in  the  securities 
markets  at  a  time  when  there  are  no  legally  mandated  investor 
safeguards. 

The  fact  is  that  the  laws  and  regulations  governing  the  activities 
of  financial  institutions  simply  have  not  kept  pace  with  the  dra- 
matic changes  in  the  market  place.  While  there  may  have  been 
many  serious  efforts  over  the  years  to  rationalize  the  oversight  of 
the  new  bank  activities,  we  nonetheless  are  left  today  with  a  regu- 
latory system  that  defies  common  sense.  It  is  wholly  inadequate, 
and  potentially  could  result  in  a  serious  and  devastating  loss  of 
consumer  confidence. 

There  can  be  no  doubt  that  the  existing  statutory  framework  is 
woefully  outdated.  It  is  not  up  to  the  demands  of  a  rapidly  chang- 
ing marketplace. 

Others  who  have  testified  before  me  today  have  provided  you 
with  an  excellent  overview  of  the  shortcomings  of  our  current  laws. 
NASAA  joined  with  the  AARP  and  the  Consumer  iFe^ration  of 
America,  CFA,  to  develop  the  following  minimum  standards  for  re- 
form legislation  in  this  area.  \ 

One,  mandatory  use  of  disclosure  that  is  proven  to  work.  \ 

Two,  a  ban  on  naming  or  advertising  uninsured  bank  prpdii^ts 
in  any  way  that  creates  confusion  with  insured  bank  products' or 
the  institution  itself 

Three,  no  gap  in  the  consumer  protection  available  to  bank  cus- 
tomers buying  investment  products. 

And,  four,  a  mandatory  physical  separation  of  the  sale  of  insured 
and  uninsured  products  within  banks. 

NASAA  is  very  pleased  to  lend  its  strong  support  for  H.R.  3447, 
the  Securities  Regulatory  Equality  Act.  This  legislation  would  pro- 
vide for  the  functional  regulation  of  bank  securities  activities  and 
thus  close  the  consumer  protection  gap  that  now  exists. 

Our  outmoded  regulatory  system  has  forced  miost  securities  regu- 
lators for  definitional  and  jurisdictional  reasons  to  watch  from  the 
sidelines  as  banks  become  more  and  more  active  in  the  securities 
marketplace.  The  continued  exclusion  of  banks  from  the  definitions 
of  "broker,"  "dealer,"  and  "investment  adviser"  serves  no  public  in- 
terest. And,  to  the  contrary,  means  that  banks  need  not  comply 
with  the  consumer  protection,  net  capital,  and  books  and  records 
rules  that  were  specifically  designed  to  protect  investors. 

Mr.  Chairman-  and  members,  NASAA  respectfully  urges  Congress 
to  move  swiftly  to  adopt  H.R.  3447  and  to  ensure  that  this  Nation's 
financial  system  is  one  that  inspires  confidence  on  behalf  of  con- 
sumers and  operates  as  efficiently  and  safely  as  possible. 

Thank  you. 

[Testimony  resumes  on  p.  198.] 

[The  prepared  statement  and  attachment  of  Ms.  Crawford  fol- 
low:] 
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STATEMENT  OF 
DENISE  VOIGT  CRAWFORD 

on  behalf  of  the 
NORTH  AMERICAN  SECURITIES  ADMINISTRATORS  ASSOCIATION 


Mr.  Chairman  and  Members  of  the  Subcommittee: 


My  name  is  Denise  Voigt  Crawford.  I  am  Securities  Commissioner  for  the  state  of  Texas 
and  chair  of  the  Banks  Securities  Activities  Committee  of  the  North  American  Securities 
Administrators  Association  (NASAA),  on  behalf  of  which  I  appear  here  today.  In  the  U.S., 
NASAA  is  the  national  voice  of  the  50  state  securities  agencies  responsible  for  investor 
protection  and  the  efficient  functioning  of  the  capital  markets  at  the  grassroots  level. 

I  appreciate  the  opportunity  to  appear  before  the  Subcommittee  on  Oversight  and 
Investigations  to  comment  on  the  very  serious  consumer  protection  issues  that  arise  from 
the  sale  of  uninsured  investment  products  on  bank  premisesV  As  you  are  well  aware  Mr. 
Chairman,  the  primary  function  of  state  securities  regulation  is  the  protection  of  small 
investors  from  fraud  and  abuse  in  the  capital  markets.  As  a  result,  we  see  the  day-to-day 
implications  of  what  at  times  may  be  thought  of  on  the  national  level  only  in  theoretical 
terms,  or  worse  yet,  dismissed  as  mere  "turf  battles." 

Today,  state  securities  regulators  across  the  country  are  reporting  mounting  evidence  of 
consumer  confusion  about  the  lack  of  insurance  coverage,  and  the  risks  and  fees 
associated  with  the  sale  of  uninsured  products  sold  on  bank  premises.^  An  informal  look 
by  several  states  at  what  is  actually  going  on  in  bank  lobbies  makes  it  very  clear  why 
consumers  are  so  confused:  the  marketplace  is  sending  them  a  bewildering  variety  of 
mixed,  gobbled  and  misleading  messages.  Among  the  problems  uncovered  by  states  at 
the  banks  were:  a  blurring  of  the  distinction  between  traditional  bank  activities  and  the 
sale  of  uninsured  products;  inadequate  or  misleading  disclosure;  and  a  serious  gap  in  the 
consumer  protection  available  to  consumers  who  purchase  securities  on  bank  premises. 

A  more  comprehensive  look  at  the  ramifications  of  this  issue  on  the  individual  level  may 
be  found  in  the  national  opinion  survey  released  in  January  by  NASAA  and  the  American 
Association  of  Retired  Persons  (AARP).  What  this  survey  revealed  was  that  the  vast 
majority  of  American  bank  consumers  are  unaware  of  the  risks  and  fees  involved  in  the 
uninsured  investment  products,  such  as  mutual  funds  and  annuities,  that  are  now 
increasingly  available  at  U.S.  banks  and  other  financial  institutions.  The  sun/ey  data 
indicate  that  fewer  than  one  in  five  bank  customers  knows  that  mutual  funds  (18  percent) 


'  For  purposes  of  simplification,  the  term  "bank"  is  used  throughout  this  testimony  to  refer  to  financial 
institutions  generally,  including  thrifts,  savings  and  loan  associations  and  credit  unions. 

^  This  is  not  to  say  that  NASAA  is  opposed  to  the  sale  of  uninsured  products  on  bank  premises.  In  fact, 
it  is  the  Association's  position  that  banks  are  now  another  option  for  consumers  who  have  money  to  invest 
mutual  funds,  stocks  and  annuities  and  understand  the  risks  in  doing  so.  Our  goal  is  to  make  sure  that 
there  is  no  "consumer  protection  gap"  in  relevant  regulation. 
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and  annuities  (14  percent)  are  not  insured  by  the  Federal  Deposit  Insurance  Corporation 
(FDIC).  The  survey  also  found  that  a  substantial  number  of  Americans  are:  unsure  about 
the  risks  involved  in  such  investments  sold  at  banks;  not  questioned  about  the 
appropriateness  of  these  investments  for  their  needs;  and  unaware  of  where  to  turn  for 
regulatory  help  in  the  event  they  have  a  problem  with  an  uninsured  investment  purchased 
at  a  bank. 

What  state  securities  regulators  see  in  these  numbers  is  a  distressing  pattern  of  confusion 
and  false  comfort  on  the  part  of  bank  customers,  a  very  substantial  portion  of  whom  do 
not  seem  to  grasp  the  fact  that  banks  have  moved  beyond  its  narrow  and  traditional 
business  of  selling  only  FDIC-insured  products.  When  the  next  market  correction  takes 
place,  millions  of  U.S.  consumers  may  end  up  learning  the  hard  way  that  there  is  no 
safety  net  for  mutual  funds  and  stocks  sold  at  banks. 

We  know  what  happened  with  the  outpouring  of  consumer  panic  and  distrust  in  the  wake 
of  1987's  "Black  Monday."  At  that  time,  most  of  the  backlash  was  focused  against 
brokerage  firms  and  investment  companies.  Now  banks  have  opened  themselves  up  to 
the  same  reaction  from  the  public.  As  a  result,  this  is  more  than  just  a  matter  of  concern 
for  consumers;  this  is  something  that  has  the  potential  to  emerge  down  the  road  as  a  real 
test  of  the  public's  perception  of  the  safety  and  soundness  of  banks. 

It  is  NASAA's  view  that  the  time  has  come  for  federal  legislation  to  comprehensively 
address  the  interrelated  issues  of  securities  activities  conducted  on  bank  premises  and 
the  safeguards  needed  to  protect  investors.  It  is  abundantly  clear  that  banks  already  are 
in  the  securities  business  in  a  major  way.  The  proposed  Mellon/Dreyfus  merger  serves 
to  underscore  and  to  bring  into  focus  the  concerns  expressed  by  NASAA  and  its 
members  about  the  steadily  increasing  role  of  banks  in  the  securities  markets  and  the 
lack  of  legally-mandated  investor  safeguards.  This  is  a  situation  that  simply  cannot  be 
allowed  to  go  on  in  an  "ad  hoc"  fashion. 

The  simple  fact  is  that  the  laws  and  regulations  governing  the  activities  of  financial 
institutions  have  not  kept  pace  with  the  dramatic  changes  in  the  marketplace.  While  there 
have  been  many  serious  efforts  over  the  years'  to  rationalize  the  oversight  of  the  new 
bank  activities,  we  nonetheless  are  left  today  with  a  regulatory  system  that  defies  common 
sense,  is  wholly  inadequate,  and  potentially  could  result  in  a  serious  and  devastating  loss 
of  consumer  confidence.  NASAA  respectfully  urges  Congress  to  move  swiftly  to  ensure 
that  this  nation's  financial  system  is  one  that  inspires  confidence  on  behalf  of  consumers 
and  operates  as  efficiently  and  safely  as  possible. 


'  NASAA  would  like  to  take  this  opportunity  to  commend  Chairman  Dingell  and  other  Members  of  the 
Energy  and  Commerce  Committee  for  the  leadership  role  you  have  played  over  the  years  in  focusing 
attention  on  the  shortcomings  of  the  current  regulatory  system  and  for  your  unflagging  dedication  to  prudent 
regulation. 
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NASAA  supports  the  adoption  of  legislation,  such  as  H.R.  3447,  that  recognizes  the 
special  circumstances  that  arise  when  uninsured  products  are  sold  at  banks  that  have 
spent  many  decades  persuading  consumers  to  trust  them  because  of  the  FDIC  protection 
available  for  their  traditional  deposit  products.  At  the  same  time,  we  would  urge  federal 
banking  regulators  to  proceed  cautiously  and  to  exercise  restraint  with  respect  to  allowing 
new  investment-related  activities  on  bank  premises  before  the  appropriate  investor 
safeguards  are  put  in  place.  The  status  quo  of  inconsistent  and  ad  hoc  application  of 
investor  protection  standards  simply  is  not  acceptable. 


THE  EROSION  OF  GLASS-STEAGALL  BARRIERS 

The  issue  of  whether  commercial  banks  should  be  allowed  to  tap  into  new  sources  of 
business,  including  the  sale  of  uninsured  products  on  bank  premises  either  directly  or 
indirectly,  is  no  longer  an  academic  question.  The  fact  is  that  many  of  the  restrictions  on 
the  securities  activities  of  banks  erected  by  the  Glass-Steagall  Act"  have  been  eroded  or 
removed  through  judicial  and  administrative  decisions^,  thereby  allowing  banks  and  their 
non-bank  affiliates  to  participate  in  a  broad  range  of  uninsured  investment-related 
activities. 

The  regulatory  and  court  decisions  creating  loopholes  in  the  Depression-era  law  banning 
banks  from  the  securities  business  have  been  in  place  for  several  years  now.  But  it  has 
only  been  recently  that  low  interest  rates  have  prompted  the  explosive  growth  in  the  sale 
through  banks  of  uninsured  products.  As  these  low  interest  rates  have  propelled 
consumers  to  search  beyond  traditional  bank  savings  products  for  better  returns,  more 
and  more  banks  have  moved  to  offer  their  clientele  a  wider  range  of  financial  products. 
Mutual  funds,  popular  with  consumers  for  a  number  of  reasons,  are  one  of  the  investment 
alternatives  that  many  banks  are  providing  in  their  bid  to  retain  customer  assets  and 
generate  new  sources  of  revenue. 

Banks  are  now  major  participants  in  the  securities  markets  and  it  is  likely  that  their 
involvement  will  continue  to  grow  as  bank  customers  move  away  from  insured  deposits 
into  mutual  funds  and  other  uninsured  products.   Today,  about  one-third  of  all  mutual 


*  Banking  Act  of  1993,  48  Stat.  162-95  (codified  as  amended  in  various  sections  of  12  U.S.C). 

^  For  example,  the  Office  of  the  Comptroller  of  the  Currency  has  used  the  "incidental  powers"  clause 
of  the  National  Bank  Act  to  allow  national  bankers  to  engage  in  certain  activities  once  considered  the 
exclusive  territory  of  investment  and  insurance  firms.  The  Federal  Reserve  has  used  the  "closely  related" 
language  of  the  Bank  Holding  Company  Act  to  expand  the  permissible  product  and  service  lines  for  bank 
holding  companies. 


177 


funds  are  available  through  the  bank  channel.^  Why  are  banks  expanding  beyond  their 
traditional  base  and  moving  into  recommending  or  selling  to  retail  customers  non-deposit 
investment  products,  such  as  mutual  funds  and  annuities?  It  may  be  because  selling 
investment-related  products  can  be  a  profitable  business  and,  significantly,  a  growth 
business  at  a  time  when  banks  are  suffering  a  steady  erosion  in  their  traditional  product 
lines.  Banks  are  not  only  anxious  to  retain  customers  in  search  of  higher  returns,  but 
they  also  are  eager  to  tap  into  the  growing  consumer  demand  for  mutual  funds  and  other 
investments/ 

While  mutual  funds  may  be  the  investment  product  of  choice  today,  we  should  not 
assume  that  banks  will  limit  their  activities  to  such  a  narrow  range  of  new  activities.  The 
proposed  Mellon-Dreyfus  merger  is  a  recognition  of  the  new  levels  to  which  banks  may 
get  involved  in  uninsured  activities.  Nor  should  we  dismiss  concerns  about  the  potential 
for  consumer  harm  based  on  the  fact  that  banks  are  now  involved  in  the  sale  of 
uninsured  products  due  primarily  to  mutual  fund  activity.  As  one  industry  observer  so 
aptly  cautioned,  "...  the  'rising  tide'  in  mutual  fund  sales  has  masked  the  fact  that  the 
mutual  fund  business  is  not  immune  from  downturns  ...  .^"  I  can't  help  but  wonder  what 
we  would  be  facing  today  in  terms  of  a  banking  crisis  if  banks  had  gotten  into  the 
securities  business  a  decade  ago  when  the  "hot"  investment  product  was  limited 
partnerships,  which  at  the  time  were  thought  of  by  investors  as  good,  relatively  safe, 
stable  long-term  investments  and  have  since  gone  sour  on  a  colossal  scale. 


^  "Fundamentals,"  Mutual  Fund  Research  In  Brief,  Research  Department,  Investment  Company  Institute, 
May  1993. 

'  For  example,  according  to  data  gathered  for  Money  magazine's  "Small  Investor  Index,"  from  January 
1,  1993,  to  November  1,  1993,  bank  depositors  reportedly  withdrew  about  $77  billion  from  certificates  of 
deposit  and  reinvested  most  of  the  proceeds  in  stock  and  bond  mutual  funds.  (Jordon  Goodman, 
"Depositors  Switch  Billions  from  CDs  to  Mutual  Funds,"  Money.  December  1993.)  To  be  sure,  not  all  of  the 
money  going  into  bank  mutual  funds  is  coming  from  maturing  CDs  In  fact,  money  from  maturing  CDs 
accounted  for  only  about  5.5  percent  of  the  individuals  who  invested  in  stock  or  bond  mutual  funds  from 
July  1991  to  July  1993.  The  bottomline  is  that  the  money  flowing  into  mutual  funds  is  coming  from  more 
sources  than  just  maturing  CDs.  (Stan  Hinden,  "Some  Wrongs  That  Have  Become  Rites,"  Washington  Post. 
November  17,  1993,  p.  G3.) 

^  Matthew  Fink,  Investment  Company  Institute,  "Rough  Weather  Ahead  for  Banks  in  Mutual  Funds," 
American  Banker.  February  17,  1994,  p  29. 
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THE  SALE  OF  UNINSURED  PRODUCTS  ON  BANK  PREMISES: 
THE  BIGGEST  CONSUMER  AWARENESS  PROBLEM  IN  AMERICA  TODAY? 

It  was  late  last  summer  when  NASAA  and  the  American  Association  of  Retired  Persons 
(AARP)  first  discussed  the  need  to  gather  additional  information  about  what  appeared  to 
be  widespread  customer  confusion  concerning  the  sale  of  uninsured  investment  products 
on  bank  premises.  We  agreed  that  in  order  to  formulate  specific  policy 
recommendations,  we  would  need  to  know  more  about  the  level  of  consumer 
understanding  of  the  risks  involved  in  purchasing  uninsured  products  through  banks  and 
more  about  how  it  is  that  banks  are  conducting  their  investment-related  activities. 

What  we  found  in  a  nationwide  survey  is  that  the  vast  majority  of  American  bank 
customers  are  unaware  of  the  risks  and  fees  involved  in  the  uninsured  investment 
products,  such  as  mutual  funds  and  annuities,  that  are  now  increasingly  available  at  U.S. 
banks  and  other  financial  institutions. 

Key  Survey  Findings 

The  survey  released  on  January  13,  1994,  by  the  American  Association  of  Retired 
Persons  and  the  North  American  Securities  Administrators  Association  was  conducted  by 
Princeton  Survey  Research  Associates  of  Princeton,  New  Jersey.  The  results  were  based 
on  telephone  interviews  with  a  representative  sample  of  1 ,000  adults  living  in  the  United 
States  who  reported  making  financial  decisions  for  their  household  and  also  reported 
using  a  regular  commercial  bank.®  One  quarter  of  the  commercial  bank  customers  also 
use  a  mutual  fund  company  and  one  in  five  (21  percent)  use  a  brokerage  company. 

Major  results  of  the  NASAA/ AARP  survey  include  the  following: 

o         The  vast  majority  of  bank  customers  are  unaware  that  mutual  funds,  stocks 
and  annuities  sold  at  their  banks  are  not  insured  by  the  FDIC  program. 

Fewer  than  one  in  five  commercial  bank  customers  understands  that  mutual 
funds  (18  percent)  and  annuities  (14  percent)  are  not  FDIC  insured. 

Only  one  quarter  (25  percent)  of  customers  at  banks  where  stocks  are  sold 
know  that  these  products  are  uninsured. 


'  Interviews  for  the  NASAA/AARP  survey  were  conducted  during  the  period  October  14-October  31, 
1993.  The  margin  of  error  for  the  total  sample  of  1,000  commercial  bank  customers  is  plus  or  minus  3 
percentage  points  at  the  95  percent  level  of  confidence.  The  margin  of  sampling  error  for  results  based  on 
a  subset  of  the  total  sample  is  larger. 
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About  two  in  five  customers  think  mutual  funds  (39  percent)  and  annuities 
(40  percent)  sold  at  banks  are  FDIC  insured.  Another  43  percent  don't 
know  whether  such  mutual  funds  are  insured,  and  46  percent  are  unsure 
whether  annuities  sold  at  their  banks  are  insured. 

A  third  (35  percent)  of  the  customers  at  commercial  banks  where  stocks  are 
sold  think  these  purchases  are  FDIC  insured,  and  another  40  percent  are 
unsure. 

People  who  have  actually  purchased  mutual  funds  or  annuities  at  their  bank 
are  no  better  informed  about  the  risks  associated  with  such  investments  than 
are  other  bank  customers.  In  fact,  these  purchasers  are  even  more  likely  than 
other  bank  customers  to  think  the  FDIC  program  covers  their  investment  in  a 
mutual  fund  or  annuity  sold  at  a  bank. 

About  half  of  the  people  who  purchased  a  mutual  fund  (52  percent)  or 
annuity  (55  percent)  at  a  bank  think  the  purchase  was  FDIC  insured.  This 
compares  to  39  percent  and  40  percent  of  all  bank  customers  who  think 
mutual  funds  and  annuities  sold  at  banks  are  FDIC  insured. 

Over  a  third  of  those  who  purchased  a  mutual  fund  (36  percent)  or  an 
annuity  (38  percent)  at  a  bank  say  no  one  talked  with  them  about  the 
appropriateness  (or  "suitability")  of  their  investment. 

Most  people  who  have  purchased  mutual  funds  at  their  bank  are  also 
confused  about  the  costs  and  fees  associated  with  these  investments. 

Only  36  percent  of  mutual  fund  buyers  think  they  pay  a  front-end  sales  load, 
even  though  many  mutual  funds  sold  through  banks  involve  such  a  charge. 

More  than  half  (54  percent)  either  believe  that  there  is  no  redemption  fee 
associated  with  their  mutual  fund  or  are  uncertain  about  the  applicability  of 
such  a  fee  in  relation  to  their  investment. 

In  general,  a  quarter  to  a  third  of  all  those  buying  mutual  funds  at  a  bank 
do  not  know  if  there  is  a  front-end  sales  load,  redemption  fee  or  other 
management  cost  associated  with  their  mutual  fund. 

So,  even  though  banks  provide  their  customers  with  written  disclosure 
documents  about  uninsured  investments,  the  material  is  apparently  not 
effective  in  communicating  important  details  about  the  risks  and  costs  of 
these  investments. 
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Most  purchasers  of  mutual  funds  (85  percent)  and  annuities  (63  percent) 
sold  at  banks  say  their  bank  provided  them  with  a  disclosure  document 
about  their  investment. 

Most  who  remember  receiving  this  information  also  remember  taking  the 
time  to  read  it  (86  percent  of  mutual  fund  buyers  and  77  percent  of  annuity 
buyers). 

Bank  customers  trust  their  banks  and  rely  upon  them  to  provide  good 
information. 

Almost  nine  out  of  ten  (88  percent)  bank  customers  feel  they  have  always 
received  accurate  information  from  their  banks  about  the  risks  of  investing. 
Only  4  percent  believe  that  they  have  been  misled  or  misinformed. 

Only  5  percent  would  contact  a  government  agency  for  help  in  resolving  a 
problem  with  an  uninsured  investment  purchased  through  a  bank.  Most  (82 
percent)  would  try  to  resolve  the  problem  by  contacting  someone  at  the 
bank. 

Bank  customers  admit  they  are  less  secure  in  their  understanding  of  the 
risks  in  investments  than  they  are  about  other  details  of  banking. 

Large  majorities  say  it  is  easy  to  understand  the  fees  and  rates  their  bank 
charges  (82  percent)  and  the  regulations  that  apply  to  different  bank 
accounts  (75  percent). 

However,  considerably  fewer  bank  customers  (57  percent)  say  it  Is  easy  to 
understand  the  financial  risks  involved  in  making  different  kinds  of 
investments  through  their  banks. 

Uninsured    investment    products    sold    at    banks    are    marketed    more 
aggressively  to  older  Americans. 

While  only  about  a  third  (34  percent)  of  all  bank  customers  have  been 
contacted  by  their  banks  about  investing  in  mutual  funds,  47  percent  of 
those  aged  65  and  above  have  been  marketed  to  in  such  a  fashion. 

There  are  pockets  of  "below  average"  understanding  of  the  financial  risks 
involved  in  bank-sold  investments. 

Men  are  twice  as  likely  as  women  to  know  that  stocks,  mutual  funds  and 
annuities  are  not  FDIC  insured.  For  example,  29  percent  of  men  know  that 
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mutual  funds  are  not  FDIC-insured  compared  to  only  10  percent  of  women. 
On  stocks,  39  percent  of  men  know  they  are  not  FDIC  insured,  compared 
to  15  percent  of  women.  Five  percent  of  widowed  or  divorced  women 
realize  that  stocks  offered  by  banks  are  uninsured. 

Even  though  low-income  Americans  (making  $20,000  a  year  or  less)  are 
almost  as  likely  as  higher-income  Americans  to  buy  mutual  funds,  stocks 
and  annuities  from  banks,  they  are  considerably  less  likely  to  know  that 
such  products  are  not  FDIC  insured.  Only  7  percent  of  low-income  bank 
customers  know  that  stocks  and  mutual  funds  are  uninsured.  Just  4 
percent  are  aware  of  the  uninsured  status  of  annuities.  Though  awareness 
of  the  limits  of  FDIC  coverage  rises  somewhat  with  income  and  education, 
considerable  confusion  is  evident  even  among  Americans  with  the  most 
wealth  and  schooling.  For  example,  only  33  percent  of  those  making 
$60,000  a  year  or  more  think  that  mutual  funds  sold  by  banks  are  OQt  FDIC 
insured.  Just  21  percent  of  those  with  a  college  education  think  that 
annuities  sold  at  banks  are  net  FDIC  insured. 

The  NASAA/AARP  findings  are  consistent  with  the  results  of  a  similar,  but  narrower  public 
opinion  survey  released  in  November  1993  by  the  U.S.  Securities  and  Exchange 
Commission  (SEC)  that  focused  on  consumer  beliefs  about  FDIC  coverage  of  uninsured 
investments  at  banks. 

What  concerns  state  securities  regulators  is  that  more  and  more  we  will  see  the  financially 
unsophisticated  consumers  -  those  who  are  the  least  able  to  recognize  sometimes  subtle 
distinctions  between  bank  products  -  targeted  by  bank  promotional  campaigns.  A  study 
by  financial  researcher  Phoenix-Hecht  showed  that  about  20  percent  of  all  newcomers  to 
mutual  funds  make  their  purchases  through  banks.  Larry  Cohen,  a  vice  president  of 
Phoenix-Hecht  observed  that  novice  investors  are  drawn  to  banks  partly  because  of 
familiarity  with  the  institution.'"  A  study  released  in  1988  by  the  Market  Facts  research 
firm  concluded  that  "banks  will  succeed  in  the  sale  of  nontraditional  banking  products  only 
focusing  on  unsophisticated  buyers,  often  first  time  investors."' '  The  authors  of  the 
report  advised  banks  to  go  after  the  bread-and-butter  customers,  the  "ones  who  are 
confused  and  a  little  distrustful  of  financial  products."'^ 


'°  Kalen  Holliday,  "Banks  Keeping  Up  in  Race  to  Lure  New  Investors,"  American  Banker.  December  22, 
1993,  p.  16. 

"   Lawrence  A  Darby,  'To  Market  New  Products,  Target  the  Confused  Buyer."  American  Banker.  April 
26,  1990,  p.  4. 

"   Ibid. 
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What  is  significant  in  this  context  is  that  banks  are  continuing  to  find  ways  to  benefit  from 
what  may  be  the  most  important  thing  they  still  have  going  for  them  --  trust.  Surveys 
show  that  people  continue  to  have  more  confidence  in  banks  than  other  financial 
institutions. '^  That  trust,  of  course,  is  rooted  in  one  basic  fact:  money  placed  with  a 
bank  comes  with  the  federal  government's  guarantee  that  it  will  always  be  there,  even  if 
the  bank  fails.  Although  the  government  insurance  does  not  extend  to  investment-related 
products  sold  on  bank  premises,  that  fact  is  so  often  downplayed  or  completely  omitted 
that  it  not  surprising  that  consumers  are  confused. 

While  misleading  or  inadequate  disclosure  is  a  problem  in  this  connection,  so  too  are 
identical  or  similar  names.  The  reasoning  behind  common  or  similar  names  appears  to 
be  simple,  a  bank's  name  can  be  a  powerful  draw  in  a  local  market.  A  good  example  of 
how  it  is  that  banks  trade  on  the  trust  they  have  built  up  may  be  found  in  the  case  of  the 
Minnesota  bank  that  was  planning  to  put  financial  planners  in  several  branches.  The 
bank  decided  to  identify  the  planners  as  employees  of  the  bank's  brokerage  affiliate 
(which  had  a  name  similar  to  that  of  the  bank)  because  a  pilot  program  revealed  that 
bank  customers  were  more  comfortable  when  they  believed  that  the  planners  were 
affiliated  with  the  bank.'" 


CAPITALIZING  ON  CONFUSION: 
A  LOOK  AT  BANK  SALES  PRACTICES 

An  informal  state-leveP^  look  at  the  marketing,  promotional  and  sales  activities  of  banks 
offering  uninsured  investment  products  provides  startling  anecdotal  evidence  that  may 
help  explain  why  it  is  that  there  is  widespread  consumer  confusion  and  misunderstanding 
about  the  risks  and  fees  associated  with  these  products  now  widely  available  through 


"  Jerry  Knight,  "Banks  Becoming  Financial  Supermarkets,"  Washington  Post.  August  23,  1993,  p.  A1. 
Barry  Barbash,  Director  of  the  Securities  and  Exchange  Commission's  Division  of  Investment  Management, 
commented  on  the  results  of  the  focus  group  sessions  being  conducted  by  the  SEC  and  the  Office  of  the 
Comptroller  of  the  Currency  to  gauge  how  well  consumers  understand  the  differences  between  mutual  funds 
and  insured  deposits;  "One  thing  that  comes  clearly  out  of  the  focus  groups  is  that  bank  depositors  really 
do  think  of  banks  as  bastions  of  safety "  (Debra  Cope,  "Regulators  Probe  Public's  Knowledge  of  Fund  Risk," 
American  Banker.  January  27,  1994,  p  16.) 

'"  Karen  Talley,  "First  Bank  System  to  Place  Financial  Planners  in  More  Branches,"  American  Banker, 
October  27,  1993,  p.  17. 

'^  Twenty  state  securities  agencies  contributed  information  used  in  developing  this  testimony.  The 
states  include:  Arkansas,  Colorado,  Georgia,  Idaho,  Iowa,  Kansas,  Maine,  Massachusetts,  Minnesota, 
Missouri,  Nebraska,  Nevada,  New  Jersey,  North  Carolina,  North  Dakota,  South  Carolina,  Texas,  Vermont, 
Washington  state  and  Wisconsin  The  state  securities  divisions  were  contacted  in  mid-February  and  asked 
to  provide  us  with  information  on  hand  or  to  go  into  the  banks  in  their  area  to  gather  information  on  the 
marketing,  promotional  and  sales  activities  taking  place. 
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banks.  What  state  securities  regulators  uncovered  in  their  visits  to  bank  lobbies  is  a 
marketplace  rife  with  misleading  advertising  and  promotional  materials,  a  systemic 
breakdown  in  the  distinction  between  traditional  insured  activity  and  the  sale  of  uninsured 
products,  and  a  serious  gap  in  the  consumer  protections  available  to  those  who  purchase 
investment  products  on  bank  premises. 

Below  are  illustrative  examples  of  what  state  securities  regulators  found  in  each  of  the 
following  major  areas  of  concern:  (1)  suitability/risk  disclosure;  (2)  misleading  references 
to  FDIC  and  Securities  Investor  Protection  Corporation  (SIPC)'^  coverage;  and  (3)  a 
blurring  of  the  distinctions  between  bank  activities  and  brokerage  activities,  including  the 
use  of  similar  or  identical  names. 

SUITABILITY  CONCERNS/RISK  DISCLOSURE 

o  An  elderly  Washington  state  resident  complained  to  the  Washington  state 
Securities  Division  that  she  was  misled  by  a  Tacoma,  Washington  bank  when  she 
was  persuaded  to  put  funds  from  a  maturing  certificate  of  deposit  (CD)  into  a 
mutual  fund.  The  woman,  a  Yugoslavian  immigrant,  had  intended  to  withdraw  the 
funds  from  the  maturing  CD  and  take  the  money  to  another  bank  paying  a  higher 
return.  When  bank  personnel  learned  this,  they  suggested  that  the  depositor  could 
earn  a  higher  return  by  putting  her  money  in  a  "government  fund."  When  the 
woman  asked  whether  the  account  would  be  FDIC  insured,  she  was  told  that  it 
was  a  secure  investment  because  it  was  a  government  fund.  She  was  told  that  the 
return  would  be  significantly  higher  and  that  there  would  be  no  risk.  The  bank 
customer  was  not  advised  that  this  was  an  uninsured  investment  account  rather 
than  a  traditional  bank  deposit  account.  The  receipt  she  was  given  had  the  bank's 
name  on  it,  as  did  the  customer  account  form.  There  is  no  mention  on  any  form 
that  the  money  was  being  put  into  an  uninsured  investment  product.  It  was  only 
when  a  broker  contacted  her  nearly  two  years  later  to  advise  her  to  withdraw  her 
funds  from  the  account  because  she  was  losing  money  that  the  woman  learned 
that  her  money  --  which  represented  her  life  savings  --  had  been  put  in  a  uninsured 
investment  product  and  that  the  principal  of  her  investment  had  been  reduced  by 
nearly  $12,000.  When  the  woman  went  to  the  bank  to  complain,  she  learned  that 
the  assistant  branch  manager  for  the  bank  was  the  very  person  who  sold  her  the 
investment  product  and  claimed  that  it  was  safe!  (The  assistant  manager  admitted 
that  she  was  not  licensed  to  sell  securities  at  the  time  she  sold  the  mutual  fund  to 
the  woman  in  question  her,  although  she  claims  she  could  "offer"  securities  at  that 


'^  The  Securities  Investor  Protection  Corporation  (S!PC)  is  a  nonprofit  membership  corporation,  funded 
by  its  member  securities  broker-dealers.  SIPC  does  not  protect  investors  against  losses  from  the  rise  or 
fall  in  the  market  value  of  specific  investments.  What  it  does  is  provide  protection  against  certain  losses  if 
a  SIPC  member  fails  financially  and  is  unable  to  meet  obligations  to  its  securities  customers.  (See,  How 
SIPC  Protects  You,  a  1992  publication  of  the  Securities  Investor  Protection  Corporation,  Washington,  DC) 
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time.  She  apparently  now  is  licensed  as  a  securities  broker  and  continues  to  serve 
as  the  assistant  branch  manager  for  the  bank.) 

o  The  Colorado  Division  of  Securities  received  a  complaint  from  the  daughter  of  an 
80-year  old  widow  who  had  been  contacted  by  her  Denver,  Colorado  bank  (with 
which  she  had  done  business  for  20  years)  about  investment  products  at  the  time 
her  CD  was  maturing.  The  widow,  an  East  German  emigree,  was  told  she  could 
earn  better  interest  rates  if  she  moved  her  funds  from  the  CDs  into  a  mutual  fund 
account.  The  woman  later  learned  that  it  was  not  bank  personnel  she  was  dealing 
with  when  she  was  persuaded  to  put  her  funds  in  mutual  funds,  but  rather  a 
brokerage  firm  that  has  a  relationship  with  the  bank.  This  80-year  old  woman's  life 
savings  was  put  into  a  load  mutual  fund  that  had  about  $4,000  in  fees.  Despite 
her  complaints  about  suitability,  the  woman  has  been  instructed  that  because  she 
signed  ail  the  proper  forms,  there  was  no  avenue  of  redress. 

o  A  retired  Crystal,  Minnesota  man  on  a  fixed  income  was  invited  to  his  local  bank 
to  discuss  options  when  his  certificate  of  deposit  (CD)  was  about  to  mature.  When 
the  man  went  to  the  bank  for  the  meeting,  he  was  unknowingly  directed  to  speak 
to  an  investment  sales  representative  and  not  a  bank  employee.  During  the 
meeting,  it  was  suggested  that  the  funds  be  placed  in  an  investment  vehicle  that 
would  pay  a  higher  rate  of  interest  than  the  CD,  and  equal  to  a  CD  in  terms  of 
safety  and  liquidity.  When  the  man  explained  that  he  was  not  at  all  interested  in 
any  stock  deal,  he  was  reassured  that  what  he  was  getting  into  would  be  very 
similar  to  the  CD.  Ultimately  the  man  agreed  to  put  his  funds  in  what  turned  out 
to  be  a  limited  partnership,  which  contrary  to  the  assurances,  paid  lower  interest 
and  was  not  at  all  liquid.  The  retiree  explained  that  he  had  signed  the  necessary 
disclosure  forms  but  that  he  was  not  given  an  opportunity  to  read  them,  nor  was 
he  provided  and  explanation  of  what  he  was  signing.  The  limited  partnership 
prospectus  did  not  arrive  at  this  home  until  several  days  after  he  had  made  the 
investment.  Although  the  gentlemen  later  learned  that  he  was  dealing  with  a 
representative  of  the  brokerage  firm  affiliated  with  the  bank,  at  the  time  he  believed 
he  was  dealing  with  representatives  of  a  bank  he  had  grown  to  trust.  The  investor 
claims  that  there  was  no  physical  separation  between  the  banking  and  brokerage 
activities  and  that  there  were  no  posters  or  other  signs  that  would  alert  someone 
that  they  were  no  longer  dealing  with  a  bank  representative. 

MISLEADING  REFERENCES  TO  FDIC/SIPC  COVERAGE 

0  The  promotional  materials  for  the  brokerage  services  of  a  Wichita,  Kansas  bank 
suggest  that  "All  securities  in  your  Brokerage  Account  are  protected  by  the 
Securities  Investors  Protection  Corporation  for  up  to  $500,000  (limited  to 
$100,000  for  claims  for  cash)."  Customers  may  mistakenly  -  but  understandably 
-  read  that  statement  coming  from  a  bank  to  mean  that  the  "protection"  works  in 
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much  the  same  manner  as  FDIC  insurance.  Brochures  in  the  bank  lobby 
describing  the  investment-related  services  of  the  brokerage  unit  failed  to  include 
any  mention  whatsoever  that  these  products  are  not  FDIC-insured. 

When  asked  about  government  insurance  on  a  mutual  fund,  a  sales  representative 
operating  in  the  lobby  of  a  Boston,  Massachusetts  bank  said  that  a  mutual  fund 
was  as  safe  as  a  certificate  of  deposit  (CD).  The  representative  added  that  the 
mutual  fund  is  safer  in  some  respects  because  a  "an  investment  in  a  fund  is 
protected  by  SIPC  up  to  $500,000,  while  a  CD  is  only  protected  up  to  $100,000." 
When  asked  if  SIPC  was  a  federal  agency  like  the  FDIC,  the  representative  said 
"no,"  but  that  it  provided  similar  protection. 

Brochures  promoting  the  services  of  a  Lincoln,  Nebraska  bank  include 
"Investment  Alternatives"  under  the  general  heading  of  "Savings  Plans."  Although 
there  is  a  one-line,  fine-print  sentence  indicating  that  investment  products  are  not 
FDIC  insured,  an  open  panel  on  the  back  of  the  brochure  reads  "FDIC  INSURED" 
in  a  general  way.  If  the  customer  sees  the  cover,  the  first  panels  of  text  and  the 
back  of  the  brochure,  the  message  certainly  would  be  that  the  products  carry  FDIC 
insurance. 

Slick  promotional  materials  for  the  brokerage  affiliate  of  a  Kansas  City,  Missouri 

bank  omit  entirely  any  discussion  of  the  lack  of  FDIC  insurance  for  these  products. 
The  brochures  appeared  in  a  bank  lobby. 

The  brochure  for  the  brokerage  affiliate  of  a  Little  Rock,  Arkansas  bank 
advertises  its  investment-related  services  and  prominently  discloses  the 
brokerage's  ties  to  the  bank.  In  fact,  the  bank  name  and  logo  appear  in  large 
print,  as  does  the  "Member  FDIC"  notice.  Nowhere  on  the  brochure  is  it  stated 
that  FDIC  coverage  does  not  extend  to  investment  products. 

The  back  panel  of  a  brochure  promoting  the  brokerage  firm  affiliated  with  a 
Denver,  Colorado  bank  describes  the  uninsured  nature  of  investment  products 

in  this  manner:  " Securities  Corporation  is  not  a  bank  and  some  of  the 

investments  it  makes  available  are  not  obligations  of,  or  guaranteed  by  a  bank, 
nor  are  tfiey  insured  by  the  FDIC. "  (Emphasis  added.)  Another  brochure  put  out 
by  the  same  brokerage  firm  includes  the  following  "disclosures,"  which  takes  the 
FDIC/SIPC  confusion  to  the  worst  extremes  uncovered  so  far: 

You  have  access  to  a  variety  of  safekeeping  services.  Securities  held 
in  your  investment  account  are  covered  up  to  $10,000,000  of  protection, 
as  detailed  in  the  box  below.  (See  next  page.) 
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Protection  Insurance 

SIPC 

(Securities  Investor  Protection  Corporation) 

(Including  $100,000  in  cash) 

up  to  $500,000 


Equitable  Casualty  and 
Surety  Company 


Total  Coverage 


$9.500.000 
$10,000,000 


BLURRING  THE  DISTINCTION  BETWEEN  BANKING  AND  BROKERAGE  ACTIVITIES 


An  Arlington,  Virginia  bank  uses  the  same  logo  and  a  nearly  identical  name  for 
both  its  traditional  banking  functions  and  its  uninsured  investment  operations. 
Additionally,  the  bank  logo  is  imprinted  on  all  of  the  inserts  in  a  brochure  detailing 
the  banking,  insurance  and  investment  services  of  the  institution.  Brochures  for 
both  insured  and  uninsured  products  are  commingled  in  the  bank  lobby  and  large 
posters  just  a  few  feet  from  the  teller's  windows  advertise  the  availability  of  the 
investment  products.  The  lobby  posters  do  riot  disclose  the  uninsured  nature  of 
these  investment  vehicles. 

A  Maine  investor  did  business  with  a  brokerage  firm  operating  out  of  a  bank  lobby 
and  using  a  name  identical  to  that  of  the  bank.  He  was  unable  to 
understand  the  difference  between  dealing  with  a  bank  and  a  securities  firm.  In 
his  complaint  to  state  regulators,  the  investor  made  repeated  reference  to  what  "his 
bank  had  done  to  him."  His  dispute  actually  was  with  the  brokerage  firm  and 
involved  the  fees  associated  with  a  municipal  income  fund  he  purchased  after 
cashing  in  his  certificates  of  deposit. 

Customers  of  a  Topeka,  Kansas  bank  may  understandably  be  confused  by  the 
promotional  materials  for  the  affiliated  brokerage  firm  that  goes  by  an  identical 
name,  has  the  same  logo  and  uses  exactly  the  same  artwork  as  the  bank. 

Examiners  from  the  Colorado  Securities  Division  illustrated  the  blurring  of  the  lines 
between  banks  and  brokerages  and  the  concerns  about  inadequate  disclosure  in 
a  report  describing  the  various  signs  in  a  Denver,  Colorado  bank  lobby.   For 
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example,  in  the  area  of  the  bank  where  investment  sales  representatives  were 
located  there  was  a  small  sign  signifying  "NASD  member"  and  "SIPC."  There  were 
no  signs  indicating  that  the  products  being  made  available  by  the  brokerage  firm 
were  not  FDIC  insured.  In  addition,  a  "State  of  Colorado  Charter  Bank"  sign  was 
displayed  on  the  table  immediately  adjacent  to  the  investment  sales 
representative's  desk. 

A  Boston,  Massachusetts  bank  and  its  brokerage  affiliate  share  an  identical  name 
and  logo  which  is  printed  on  the  front  cover  of  prospectuses  for  uninsured 
investment  products.  Brochures  available  in  the  bank  lobby  contain  inadequate 
disclosure  with  respect  to  the  risks  associated  with  investment  products  and  no 
information  discussing  fees  is  made  available.  Finally,  there  is  no  physical 
separation  between  the  investment  sales  representatives  and  the  bank's  customer 
service  personnel.  There  are  no  signs  that  would  distinguish  the  investment  and 
banking-related  services. 

A  newspaper  advertisement  for  the  investment  center  affiliated  with  a  Topeka, 
Kansas  bank  reads  "Alternative  Investments  Are  Now  Available  Where  You 
Bank. "  Readers  are  advised  that  they  may  call  a  bank  representative  who  will  set 
up  an  appointment  with  the  investment  executives.  The  ad  directly  equates 
traditional  investments  (e.g.,  savings,  CDs,  etc.)  with  uninsured  products,  making 
them  appear  to  be  merely  different  alternatives. 

The  securities  arm  of  a  Denver,  Colorado  bank  makes  available  to  customers  a 
brochure  that  asks: 

Why  Talk  to about  my  investment  needs? 

A  Reliable  Financial  Planner 

For  three  generations has  enjoyed  the  reputation  of  being  a  premier 

financial  institution.    We  have  been  satisfying  financial  needs 
with  products  such  as  checking  and  savings  accounts,  loans  and  CDs. 
But,  did  you  know  we  also  provide  personal  professional  investment 
service  through  (name  of  brokerage  firm)? 

The  return  card  asks  consumers  to  indicate  whether  they  are  customers  of  the 
bank  and,  if  so,  what  branch  they  most  frequently  visit. 

A  newspaper  advertisement  running  in  papers  in  Little  Rock,  Arkansas  display  the 
names  of  several  big  brokerage  firms  and  then  asks  the  reader:  "Which  Brokerage 
Firm  Also  Offers  the  Unique  Insight  of  Arkansas'  Largest  Bank?"  In  the  text  of 
the  ad  it  is  asserted  that  the  brokerage  firm  in  question  has  not  only  the  expertise 
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and  capacity  of  any  national  brokerage  firm,  it  also  is  the  "only  firm"  to  offer  the 
"service,  convenience  and  unique  insight  of  the  region's  premier  banking 
organization."  Readers  are  encouraged  to  find  out  "how  a  regional  bank  can  meet 
your  investment  needs  on  a  national  scale." 

ACTUAL  BANK  SALES  PRACTICES:  WHAT  SURVEYS  SHOW 

While  many  states  have  visited  bank  lobbies  over  the  last  several  weeks  to  gain  a  better 
understanding  of  how  it  is  that  banks  are  promoting  their  brokerage  activities,  the  Texas 
State  Securities  Commission  and  the  New  Jersey  Bureau  of  Securities  each  conducted 
very  similar  informal  surveys  during  February  1994.'^  It  is  instructive  to  look  at  the  results 
of  the  surveys  conducted  in  these  two  states  and  to  compare  those  findings  with  what 
was  uncovered  in  a  Consumer  Reports^"  investigation  of  40  banks  in  five  states.  (See  the 
next  page  for  side-by-side  comparison  of  survey  results.) 


''  Examiners  from  the  Texas  State  Securities  Board  targeted  three  general  geographic  regions  and, 
posing  as  potential  customers,  requested  information  on  uninsured  bank  products.  The  geographic  regions 
were  Houston/La  Grange,  Austin/Georgetown/San  Antonio,  and  Dallas/Irving.  In  total,  30  banks  were 
visited.  The  New  Jersey  Securities  Bureau  visited  a  total  of  18  banks  in  Bergen,  Middlesex,  and  Morris 
counties. 

''  "Should  You  Buy  Mutual  Funds  From  Your  Bank"?"  Consumer  Reports.  March  1994,  pp  148-150. 


189 


16 


- 
ISSUE 

TEXAS 

NJ 

~i^ 

Banks  offering  investment 
products 

80% 

72% 

100% 

Banks  with  a  visual  display 
disclosing  investment 
products  are  not  insured 

25% 

0% 



Banks  in  which  the  insured 
and  uninsured  activities 
are  physically  separated 

41% 

57% 

"few" 

Banks  in  which  risk  and 
suitability  issues  were 
discussed  in  presentation 

50% 

14% 

15% 

Banks  in  which  potential  loss 
of  principal  was  discussed 

29% 

42% 

18% 

Banks  in  which  fees  were 
discussed 

... 

33% 

20% 

Banks  in  which  dual  employees 
or  bank  personnel  made 
investment  presentation 

20% 



The  nearly  identical  results  of  these  three  independent  surveys  go  a  long  way  in 
explaining  why  it  is  that  consumers  are  confused  about  the  uninsured  nature  of 
investment  products  and  the  risks  and  fees  associated  with  them. 
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CLOSING  THE  CONSUMER  PROTECTION  GAP: 
CURRENT  AND  NEEDED  REMEDIES 

Mr.  Chairman  and  Members  of  the  Subcommittee,  there  can  be  no  doubt  that  the  existing 
statutory  framework  is  woefully  outdated  and  not  up  to  the  demands  of  a  rapidly  changing 
marketplace.  Others  who  have  testified  before  me  have  provided  an  excellent  overview 
of  the  shortcomings  of  our  current  laws.  I  will  not  repeat  those  points,  but  rather  will 
discuss  pending  measures  and  other  steps  NASAA  believes  should  be  taken  to  address 
the  serious  consumer  protection  problems  arising  from  the  ever-widening  sale  at  banks 
of  uninsured  investrnent  products. 

As  you  may  know,  NASAA,  AARP  and  the  Consumer  Federation  of  America  (CFA) 
developed  the  following  minimum  standards  for  evaluating  Congressional  reform 
legislation  in  this  area: 

o  Mandatory  use  of  disclosure  that  is  proven  to  work.  It  is  clear  that 
what  is  being  done  now  in  terms  of  disclosure  is  not  working.  Disclosure 
about  the  risks  of  uninsured  bank  products  should  be  in  the  form  of  a 
concise  and  "simple  English"  document  and  related  lobby  posters.  No  sale 
of  an  uninsured  product  should  be  permitted  to  take  place  before  the 
disclosure  document  is  provided  and  the  consumer  signs  a  statement 
indicating  an  understanding  that  mutual  funds,  stocks  and  annuities  sold  at 
banks  are  not  FDIC  insured.  In  view  of  the  apparent  ineffectiveness  of 
current  disclosures,  AARP,  CFA  and  NASAA  are  prepared  to  assist  in  the 
development  and  testing  of  model  disclosure  documents  and  other 
materials  that  can  be  proven  to  be  effective  at  eliminating  the  current 
consumer  confusion  about  the  extent  of  FDIC  insurance  coverage. 

o  A  ban  on  naming  or  advertising  uninsured  bank  products  in  any  way 
that  creates  confusion  with  insured  bank  products  or  the  institution 
itself.  Many  consumers  mistakenly  believe  that  uninsured  bank  products 
are  FDIC  insured  in  the  same  manner  as  traditional  bank  products.  As  a 
result,  every  precaution  must  be  taken  to  avoid  undue  confusion  in  the 
consumer's  mind  about  the  "dividing  line"  between  uninsured  products  on 
the  one  hand  and  the  safety  and  soundness  of  the  bank  and  its  traditional 
insured  products  on  the  other.  The  use  of  the  same  or  similar  names  and 
logos  of  banks  and  their  affiliates  or  subsidiaries  should  be  prohibited. 
Additionally,  some  mutual  funds  and  other  uninsured  investment  products 
sold  at  banks  should  be  renamed  in  order  to  bring  an  end  to  existing 
instances  of  the  blurring  of  the  line  between  uninsured  and  insured  bank 
products. 
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o  No  "gap"  in  the  consumer  protection  available  to  bank  customers 
buying  investment  products.  Consumers  who  invest  in  mutual  funds  and 
stocks  through  brokerage  firms  or  investment  companies  are  provided  a 
comprehensive  framework  of  consumer  protections,  including  suitability 
requirements,  fair  dealing  and  disclosure  of  risks  and  costs.  Though  much 
of  the  activity  in  investments  sold  through  banks  is  conducted  by 
subsidiaries  registered  as  broker  dealers,  there  is  the  potential  for  banks  to 
deal  directly  with  individuals  and  firms  who  would  not  be  subject  to  broker- 
dealer  regulation.  This  disturbing  possibility  has  already  become  reality  in 
some  instances.  At  the  same  time,  a  serious  effort  must  be  undertaken  to 
review  the  extent  and  effectiveness  of  current  state  and  federal  regulatory 
oversight.  AH  investors  in  mutual  funds,  stocks  and  annuities  should  be 
accorded  the  same  level  of  consumer  protection. 

o  A  mandatory  physical  separation  of  the  sale  of  insured  and  uninsured 
products  within  banks.  The  commingling  of  insured  and  uninsured 
activities  in  bank  lobbies  greatly  increases  the  potential  for  consumer 
confusion.  Because  of  this,  no  bank  should  be  able  to  sell  insured  and 
uninsured  products  from  the  same  desk,  window  or  lobby  area.  A  clear, 
physical  separation  should  exist  (along  with  appropriate  lobby  posters)  in 
order  to  distinguish  the  areas  within  banks  where  the  two  types  of  products 
are  sold. 

NASAA  is  pleased  to  lend  its  strong  support  for  H.R.  3447,  the  "Securities  Regulatory 
Equality  Act,"  legislation  which  would  provide  for  the  functional  regulation  of  bank 
securities  activities  and  thus  close  the  "consumer  protection  gap"  that  now  exists.  The 
current  mismatched  regulatory  system  has  forced  most  securities  regulators,  for 
definitional  and  jurisdictional  reasons,  to  watch  from  the  sidelines  as  banks  become  more 
and  more  active  in  the  securities  marketplace  and  the  banking  regulators  grapple  with  a 
previously  unknown  world.  The  continued  exclusion  of  banks  from  the  definitions  of 
"broker"  and  "dealer"  serves  no  public  interest,  and  to  the  contrary,  means  that  banks 
need  not  comply  with  the  customer  protection,  net  capital,  and  books  and  records  rules 
specifically  designed  to  protect  investors.  What  purpose  is  served  in  allowing  for 
expansive  securities  powers  for  depository  institutions  and  yet  not  subjecting  those 
activities  to  legally-enforceable  and  appropriate  oversight?  It  certainly  is  not  investor 
interests  that  are  served  by  such  a  gaping  hole  in  the  regulatory  structure.  Banks  that 
act  as  broker-dealers,  are,  of  course,  subject  to  federal  banking  laws.  However,  those 
Jaws  are  designed  to  protect  the  banks  and  their  depositors,  not  investors. 

in  addition,  banks  may  serve  as  investment  advisers  to  certain  mutual  funds  without 
registering  under  the  Investment  Advisers  Act  of  1940.  As  a  result  of  this  loophole, 
shareholders  in  mutual  funds  advised  by  banks,  unlike  their  counterparts  in  other  mutual 
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funds,  do  not  receive  the  protections  of  that  Act's  provisions,  including  those  related  to 
the  recordkeeping  and  inspections  conducted  by  the  Securities  and  Exchange 
Commission  (SEC)  and  those  restricting  performance-based  fees  and  agency  cross- 
transactions.  H.R.  3447  would  remove  the  exclusion  for  banks  from  the  definition  of 
"investment  adviser"  under  Section  202(a)(3)  of  the  Investment  Advisers  Act  if  the  bank 
or  bank  holding  company  acts  as  an  investment  adviser  to  a  registered  investment 
company.     NASAA  strongly  supports  this  provision. 

H.R.  3447  not  only  addresses  the  consumer  protection  gap  by  significantly  narrowing  the 
exclusions  from  the  vanous  securities  laws  for  banks,  the  legislation  also  addresses  the 
issue  of  similar  or  common  names.  Section  1 16  of  the  bill  would  prohibit  any  registered 
investment  company  that  has  as  an  investment  adviser  or  distributor  a  bank  or  its  affiliate 
from  adopting  any  word  or  design  that  is  the  same  as,  similar  to,  or  a  variation  of  the 
name,  title  or  logo  of  the  bank.  NASAA's  view  is  that  such  a  requirement  will  greatly 
assist  in  reducing  consumer  confusion  concerning  the  uninsured  status  of  investment- 
related  products.  NASAA  further  believes  that  such  requirement  should  be  applied 
retroactively. 

As  Congress  considers  this  issue,  NASAA  respectfully  encourages  you  also  to  incorporate 
measures  requiring  plain-English  disclosure  so  that  consumers  are  provided  with 
meaningful  and  understandable  information  on  which  to  base  their  financial  decisions  and 
that  you  consider  the  issue  of  physical  separation  of  the  banking  and  brokerage  activities 
in  bank  lobbies.  Both  issues  have  emerged  as  particularly  troubling  to  consumers  and 
should  be  corrected. 

STATE  EFFORTS 

It  also  is  recognized  that  a  serious  effort  must  be  undertaken  to  review  the  extent  and 
effectiveness  of  current  state  securities  regulatory  oversight.  The  first  order  of  business 
for  state  securities  regulators  was  to  gather  information  about  what  is  going  on  in  the 
marketplace  and  to  get  a  better  sense  of  how  it  is  that  banks  are  entering  the  securities 
business.  The  NASAA  committee  which  I  have  been  asked  to  chair,  the  Banks  Securities 
Committee,  was  established  last  September  and  we  have  been  charged  with  reviewing 
state  securities  laws  and  regulations  to  determine  what  changes  we  may  need  to  make 
to  take  into  account  the  expanding  role  banks  are  playing  the  securities  marketplace.  In 
addition,  NASAA  is  taking  a  hard  look  at  our  current  authority  to  see  what  changes  may 
be  necessary  in  our  oversight  of  registered  broker/dealers  who  operate  on  bank 
premises.  In  addition,  a  number  of  individual  states  also  are  moving  to  put  in  place  new 
rules  governing  the  bank  activities  of  broker/dealers. 
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CONCLUSION 


Mr.  Chairman  and  Members  of  the  Subcommittee,  it  is  abundantly  clear  that  more  and 
more  consumers  are  turning  to  their  banks  for  the  purchase  of  uninsured  investment 
products.  What  also  is  evident  is  that  many  of  these  consumers  are  very  much  in  the 
dark  about  the  uninsured  nature  of  the  investment  products  and  the  risks  and  fees 
associated  with  them.  Given  what  state  securities  regulators  have  turned  up  in  their 
informal  look  at  the  promotional,  marketing  and  sales  practices  in  bank  lobbies,  it  is  not 
at  all  surprising  to  me  that  consumers  are  confused.  How  could  they  not  be  in  the  face 
of  such  a  soothing  and  misleading  barrage  of  advertisements  and  bank  lobby  sales 
pitches? 

It  is  NASAA's  view  that  the  time  has  come  for  federal  legislation  to  comprehensively 
address  the  interrelated  issues  of  securities  activities  conducted  on  bank  premises  and 
appropriate  safeguards  to  protect  investors.  We  know  that  banks  already  are  in  the 
securities  business  in  a  major  way.  The  proposed  Mellon/Dreyfus  merger  serves  to 
underscore  and  to  bring  into  focus  the  concerns  expressed  by  NASAA  and  its  members 
about  the  steadily  increasing  role  of  banks  in  the  securities  markets  and  the  lack  of 
legally-mandated  investor  safeguards.  NASAA  urges  Congress  to  move  quickly  to  adopt 
H.R.  3447.  At  the  same  time,  we  would  urge  federal  banking  regulators  to  proceed 
cautiously  and  to  exercise  restraint  with  respect  to  allowing  new  investment-related 
activities  on  bank  premises  before  the  appropriate  investor  safeguards  are  put  in  place. 
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TIPS  FOR  CONSUMERS  ON 
MUTUAL  FUNDS  SOLD  AT  BANKS 


There  are  NO  guarantees,  NO  bail-outs  and  NO  insurance  "safety  nets" 
to  protect  you  against  losses  in  the  mutual  funds  and  stocks  now  being 
sold  at  an  increasing  number  of  U.S.  financial  institutions.  Many 
Americans  mistakenly  assume  that  all  products  sold  within  the  four  walls 
of  a  bank  are  protected  by  the  Federal  Deposit  Insurance  Corporation 
(FDIC). 

What  are  the  facts?  Consumers  who  buy  riutual  funds,  stocks  and  annuities  at  banks  do  not 
benefit  from  the  Federal  Deposit  Insurance  Corporation  (FDIQ  coverage  available  for 
deposits  of  up  to  $100,000  per  customer.  This  means  that  investors  are  not  eligible  for  the 
same  federal  insurance  that  protects  depositors  v^ho  put  their  money  in  traditional  bank 
products,  such  as  savings  accounts  and  certificates  of  deposit  (CDs).  And  just  as  there  is  no 
insurance  coverage  from  the  federal  government  for  mutual  fund  investors  who  lose  money, 
your  bank  is  not  obligated  in  any  way  to  return  all  of  what  you  first  invested  in  an  uninsured 
product.  In  other  words,  you  face  exactly  the  same  risk  in  buying  uninsured  products  at  a 
bank  that  you  do  when  making  such  investments  through  a  brokerage  firm,  investment 
company  or  insurance  company.  There  is  no  guarantee  that  you  will  get  back  what  you 
invest  in  uninsured  products  sold  at  banks. 

Does  this  mean  that  you  should  avoid  buying  uninsured  investments  at  your  bank?  Not  at 
all.  Banks  are  now  another  option  for  consumers  who  have  money  to  invest  in  mutual 
funds,  stocks  and  annuities  and  understand  the  risks  in  doing  so. 

What  do  vou  need  to  know  first?  The  "lip  sheet"  you  are  now  reading  has  been  prepared 
for  bank  customers  contemplating  the  purchase  of  mutual  funds.  (Most  of  the  "self  defense" 
advice  set  out  here  will  also  prove  useful  if  you  consider  the  purchase  at  a  bank  of  the  other 
major  uninsured  products:  stocks  and  annuities.)  This  document  has  been  designed  to  help 
clear  up  the  major  areas  of  consumer  confusion  about  uninsured  bank  products  identified 
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in  a  major  national  public  opinion  survey  conducted  by  the  American  Association  of  Retired 
Persons  (AARP)  and  the  North  American  Securities  Administrators  Association  (NASAA).  In 
the  U.S.,  NASAA  is  the  national  voice  of  the  50  state  securities  regulators. 


HOW  MUTUAL  FUNDS  WORK 

Mutual  funds  offered  at  banks  are  no  different  from  those  sold  directly  by  investment 
companies  or  by  salespeople  at  brokerage  firms.  Like  any  other  uninsured  investment, 
mutual  funds  involve  risk,  which  is  what  makes  it  possible  for  an  investor  to  make  money. 
The  same  risk  also  means  that  you  can  lose  money  you've  invested  in  a  mutual  fund.  (For 
a  discussion  of  risk  in  money  market  mutual  funds,  see  below.)  Unlike  a  certificate  of 
deposit,  which  offers  a  fixed  return  for  a  specific  period  of  time,  mutual  funds  may  go  up 
or  down  in  value  during  every  day  of  trading. 

A  mutual  fund  is  a  company  that  pools  the  financial  resources  of  thousands  of  investors. 
Instead  of  just  buying  a  single  security,  the  mutual  fund  buyer  gets  a  "basket"  holding 
dozens  of  stocks  or  bonds.  (Mutual  funds  sold  at  banks  include  both  stock  and  income 
funds.)  Mutual  fund  managers  decide  when  to  buy,  sell  and  hold  investments  in  the 
securities  that  go  into  the  baskets.  The  idea  here  for  small  investors  is  that  mutual  funds 
help  to  minimize  risk  through  diversification  and  also  make  available  the  expertise  of  the 
fund  manager.  Each  day,  the  fund  must  determine  the  value  of  the  stocks  in  its  portfolio. 
The  overall  value  of  the  "basket"  of  securities  divided  by  the  number  of  outstanding  shares 
in  the  mutual  fund  yields  the  Net  Asset  Value  or  NAV.  The  NAV  is  what  tells  you  how 
much  each  share  of  a  mutual  fund  is  worth. 

Money  market  funds  are  a  type  of  mutual  fund.  Among  all  uninsured  products  sold  by 
banks,  money  market  mutual  funds  are  the  investments  consumers  are  most  likely  to  believe 
are  FDIC  insured.  They  are  not.  However,  there  have  been  no  major  losses  in  money 
market  funds  in  the  U.S.  to  date.  (Money  market  mutual  funds  should  not  be  confused  with 
interest-bearing  "money  market  accounts,"  which  are  insured  by  the  FDIC.  Make  sure  that 
you  are  clear  on  which  type  of  "money  market"  you  are  considering.)  Another  special 
category:  so-called  "insured"  mutual  funds  in  the  tax-exempt  municipal  fund  market.  Do 
not  be  confused  by  the  reference  to  insurance,  which  is  not  extended  by  the  FDIC.  The 
limited,  private  insurance  in  such  funds  extends  only  to  credit  risk  for  the  mutual  fund  issuer 
and  is  not  intended  to  return  money  to  investors  in  the  event  of  a  decline  in  the  value  of 
mutual  fund  shares. 


AVOIDING  CONFUSION  ABOUT  MUTUAL  FUNDS  AT  BANKS 

Mutual  funds  are  sold  at  banks  in  two  major  ways.  Some  banks  rent  out  space  in  their 
lobbies  so  that  outside  brokerage  firms  and  investment  companies  can  set  up  shop.  Others 
make  arrangements  to  offer  "private  label"  mutual  funds,  which  may  be  very  closely  linked 
to  the  identity  of  the  bank.    (Be  careful!   Some  mutual  funds  offered  through  banks  bear 
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names  that  are  confusingly  similar  to  those  of  the  financial  institutions.)  The  AARP/N  ASAA 
survey  identified  the  following  messages  as  being  critical  to  clearing  up  the  extensive 
misconceptions  and  uncertainty  that  now  exist  on  the  part  of  bank  customers  when  it  comes 
to  mutual  funds  sold  at  financial  institutions: 

Keep  in  mind  that  mutual  funds  (including  money  market  funds)  sold  at  banks  are  not 
insured  by  the  federal  govemment.  No  mutual  funds  are  insured  by  the  FDIC.  Only 
insured  bank  products  (such  as  savings  accounts  and  certificates  of  deposit)  are 
eligible  for  FDIC  protection.  You  can  lose  money  invested  in  a  mutual  fund,  whether  it  is 
sold  at  a  bank,  brokerage  firm  or  directly  from  an  investment  company. 

B  Beware  of  advertising  and  mutual  fund  names  that  blur  the  line  between  a  bank's 
insured  and  uninsured  products.  Your  bank  is  not  obligated  to  cover  losses  suffered 
in  a  mutual  fund  investment  that  you  buy  at  it.  Some  bank  advertising  and  mutual 
fund  names  may  leave  you  with  the  impression  that  there  is  no  difference  in  the  protection 
offered  for  uninsured  and  insured  products.  Make  sure  that  you  understand  whether  the 
product  you  are  purchasing  is  insured  or  uninsured. 
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Recognize  that  mutual  funds  (including  those  sold  at  banks)  are  very  different  from 
fixed-rate  investnrjents,  such  as  CDs.  The  purchaser  of  a  CD  is  promised  a  specific 
rate  of  return  by  a  certain  date.  Additionally,  this  product  is  covered  by  the  FDIC. 
By  contrast,  mutual  fund  prices  can  go  up  and  down  every  day,  past  performance  is  no 
guarantee  of  future  results  and  the  investment  is  completely  uninsured.  A  mutual  fund  can 
return  far  more  to  you  than  a  savings  account  or  CD,  but  this  potential  for  gain  is  only  made 
possible  by  risk,  which  is  what  also  exposes  you  to  the  potential  loss  of  your  principal. 
(Keep  in  mind  that  money  market  mutual  funds  have  historically  involved  less  risk  than 
other  mutual  funds.) 

□  Determine  your  investment  objectives  and  risk  tolerance  and  then  find  a  mutual  fund 
that  is  a  good  match.  Professionals  selling  mutual  funds  through  banks  are  supposed 
to  determine  if  an  investment  is  appropriate  for  you,  but  many  investors  indicate  that 
they  are  not  being  asked  questions  about  the  "suitability"  of  a  particular  mutual  fund  for 
their  circumstances.  What  are  your  plans  and  what  investments  do  you  need  to  achieve 
them?  Do  you  need  stability,  growth  or  a  steady  income  stream  from  your  investments? 
How  much  risk  can  you  afford  to  assume  in  pursuit  of  higher  returns?  These  are  the 
questions  that  will  help  guide  you  to  the  type  of  mutual  fund  that  is  best  for  you.  Most 
investors  will  find  that  it  makes  sense  to  diversify  their  portfolio,  rather  than  placing  all  of 
their  nest  eggs  in  one  "basket." 

B  Always  "comparison  shop"  for  mutual  funds  ...  especially  if  you  are  a  first-time 
investor.  Many  bank  customers  buying  mutual  funds  are  novices.  Such  individuals 
are  likely  to  rely  on  a  sales  pitch,  rather  than  doing  their  own  homework.  Sound 
difficult?  It  isn't  if  you  follow  some  simple  steps!  First,  avoid  the  trap  of  relying  on  verbal 
assurances  from  sales  people  and  get  everything  in  writing.  Second,  shop  around  and  see 
what  mutual  funds  are  being  offered  at  other  banks  and  brokerage  firms.  Just  because  you 
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have  your  checking  and  savings  account  at  a  bank  does  qqI  mean  that  you  are  obligated  to 
buy  uninsured  investment  products  there. 
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Make  sure  that  you  know  about  all  fees  and  charges  associated  with  your  mutual 
fund.  Most  bank  customers  who  buy  mutual  funds  have  a  poor  understanding  of  the 
fees  and  charges  involved  in  their  investment.  Always  make  sure  that  you  know 
what  an  investment  is  going  to  cost  before  you  enter  into  it.  All  fees  associated  with  a 
mutual  fund  are  summarized  in  the  fee  table  in  the  prospectus.  A  front-end  "load"  (or  asset- 
based  sales  charge)  may  not  exceed  8.5  percent  of  the  total  purchase  price  and  usually 
serves  as  a  commission  to  compensate  the  broker  or  other  sales  agent  who  assists  you. 
Many  banks  sell  mutual  funds  featuring  these  front-end  "loads."  You  may  be  able  to  lower 
or  eliminate  this  sales  charge  by  buying  the  same  or  comparable  fund  directly  from  an 
investment  company.  A  back-end  charge  (or  contingent  deferred  sales  charge)  declines  over 
time  and  is  collected  at  redemption,  when  you  take  money  out  of  your  mutual  fund 
account.  Management  fees  (sometimes  referred  to  as  "investment  advisory  fees"  or  "account 
maintenance  fees")  are  imposed  by  fund  advisors  in  order  to  cover  the  cost  of  overseeing 
the  mutual  fund.  So-called  "12  b-1"  fees  are  used  to  pay  for  the  marketing  and  distribution 
of  the  mutual  funds.  Some  mutual  funds  have  no  front-end  load,  but  make  up  for  it  by 
imposing  back-end  charges  and  a  12  b-1  fee.  Make  sure  that  you  understand  a\\  fees  and 
charges  before  investing. 

□  Look  "under  the  hood"  of  any  mutual  fund  you  consider  buying.  Too  many  first-time 
investors  rely  almost  exclusively  on  sales  pitches  and  slick  promotional  materials  in 
buying  a  mutual  fund.  A  prospectus  disclosure  document  is  available  for  all  mutual 
funds.  The  prospectus  can  be  the  key  to  your  understanding  of  the  mutual  fund  and 
whether  it  is  a  good  match  for  you.  Examine  the  investment  objective  section  and  compare 
it  to  what  makes  the  most  sense  for  you.  Review  the  types  of  risk  associated  with  the 
mutual  fund.  Look  at  the  fees  and  compare  them  to  similar  funds  with  comparable 
objectives. 


IMPORTANT:  This  discussion  is  not  intended  to  be  a  comprehensive 
introduction  to  mutual  fund  investing.  A  number  of  excellent  consumer 
guides  on  mutual  funds  are  available  at  little  or  no  cost  from  the 
Investment  Company  Institute  (ICI).  For  more  information,  call  ICI  at 
202/326-5872.  This  document  has  been  prepared  by  NASAA  to  help 
clear  up  misconceptions  in  the  minds  of  consumers  about  mutual  funds 
and  other  uninsured  products  sold  at  banks.  Its  purpose  is  not  to 
discourage  any  suitable  individual  who  wants  to  invest  in  mutual  funds 
at  a  bank,  brokerage  firm  or  investment  company  from  doing  so.  Mutual 
funds  are  an  important  part  of  the  financial  picture  of  most  investors. 

WHERE  TO  COMPLAIN  ... 

If  you  have  a  problem  with  your  mutual  fund  or  do  not  understand  something  that  has  been 
mailed  to  you  about  the  investment,  contact  the  brokerage  firm  unit  in  your  bank.  If  this 
step  does  not  satisfy  you,  ask  the  bank  to  look  into  the  matter.  An  unresolved  problem 
involving  your  investment  or  potential  misconduct  on  the  part  of  a  broker  or  other  sales 
agent  will  require  additional  steps.  For  help  in  dealing  with  these  matters,  contact  your  state 
securities  agency,  which  oversees  the  conduct  of  brokers.  For  the  telephone  number  of  your 
state  securities  agency,  call  the  North  American  Securities  Administrators  Association 
(NASAA)  at  202/737-0900. 
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Mr.  DiNGELL.  Thank  you  very  much.  We  are  going  to  work  on 
that  legislation.  And  without  objection,  there  are  a  number  of  items 
included  in  your  statement  which  will  be  inserted  in  the  appro- 
priate place. 

Ms.  Archuleta,  we  are  delighted  to  have  you  with  us  this  morn- 
ing and  you  will  be  recognized  for  such  a  statement  as  you  would 
like  to  give. 

TESTIMONY  OF  LENA  ARCHULETA 

Ms.  Archuleta.  Mr.  Chairman,  and  a  special  greeting  to  our 
own  Dan  Schaefer,  the  representative  from  Colorado.  I  am  Lena 
Archuleta  and  I  am  a  member  of  the  board  of  directors  of  the 
American  Association  of  Retired  Persons  and  I  am  pleased  to  be 
here  today  to  present  AARP's  view  on  bank  sales  of  uninsured 
products. 

Gone  are  the  days  when  every  product  encountered  in  the  bank 
lobby  was  federally  insured.  All  sorts  of  uninsured  products  are 
now  being  sold  at  banks,  including  annuities,  mutual  funds,  life  in- 
surance and  brokerage  services.  While  the  range  of  products  offered 
by  banks  has  been  increasing,  something  else  has  increased: 
consumer  confusion. 

Indeed,  today's  financial  service  marketplace  is  more  complex 
and  confusing  than  ever  before.  Consumers  today  are  being  sub- 
jected to  aggressive  marketing  campaigns  touting  the  virtues  of  un- 
insured products  and  their  ready  availability  at  local  branch  banks. 
These  advertising  and  promotional  campaigns  sometimes  blur  the 
distinctions  between  what's  insured  and  what's  not  and,  as  a  re- 
sult, current  banking  practices  are  contributing  to  marketplace 
confusion. 

Banks  selling  uninsured  products  tend  to  fall  into  one  of  three 
categories.  Banks  that  are  rushing  to  the  bottom.  A  large  number 
of  banks  are  engaged  in  questionable  practices.  These  include  using 
identical  logos  for  insured  and  uninsured  products,  using  names 
similar  to  the  bank's  to  identify  bank-offered  mutual  funds,  not  dis- 
closing the  deposit  insurance  status  on  some  uninsured  products, 
and  commingling  lobby  advertising  and  promotional  literature  for 
insured  and  uninsured  products. 

And,  banks  that  are  providing  perfunctory  legalese  disclosures. 
Many  of  the  banks  in  the  country  are  providing  perfunctory 
legalese  disclosures,  but  these  are  usually  provided  in  very  small, 
light  print  that  often  requires  a  magnifying  glass  to  decipher,  or 
buried  as  footnotes  that  require  some  hunting  to  fmd,  or  appear  in 
lobby  advertisements  that  require  a  customer  to  stoop  down  in 
order  to  read. 

And  then  there  are  banks  that  are  rising  to  the  occasion  by  going 
beyond  minimal  requirements.  A  handful  of  banks  provide  highly 
visible  disclosures  in  lobby  displays,  brochures,  forms  and  advertis- 
ing that  are  designed  to  make  the  distinctions  between  insured  and 
uninsured  products  abundantly  clear  to  the  consumer. 

A  recent  AARP  NASAA  survey  indicated  that  four  out  of  five  con- 
sumers are  unaware  that  investments  sold  through  banks  are  not 
insured.  These  troubling  statistics  lead  us  to  the  conclusion  that  it 
is  time  for  the  Federal  Government  to  step  in  to  bring  some  sense 
to  today's  marketplace. 
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Guidelines  by  Federal  banking  regulators  represent  nothing 
more  than  the  quick  fix  to  what  does  not  solve  underlying  prob- 
lems. Enactment  of  mandatory  Federal  standards  is  needed  to  ac- 
complish consumer  protection  goals.  The  following  actions  are 
needed: 

Congress  must  pass  strong  consumer  protection  legislation. 
Strong  congressionally  mandated  protections  are  needed  for  con- 
sumers who  might  unwittingly  place  their  life  savings  in  jeopardy 
by  investing  in  uninsured  products  at  their  bank.  Passage  of  Fed- 
eral legislation  is  needed  before  a  market  correction  causes  unex- 
pected losses  for  investors  who  are  lulled  into  a  sense  of  security 
in  purchasing  uninsured  products  at  their  bank. 

Second,  banking  regulators  must  proceed  with  extreme  caution. 
Until  the  above  statutory  protections  are  in  place,  AARP  urges  the 
Federal  banking  regulators  to  proceed  with  extreme  caution  before 
approving  any  new  banking  activities  which  could  exacerbate 
consumer  confusion. 

And  banking  regulators  must  improve  enforcement.  The  Federal 
banking  regulators  are  to  be  commended  for  identifying  and  taking 
some  initial  steps  to  address  consumer  protection  issues  relating  to 
bank  sales  of  uninsured  products.  Much  more,  however,  needs  to 
be  done  to  protect  consumers  adequately.  The  banking  regulators 
need  to  implement  the  following  enforcement  strategies  for  identi- 
fying  and  correcting  marketplace  abuses. 

Number  one,  they  should  send  testers  into  bank  lobbies  to  more 
accurately  gauge  conditions  in  the  marketplace.  Anonymous  testers 
need  to  be  sent  to  the  bank  lobbies  to  gather  information  on  bank 
sales  practices,  product  promotions,  all  representation,  written  dis- 
closures and  other  related  activities. 

Another  strategy,  develop  a  system  for  capturing  consumer  com- 
plaints. Most  customers  do  not  know  where  to  complain  if  they 
have  problems  with  uninsured  products  sold  in  banks.  To  assure 
that  all  complaints  are  being  captured,  a  uniform  consumer  com- 
plaint form  needs  to  be  developed,  made  publicly  available  in  bank 
lobbies  and  distributed  to  all  purchasers  of  uninsured  bank  prod- 
ucts. 

Hold  public  field  hearings.  The  Federal  banking  regulators  need 
to  hold  a  series  of  field  hearings  around  the  country  to  solicit  public 
opinion  related  to  bank  sales  of  uninsured  products.  Such  forums 
would  generate  significant  media  attention  in  the  cities  where  they 
are  being  held  and  would  help  educate  the  public  on  the  difference 
between  insured  and  uninsured  products. 

AARP  appreciates  this  opportunity  to  comment  and  we  look  for- 
ward to  working  with  the  subcommittee  toward  achieving  the  goals 
identified  above. 

And  I  know  we  will  be  hearing  from  Diane  Colasanto  later  who 
will  report  on  the  survey  done  by  the  two  groups. 

[The  prepared  statement  of  Ms.  Archuleta  follows:] 
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Statement  Of 

Lena  Archuleta 

Member,  Board  Of  Directors 

Of  The 

AMERICAN  Association  Of  Retired  Persons 


Hello,  my  name  is  Lena  Archuleta.   I'm  a  member  of  the  Board  of  Directors  of  the 
American  Association  of  Retired  Persons  from  Denver,  Colorado.   I'm  pleased  to  be  here 
today  to  present  AARP's  views  on  bank  sales  of  uninsured  products. 

Gone  are  the  days  when  every  product  encountered  in  a  bank  lobby  was  federally 
insured.   All  sorts  of  uninsured  products  are  now  being  sold  at  banks,  including  annuities, 
mutual  fiinds,  life  insurance,  and  brokerage  services.   WhUe  the  range  of  products  offered  by 
banks  has  been  increasing,  so  has  something  else:   consumer  confusion!   Indeed,  today's 
financial  services  marketplace  is  more  complex  and  confusing  than  ever  before. 

Older  people  are  among  the  most  vulnerable  groups  in  this  environment.   Many  older 
investors  have  seen  the  income  from  their  insured  savings  accounts  and  certificates  of  deposit 
drastically  lowered  by  plummeting  interest  rates.   This  substantial  loss  of  income  has  driven 
many  older  people  into  much  riskier  investments.   Some  older  people  have  made  these 
investments  without  fully  understanding  the  risks  involved. 

AARP,  along  with  the  North  American  Securities  Administrators  Association 
(NASA A),  recently  released  the  results  of  a  national  survey  which  graphically  demonstrated 
the  degree  to  which  consumer  confusion  reigns.   A  whopping  82%  of  survey  respondents 
were  unaware  of  the  deposit  insurance  status  of  mutual  funds  sold  by  banks.   86%  were 
unaware  of  the  deposit  insurance  status  of  bank-sold  annuities.   Diane  Colasanto,  from 
Princeton  Survey  Research  Associates  who  conducted  the  AARP/NASAA  survey,  is  here  to 
discuss  the  survey  findings  a  little  later. 

Mutual  funds,  annuities,  and  other  products  may  represent  attractive  investment 
opportunities  which  promise  greater  returns  than  insured  deposit  accounts.   AARP  certainly 
does  not  want  to  discourage  older  investors  from  cPDSidering  these  products.   But,  investors 
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must  be  fully  informed  about  the  products  they  are  purchasing  and  the  risks  they  are 
assuming.   They  must  enter  into  these  transactions  with  their  eyes  wide  open. 

Part  of  the  responsibility  for  deciphering  today's  marketplace  obviously  rests  with  the 
consumer.    Consumers  need  to  learn  more  about  the  various  products  they  encounter.   They 
need  to  be  able  to  sort  through  the  bewildering  array  of  products  and  select  those  best  suited 
to  their  needs.    Before  this  can  occur,  however,  steps  must  be  taken  to  assist  consumers  in 
finding  their  way  through  today's  financial  services  marketplace. 

Consumers  today  are  being  subjected  to  aggressive  marketing  campaigns  touting  the 
virtues  of  uninsured  products  and  their  ready  availability  at  local  bank  branches.   These 
advertising  and  promotional  campaigns  sometimes  blur  the  distinctions  between  what's 
insured  and  what's  not.    As  a  result,  current  banking  practices  are  contributing  to 
marketplace  confusion. 

Banks  selling  uninsured  products  tend  to  fall  into  one  of  three  categories: 
•         Banks  that  are  rushing  to  the  bottom 

A  large  number  of  banks  are  not  complying  with  existing  federal 
banking  guidelines.    Questionable  practices  include:    using 
identical  logos  for  insured  and  uninsured  products,  using  names 
similar  to  the  bank's  to  identify  bank-offered  mutual  funds,  not 
disclosing  the  deposit  insurance  status  on  some  uninsured 
products,  and  commingling  lobby  advertising  and  promotional 
literature  for  insured  and  uninsured  products. 
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•  Banks  that  are  providing  perfunctory,  legalese  disclosures 

Many  of  the  banks  in  the  country  are  providing  perfunctory, 
legalese  disclosures.   These  are  usually  provided  in  very  small, 
light  print  that  often  requires  a  magnifying  glass  to  decipher,  are 
buried  as  footnotes  that  require  some  hunting  to  find,  or  appear 
in  lobby  advertisements  that  require  a  customer  to  stoop  down  in 
order  to  read. 

•  Banks  that  are  rising  to  the  occasion  by  going  beyond 
minimal  requirements 

A  handful  of  banks  provide  highly  visible  disclosures  in  lobby 

displays,  brochures,  forms,  and  advertising  that  are  designed  to 

make  the  distinctions  between  insured  and  uninsured  products 

abundantly  clear  to  consumers. 

When  more  than  four  out  of  five  customers  are  unaware  that  investments  sold  through 

banks  are  not  insured,  it  is  time  for  the  federal  government  to  step  in  to  bring  some  sense  to 

today's  marketplace.   Guidelines  by  federal  banking  regulators  and  voluntary  endeavors  by 

banking  industry  trade  associations  represent  nothing  more  than  quick  fixes  which  do  not 

resolve  underlying  problems.    Marketplace  abuses  need  to  be  prohibited;  better  disclosures 

are  required;  stronger  enforcement  actions  must  occur.   Enactment  of  mandatory  federal 

standards  is  needed  to  accomplish  these  consumer  protection  goals.   The  following  actions 

are  needed: 

•  Congress  must  pass  strong  consumer  protection  legislation 
Congress  has  provided  Americans  with  consumer  protections 
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correcting  marketplace  abuses  relating  to  home  equity  loans, 
credit  cards,  investment  advisors,  penny  stocks,  check  holds, 
account  disclosures,  and  a  variety  of  other  problems.    Strong, 
congressionally  mandated  protections  are  needed  for  consumers 
who  might  unwittingly  place  their  life  savings  in  jeopardy  by 
investing  in  uninsured  products  at  their  banks.    AARP,  NASAA, 
and  the  Consumer  Federation  of  America  (CFA)  are  developing 
a  legislative  proposal  which  incorporates  many  of  the  concerns 
identified  by  banking  regulators  and  trade  groups  into  a 
comprehensive  consumer  protection  measure.    Passage  of  such 
legislation  is  needed  before  a  market  correction  causes 
unexpected  losses  for  investors  who  were  lulled  into  a  sense  of 
security  in  purchasing  uninsured  products  at  their  bank. 
Banking  regulators  must  proceed  with  extreme  caution 
Until  the  above  statutory  protections  are  in  place,  AARP  urges 
the  federal  banking  regulators  to  proceed  with  extreme  caution 
before  approving  any  new  banking  activities  which  could 
exacerbate  consumer  confusion.   If  such  approvals  are  to  occur, 
up-front  consumer  protection  commitments  are  needed. 
Banking  regulators  must  improve  enforcement 
The  federal  banking  regulators  are  to  be  commended  for 
identifying  and  taking  some  initial  steps  to  address  consumer 
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protection  issues  relating  to  bank  sales  of  uninsured  products. 
The  Comptroller  of  the  Currency  has  developed  a  very  good 
brochure  which  clarifies  the  differences  between  investments  and 
deposits.   Much  more,  however,  needs  to  be  done  to  adequately 
protect  consumers.   The  banking  regulators  need  to  implement 
the  following  enforcement  strategies  for  identifying  and 
correcting  marketplace  abuses: 
Send  Testers  Into  Bank  Lobbies 
To  more  accurately  gauge  conditions  in  the  marketplace, 
anonymous  testers  need  to  be  sent  into  bank  lobbies  to  gather 
information  on  bank  sales  practices,  product  promotions,  oral 
representations,  written  disclosures,  and  other  related  activities. 
Develop  A  System  For  Capturing  Consumer  Complaints 
Most  consumers  do  not  know  where  to  complain  if  they  have 
problems  with  uninsured  products  sold  by  banks.   If  they  want 
to  notify  the  bank's  regulator,  most  people  don't  know  whether 
to  complain  to  the  state  banking  commissioner.  Federal  Reserve 
Board,  Comptroller  of  the  Currency,  Federal  Deposit  Insurance 
Corporation,  or  the  Office  of  Thrift  Supervision.    If  a  complaint 
relates  to  the  sale  of  a  securities  product,  it  might  need  to  be 
sent  to  the  Securities  and  Exchange  Commission  or  the  state 
securities  regulator.   If  it  relates  to  the  sale  of  an  insurance 
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product,  the  state  insurance  commissioner  probably  needs  to  be 
informed.   To  assure  that  all  complaints  are  being  captured,  a 
uniform  consumer  complaint  form  needs  to  be  developed,  made 
publicly  available  in  bank  lobbies,  and  distributed  to  all 
purchasers  of  uninsured  bank  products.   A  system  needs  to  be 
set  up  under  which  complaints  lodged  with  one  regulator  are 
shared  with  other  appropriate  regulators. 
Hold  Public  Field  Hearings 

The  federal  banking  regulators  conducted  a  series  of  field 
hearings  when  recently  contemplating  actions  relating  to  the 
Community  Reinvestment  Act.    Similar  field  hearings  need  to  be 
held  around  the  country  to  solicit  public  opinion  relating  to  bank 
sales  of  uninsured  products.   Such  forums  would  generate 
significant  media  attention  in  the  cities  where  they  are  held  and 
would  help  educate  the  public  on  the  differences  between 
insured  and  uninsured  products. 
AARP  appreciates  this  opportunity  to  comment.   We  look  forward  to  working  with 
the  subcommittee  towards  achieving  the  goals  identified  above. 
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Mr.  DiNGELL.  Ms.  Colasanto. 

TESTIMONY  OF  DIANE  COLASANTO 

Ms.  Colasanto.  Thank  you. 

My  name  is  Diane  Colasanto.  I  am  president  of  Princeton  Survey 
Research,  a  public  opinion  polling  firm,  based  in  Princeton,  New 
Jersey.  I  am  here  to  report  on  the  results  of  a  survey  we  conducted 
for  AARP  and  NASAA. 

In  October,  my  company  interviewed  a  random  sample  of  1,000 
bank  customers  who  say  they  are  the  financial  decisionmakers  for 
their  households.  What  they  told  us  makes  clear  that  many  still 
cling  to  notions  about  the  safety  of  bank  accounts  when  they  think 
about  the  wide  array  of  new  products  offered  by  banks. 

They  don't  realize  that  the  mutual  funds,  stocks  and  annuities 
sold  by  their  banks  are  not  insured  by  the  FDIC  program.  Only  18 
percent  say  the  mutual  funds  sold  by  their  banks  are  not  insured. 
Twice  as  many,  39  percent,  are  wrong  in  thinking  that  bank  mu- 
tual funds  are  insured.  And  another  43  percent  say  they  just  don't 
know. 

What's  really  remarkable  is  that  even  the  people  who  have  actu- 
ally purchased  mutual  funds  at  their  banks  are  not  well  informed 
about  the  risks  involved  in  these  investments.  We  would  expect  at 
least  this  group  of  purchasers  to  be  knowledgeable  about  whether 
their  investments  are  insured  or  not.  After  all,  they've  spoken  to 
someone  at  their  bank  about  the  investment,  they  remember  re- 
ceiving disclosure  documents  from  their  bank,  and  most  say  they 
read  the  disclosure  information.  But  these  investors  are  not  knowl- 
edgeable about  risk.  In  fact,  investors  are  even  more  likely  than 
other  bank  customers  to  think  these  bank  products  are  FDIC  in- 
sured. 

Half  the  mutual  fund  investors  think  their  mutual  fund  is  in- 
sured, while  only  17  percent  know  it's  not  insured.  The  remaining 
third  of  investors  don't  know  whether  or  not  their  mutual  fund  is 
insured.  These  investors  are  confused  about  other  aspects  of  their 
investment,  not  just  risk.  Between  a  quarter  and  a  third  don't 
know  whether  or  not  they're  subject  to  a  variety  of  common  fees. 
For  example,  only  36  percent  of  bank  mutual  fund  investors  say 
they  are  charged  a  front  end  sales  load,  even  though  most  bank 
mutual  funds  include  this  fee. 

The  misperceptions  about  FDIC  coverage  that  our  survey  reveals 
are  widespread  throughout  the  population  of  bank  customers.  Even 
though  our  analysis  shows  that  there  are  differences  in  knowledge- 
ability  about  FDIC  coverage  by  gender,  education  and  income,  we 
find  no  subgroup  of  bank  customers  where  most  people  are  clearly 
aware  of  the  limitations  of  FDIC  coverage. 

There  is  one  demographic  difference  worth  mentioning,  however. 
From  our  data,  it  seems  banks  are  marketing  uninsured  invest- 
ment products  more  aggressively  to  older  people.  Half  of  the  bank 
customers  over  age  65  but  just  a  third  of  younger  customers  say 
they  were  contacted  by  their  bank  about  purchasing  a  mutual  fund. 

One  final  note,  bank  customers  trust  their  banks  to  give  them 
good  information.  Eighty-eight  percent  feel  they've  never  been  mis- 
led or  misinformed  by  their  bank.  Few,  only  5  percent,  would  con- 
tact any  government  agency  if  they  had  a  problem  with  their  bank. 
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Most,  82  percent,  would  deal  directly  with  the  bank  and  few  could 
name  a  source  of  help  other  than  a  bank  employee  when  pressed 
to  think  about  how  they  personally  would  handle  a  problem  con- 
cerning their  own  bank  investments  or  accounts. 

Thank  you. 

[Testimony  resumes  on  p.  247.] 

[The  survey  referred  to  follows:] 
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Bank  Investment  Products  Survey 
January  199  4 


Conducted  for: 

The  American  Association  of  Retired  Persons 
The  North  American  Securities  Administrators  Association 


Conducted  by: 
PRINCETON  SURVEY  RESEARCH  ASSOCIATES 


Princeton  Survey  Research  Associates 

P.O.  Box  1450 

Princeton,  NJ   08542 

(609)  924-9204 


209 


Consumers  may  not  have  caught  up  with  all  of  the  changes  in 
the  financial  marketplace.   While  banks  have  diversified  their 
activities  and  now  offer  an  array  of  financial  products  like 
mutual  funds  and  stocks,  many  consumers  still  cling  to  older 
notions  about  the  safety  of  bank  accounts.   In  this  new  climate, 
many  Americans  have  falsely  concluded  that  the  FDIC  offers  the 
same  protection  to  mutual  funds,  stocks,  and  annuities  offered  by 
banks  that  it  offers  to  savings  and  checking  accounts.   Only  a 
minority  of  commercial  bank  customers  understand  that  products 
like  mutual  funds,  stocks,  annuities,  and  government  bonds  that 
are  sold  at  banks  are  not  FDIC-insured. 

These  are  some  of  the  findings  from  a  recent  study  by 
Princeton  Survey  Research  Associates,  which  explores  what 
financial  decision-makers  who  use  commercial  banks  understand 
about  FDIC  insurance,  and  uninsured  products  like  mutual  funds 
and  annuities  sold  by  banks.   Major  findings  include: 


While  most  commercial  bank  customers  say  that  they 
understand  costs  and  rules  associated  with  their  bank 
accounts,  fewer  say  they  understand  the  financial  risks 
associated  with  these  accounts. 

Fewer  than  one  in  five  commercial  bank  customers  (whose 
banks  offer  these  products)  understands  that  government 
bonds,  mutual  funds,  or  annuities  are  uninsured. 
Three-quarters  (75%)  of  commercial  bank  customers  whose 
bank  sells  stocks  do  not  realize  these  are  uninsured. 

There  is  a  gender  gap  on  knowledge  of  financial  risk: 
Men  are  twice  as  likely  as  women  to  know  that  stocks, 
mutual  funds,  and  annuities  are  not  FDIC-insured. 
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•  Customers  who  have  bought  mutual  fund  or  annuities  at 
their  bank  are  not  better  informed  about  FDIC 
insurance,  and  are  even  somewhat  more  likely  to  think 
that  mutual  funds  and  annuities  are  insured. 

•  Over  a  third  (36%)  of  consumers  who  bought  a  mutual 
fund  had  not  spoken  with  anyone  at  their  bank  about  the 
appropriateness  of  this  kind  of  investment. 

•  Many  consumers  who  bought  mutual  funds  through  a 
commercial  bank  are  unaware  of  the  costs  and  fees  that 
banks  charge  them.   Only  36%  of  mutual  fund  owners  say 
they  are  paying  front-end  sales  loads,  although  most 
bank  mutual  funds  charge  this  fee. 

•  Americans  continue  to  trust  their  banks:   88%  say  they 
have  always  received  good  information  about  the  risk  of 
bank  investments  from  their  bank. 

•  Banks  seem  to  market  uninsured  investment  products  more 
aggressively  to  older  Americans.   Almost  half  of  bank 
customers  age  65  and  older,  but  just  a  third  of  younger 
customers,  have  been  contacted  by  their  banks  about 
investing  in  mutual  funds. 

These  are  some  of  the  findings  from  a  study  of  1,000 
financial  decision  makers  who  presently  have  a  relationship  with 
a  commercial  bank.   Princeton  Survey  Research  Associates 
conducted  a  telephone  survey  study  from  October  14  to  October  31, 
1993  on  behalf  of  the  American  Association  of  Retired  Persons  and 
the  North  American  Securities  Administrators  Association  in  order 
to  investigate  Americans'  current  level  of  understanding  about 
banking  products  and  FDIC  insurance. 
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TODAY'S  FINANCIAL  MARKETPLACE 

Today's  financial  decision-makers  have  relationships  with 
several  different  institutions  apart  from  their  commercial  bank. 
Almost  half  (48%)  report  using  a  savings  bank,  over  a  third 
report  using  a  savings  and  loan  company  (35%) ,  and  38%  report 
using  a  credit  union.   One  in  four  commercial  banking  customers 
also  uses  a  mutual  fund  company  and  one  in  five  (21%)  uses  a 
brokerage  company.   Financial  decision-makers  therefore  must  sift 
through  a  variety  of  rules  and  fee  structures  in  order  to  handle 
the  demands  of  the  current  marketplace. 

Relationships  with  Financial  Institutions 
(Base  =  Total  Sample  of  Commercial  Bank  Customers) 

Percent  Who  Use  For 
Banking  and  Investments 

Credit  Union  38 

Brokerage  Company  21 

Mutual  Fund  Company  2  5 

Insurance  Company  3  0 

Savings  &  Loan  Company  3  5 

Savings  Bank  48 

Commercial  Bank  100 

(n=l,000) 

Consumers  may  not  have  caught  up  with  all  of  the 
complexities  in  this  diversified  environment.   While  almost  all 
respondents  know  their  bank  offers  checking,  savings  and 
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cer'tif icates  of  deposit,  considerable  numbers  remain  confused  as 
to  whether  their  bank  offers  financial  products  like  stocks  and 
bonds.   Over  a  third  (35%)  do  not  know  if  their  bank  sells  mutual 
funds  or  stocks,  and  4  2%  do  not  know  if  their  bank  sells 
\  annuities.   Twenty-eight  percent  cannot  say  whether  their  bank 
sells  government  bonds. 

\.  Awareness  of  Banking  Products 

(Bases  Total  Sample  of  i,000  Commercial  Bank  Customers) 

Does  your  bank  offer...? 


Don't 

Yes 
% 

NO 
% 

Know 
% 

Checking  Accounts 

100 

* 

* 

Savings  Accounts 

99 

1 

* 

Certificates  of  Deposit 

92 

3 

5 

Money  Market  Accounts 

80 

6 

14 

Government  Bonds 

63 

9 

28 

Mutual  Fund  Accounts 

49 

16 

35 

Annuities 

44 

14 

42 

Stocks 

30 

35 

35 

*less  than  0.5% 

Whatever  else  has  changed,  Americans  still  place  a  special 
trust  in  their  banks.   This  confidence  expresses  itself  in 
several  ways.   A  strong  majority  (88%)  feel  their  banks  have 
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n  them  good  information  about  their  investments;  only  4%  feel 

have  been  misled  or  misinformed.   Given  their  faith  in 
s,  most  (82%)  consumers  say  they  would  contact  their  own  bank 
hey  experienced  a  problem  with  any  of  their  accounts  or 
stments,  rather  than  contacting  other  sources.   Very  few 
umers  say  that  they  would  contact  a  government  agency  in  this 
ation. 

Some  of  this  trust  is  also  reflected  in  consumer  attitudes 
t  banking  costs  and  regulations.   Most  (82%)  report  it  is 

to  understand  the  different  fees  and  rates  that  their  bank 
ges.   Three  quarters  think  it  is  easy  to  understand  the  rules 
regulations  applying  to  different  accounts  and  services. 

Even  while  consumers  express  trust  in  banks,  thev  are  less 
fortable  with  their  own  understanding  of  financial  risk. 
2r  consumers  (57%)  say  it  is  easy  to  understand  the  financial 
cs  involved  in  making  different  kinds  of  investments  through 
ir  bank.   Older  consumers  are  even  more  uneasy  about  this 
je:  only  half  of  the  consumers  over  65  years  of  age  report 
3  vs.  59%  for  younger  bank  customers. 
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Do  you  think  it  is  easy  or  hard  to  understand  .  .  .  ? 
(Base  =  Total  Sample  of  1,000  Commercial  Bank  Customers) 


Don't 
Easy     Hard     Know 


Financial  risks  involved      57       25       18 
in  making  different  kinds 
of  investments  through 
your  bank 

The  rules  and  regulations     75       21        4 
that  apply  to  different 
accounts  and  services 
your  bank  offers 

The  different  fees  and        82       16        2 
rates  your  bank  charges 
for  their  services 


DO  AMERICANS  UNDERSTAND  THE  FDIC? 

The  Federal  Deposit  Insurance  Corporation  protects  the  value 
of  bank  deposit  accounts  up  to  $100,000.   The  FDIC  insures 
certificates  of  deposits,  and  savings  and  checking  account 
deposits.  On  the  other  hand,  financial  instruments  based  upon 
debt  or  equity  are  not  insured  by  the  government. 

Most  financial  decision  makers  (92%)  are  aware  of  the  FDIC, 
and  this  awareness  is  linked  to  income,  education,  and  gender. 
Almost  all  (97%)  of  the  college  graduates  have  heard  of  the  FDIC, 
while  only  71%  of  those  without  a  high  school  diploma  have  heard 
of  it.   Men  and  higher-income  respondents  are  also  more  likely  to 
have  heard  of  the  FDIC. 

6 
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Before  today  had  you  heard  of  the  FDIC? 
(Base  =  Total  Sample  of  Commercial  Bank  Customers) 


Total 

Household  Income 

Less  than  $20,000 
$20,000-$39,999 
$40,000-559,999 
$60,000  and  over 

Education 

No  high  school 
No  college 
College 


Yes 
% 


92 


No 


8    (1,000) 


86 

14 

(172) 

93 

6 

(313) 

97 

3 

(187) 

98 

2 

(191) 

71 

29 

(64) 

89 

10 

(665) 

97 

3 

(328) 

As  we  have  seen,  most  consumers  express  faith  in  banks  and 
appear  confident  about  their  understanding  of  the  rules  and 
regulations  governing  their  accounts.   However,  consumers  are 
confused  about  FDIC  insurance.   Many  believe  the  FDIC  program 
offers  much  broader  protection  to  bank  products  than  it  actually 
does  —  protection  extending  to  bonds,  mutual  funds,  and  stocks. 
This  suggests  that  many  bank  investors  may  have  a  false 
confidence  in  the  security  of  their  bank  investments. 


If  we  consider  our  survey  questions  as  a  kind  of  financial 
awareness  test,  then  most  financial  decision-makers  have  failed 
it.   We  asked  only  those  respondents  whose  bank  offered  a 
specific  product  (e.g.,  market  accounts)  if  the  FDIC  insured  that 
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product.   In  other  words,  this  was  not  an  abstract  question  — 
but  a  real  measure  of  how  well  customers  understand  products 
offered  by  their  own  commercial  bank.   We  should  stress  that  this 
was  a  conservative  analysis  since  consumers  who  are  unaware  of 
what  their  bank  offers  (and  therefore  are  even  less 
knowledgeable)  were  not  tested  on  their  understanding  of  whether 
FDIC  insurance  applies  to  these  particular  bank  products. 

The  answers  reflect  a  surprising  ignorance  about  financial 
risk:   most  respondents  either  do  not  know  or  give  the  wrong 
answer  about  FDIC  protection  of  uninsured  products  —  far 
outnumbering  the  "correct"  responses: 

Only  14%  of  those  whose  banks  sell  government  bonds 
realize  that  these  are  uninsured,  while   47% 
incorrectly  report  that  bonds  are  FDIC-insured,  and 
another  39%  do  not  know. 

Considering  respondents  whose  banks  sell  mutual  funds, 
only  18%  know  that  these  are  not  FDIC-insured.   Thirty- 
nine  percent  incorrectly  report  mutual  funds  offered  by 
banks  as  FDIC-insured,  and  another  43%  do  not  know 
whether  mutual  funds  from  their  banks  are  insured. 
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Does  FDIC  insure  product? 
(Base  =  Own  Bank  Offers  Product) 


Checking  Accounts 
Savings  Accounts 
Certificates  of  Deposit 
Money  Market  Accounts 
Government  Bonds 
Mutual  Fund  Accounts 
Annuities 
Stocks 


Yes 

% 

79 
86 

71 
56 
47 
39 
40 
35 


No 
% 

Don't 

Know 

% 

5 

16 

1 

13 

3 

26 

10 

34 

14 

39 

18 

43 

14 

46 

25 

40 

(993) 
(989) 
(921) 
(814) 
(636) 
(496) 
(445) 
(305) 


It  is  reasonable  to  think  that  people  who  actually  bought 
mutual  funds  from  their  bank  would  be  better  informed  —  because 
they  have  real  experience  with  the  product.   On  the  contrary, 
those  who  bought  mutual  funds  from  their  commercial  bank  are 
somewhat  more  likely  to  give  the  wrong  answer:   52%  say  their 
mutual  funds  are  FDIC-insured.   Only  17%  of  mutual  fund  owners 
realize  their  accounts  are  not  FDIC-insured. 


The  situation  is  similar  for  annuities:   those  who  have 
bought  annuities  from  a  bank  are  no  better  informed  than  other 
people  (and  in  fact  are  slightly  less  informed) .   Among  owners  of 
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annuities,  55%  claim  incorrectly  that  these  are  FDIC-insured,  and 
only  17%  realize  their  accounts  are  uninsured.   By  comparison, 
40%  of  all  respondents  whose  banks  sell  annuities  say  annuities 
are  insured. 

One  group  that  might  be  expected  to  be  especially  well- 
informed  are  consumers  who  have  direct  relationships  with 
brokerage  and  mutual  fund  companies,  and  therefore,  might  be  more 
experienced  investors.   Indeed,  these  consumers  do  know  more 
about  FDIC  insurance  —  and  are  about  three  times  as  likely  to 
give  the  correct  answer  about  FDIC  coverage  of  mutual  funds, 
stocks  and  annuities.   However,  while  the  differences  are 
striking,  even  these  investors  are  hardly  savvy  —  the  majority 
still  fail  to  understand  that  the  FDIC  program  does  not  cover 
these  bank  investments. 


10 
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Experience  with  Brokerage  and  Mutual  Fund  Companies 
(Base  =  Own  Bank  Offers  Product) 


Does  the  FDIC  insure... 
Government  Bonds  (n=636) 

Yes 

No 

Don't  know 


Use 

Brokerage/ 
Mutual  Fund 
Coinpany 


44 


22 


Don't  Use 
Brokerage/ 
Mutual  Fund 
Company 


48 


10 


34 


42 


Mutual  Fund  Accounts  (n=496) 
Yes 

No 

Don't  know 


35 


33 


32 


41 


11 


48 


Annuities  (n=445) 
Yes 

No 

Don ' t  know 


32 


26 


42 


44 


48 


Stocks  (n=305) 
Yes 

No 

Don't  know 


20 


48 


32 


43 


13 


44 


11 
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The  same  is  true  for  consumers  with  higher  education  and 
higher  income:   they  are  more  knowledgeable  than  other  consumers, 
but  still  are  largely  misinformed.   For  example,  college 
graduates  are  twice  as  likely  as  those  with  lower  educational 
attainment  to  say  annuities  are  uninsured.   Twenty-two  percent  of 
college  graduates  report  this,  while  only  11%  of  others  report 
this.   Still,  the  fact  remains  that  most  college  graduates  and 
higher  income  respondents  fail  to  correctly  understand  how  the 
FDIC  program  operates.   Low-income  Americans  (under  $20,000  in 
household  income)  know  the  least  about  FDIC  insurance.  Fewer  than 
one  in  ten  low- income  Americans  understand  that  products  like 
mutual  funds  and  stocks  are  not  FDIC-insured. 

Does  FDIC  Insure  Product  by  Income  and  Education? 
(Base  =  Own  Bank  offers  Product) 

Percent  Who  Know  Each  Product  is  Not  FDIC-insured 


Gov't 

Mutual 

Bonds 

Funds 

Annuities 

Stocks 

Household 

% 

% 

% 

% 

Income 

Less  than 

$20,000 

7 

7 

4 

7 

$20,000-$39,999 

11 

14 

14 

18 

$40,000-$59,999 

13 

21 

12 

33 

$60,000  and  over 

28 

33 

25 

49 

Education 

Not  a  college 

11 

14 

10 

19 

graduate 

College 

22 

27 

21 

41 

graduate 

12 
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There  is  also  a  gender  gap  on  this  issue.   Men  are  more  than 
twice  as  likely  to  know  the  limitations  of  the  FDIC  program.   For 
example,  29%  of  nen  know  that  bank  mutual  funds  are  not  FDIC- 
insured,  compared  to  only  10%  of  women.   Thirty-nine  percent  of 
men  know  stocks  purchased  at  a  bank  are  uninsured,  while  only  15% 
of  women  know  this.   A  mere  5%  of  widowed  or  divorced  women 
realize  that  stocks  offered  by  their  banks  are  uninsured. 

Effect  of  Gender  on  Knowledge  of  Uninsured  Financial  Products 
(Base  =  own  Bank  Offers  Product) 

Percent  Who  Know  Each  Product  is  Not  FDIC-insured 


Men 
% 

Women 
% 

Government  Bonds 

20 

9 

Mutual  Fund  Accounts 

29 

10 

Annuities 

20 

9 

Stocks 

39 

15 

Most  financial  decision  makers  are  well  informed  about  bank 
investment  products  that  are  insured.   Among  respondents  whose 
banks  offer  these  products,  most  know  checking  accounts  (79%) 
savings  accounts  (86%)  and  certificates  of  deposit  (71%)  are 
insured.   Money  market  accounts  are  more  confusing  to  people:   a 
third  (34%)  do  not  know  whether  they  are  FDIC-insured. 


13 
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MUTUAL  FUNDS  AND  ANNUITIES 


Banks  have  made  inroads  in  selling  their  customers  a  variety 
of  financial  products.   The  majority  of  commercial  bank  customers 
report  having  either  a  checking  account  (95%)  or  a  savings 
account  (82%)  at  their  commercial  bank;  43%  say  that  they  have  a 
certificate  of  deposit.   A  quarter  report  having  a  money  market 
fund,  and  almost  as  many  (23%)  report  purchasing  a  government 
bond  through  their  bank.   Few  respondents  have  invested  in  mutual 
funds  (6%),  stocks  (5%),  or  annuities  (3%)  at  their  commercial 
bank.   Among  those  reporting  that  their  bank  sells  these 
products,  12%  have  bought  mutual  funds,  and  8%  have  bought 
annuities. 
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Financial  Products  Purchased  at  Commercial  BanXs 
(Base  =  Total  Sample  of  Commercial  Bank  Customers) 

Have  you  personally  purchased...? 

% 

Checking  Accounts  95 

Savings  Accounts  82 

Certificates  of  Deposit  43 

Money  Market  Accounts  25 

Government  Bonds  23 

Mutual  Funds  6 

Annuities  3 

Stocks  5 

Number  of  Interviews  (1,000) 


Income  is  not  the  determining  factor  in  who  buys  uninsured 
financial  products  from  a  bank.   Poorer  consumers  (household 
income  under  $20,000)  are  just  about  as  likely  to  invest  in 
higher-risk  bank  products  like  stocks,  annuities  and  mutual  funds 
as  consumers  with  more  income.   As  we  have  seen,  very  few  of 
these  poorer  consumers  understand  that  their  investment  is  not 
protected  by  the  FDIC. 
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Financial  Products  Purchased  at  Commercial  Banks 
(Base  =  Total  Sample  of  Commercial  Bank  Customers) 

Household  Income 


Less  than 
S20,000 
% 

$20,000- 
$39,999 
% 

$40 
$59 

,000- 

,999 

% 

$60,000 
or  More 
% 

Checking  Account 

96 

97 

95 

97 

Savings  Accounts 

77 

86 

86 

85 

Certificate  of  Deposit 

38 

35 

42 

56 

Money  Market  Account 

17 

22 

25 

33 

Government  Bonds 

25 

24 

20 

24 

Mutual  Funds 

5 

6 

4 

7 

Annuities 

3 

2 

4 

6 

Stocks 

4 

3 

5 

7 

Number  of  Interviews 

(172) 

(313) 

(187) 

(191) 

Older  (over  65  years)  consumers  are  more  likely  than  younger 
consumers  to  report  buying  government  bonds,  money  market 
accounts,  certificates  of  deposit,  and  stocks  from  their 
commercial  bank. 
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Financial  Products  Purchased  at  Commercial  Banks 
(Base  =  Total  Sample  of  Commercial  BanK  Customers) 


Age 


Government  Bonds 

Money  Market  Account 

Mutual  Funds 

Checking  Account 

Certificate  of  Deposit 

Annuities 

Stocks 

Savings  Accounts 

Number  of  Interviews 


18  to  64 

65 

and  older 

21 

31 

22 

37 

6 

5 

95 

97 

40 

57 

4 

3 

4 

10 

83 

79 

(842) 

(140) 

Most  consumers  decide  to  buy  mutual  funds  or  annuities  from 
banks  either  on  their  own  or  through  a  personal  financial 
advisor.   However,  some  are  brought  into  the  market  directly  by 
their  bank,  either  through  a  bank  officer,  a  bank  teller,  or  some 
other  bank  employee. 

Of  those  who  are  aware  that  their  bank  sells  mutual  funds, 
over  a  third  (34%)  say  they  were  contacted  by  their  bank  about 
investing  in  the  bank's  mutual  fund.   Most  (80%)  of  this  contact 
is  by  mail,  although  15%  of  respondents  were  solicited  by 
telephone  and  another  5%  by  personal  visits.   People  age  65  and 
older  are  contacted  by  their  banks  about  buying  mutual  funds  more 
often  than  younger  people.   About  half  of  older  bank  customers 
(47%),  but  just  a  third  of  younger  customers  (32%)  say  their  bank 
contacted  them  about  mutual  funds. 

Mutual  funds  can  be  a  risky  investment,  and  are  not 
appropriate  for  everyone.   However,  not  all  investors  are 
obtaining  advice  from  their  banks.    While  over  half  f57%^  of 
mutual  fund  owners  had  talked  with  someone  at  their  bank  about 
the  appropriateness  of  investing  in  mutual  funds.   more  than  a 
third  (37%1  say  that  no  one  had  spoken  with  them.   Another  7% 
could  not  remember. 
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ran  you  remember  who  initially  advised  you  to  invest  in  a  mutual 
fund/annuity  at  your  bank? 

(Base  =  Bank  Mutual  Fund  &  Annuity  Owners) 


Own  decision 
Financial  advisor 

Bank  officer 

Bank  teller 

Other  bank  employee 

Other 

Number  of  Interviews 


Has  your  bank  ever  contacted  you  to  ask  if  you  wanted  information 
about  mutual  funds  or  to  see  if  you  wanted  to  purchase  a  mutual 
fund? 

(Base  =  Own  Bank  Offers  Mutual  Funds) 


Mutual 

Fund 

Annuity 

Owners 

Owners 

% 

% 

41 

49 

14 

21 

15 

10 

2 

3 

6 

3 

6 

3 

(60) 

(34) 

Mutual 

Fund 

Total 

Owners 

% 

% 

34 

39 

62 

56 

4 

5 

Yes 

No 

Don't  know 

Number  of  Interviews  (488)        (60) 


How  were  you  contacted? 


Telephone 
Personal  visit 
Mail 
Other 


15 

20 

5 

0 

80 

72 

10 

22 

19 
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Bank  Guidance  in  Mutual  Fund  &  Annuity  Investments 
(Base  =  Have  Purchased  Mutual  Funds  or  Annuities  at  Own  Bank) 


Before  you  invested, 
did  someone  at  your 
bank  talk  with  you 
about  your  investment 
and  its  appropriateness 
for  you? 

Yes 

No 

Don ' t  know 


Mutual 

Fund 

Owners 


Annuity 

Owners 

% 


57 

57 

36 

38 

7 

5 

Did  your  bank  give  you 
any  written  disclosure 
or  any  information 
describing  the  risks 
of  this  kind  of  investment? 

Yes 

No 

Don't  know 


85 

63 

10 

25 

5 

12 

(60) 


(34) 


Most  banks  provide  written  disclosures  about  mutual  funds 
and  annuities  to  their  customers.   Eighty-five  percent  of  mutual 
fund  owners  say  their  bank  had  given  them  a  written  statement, 
and  63%  of  annuity  owners  say  the  same.   More  than  three  quarters 
of  consumers  read  these  materials  although,  as  we  have  seen, 
their  understanding  of  these  disclosures  was  limited. 
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Banks  charge  customers  for  these  accounts  in  a  variety  of 
ways  —  but  many  customers  are  unaware  of  the  fees  their  banks 
charge.   The  picture  that  emerges  is  that  customers  who  go  to 
banks  for  mutual  fund  and  annuity  purchases  are  not  competitive 
shoppers.   For  example,  while  many  mutual  fund  companies  offer 
"no-load"  funds,  most  banks  charge  a  front  end  sales  load.   Only 
36%  of  bank  mutual  fund  owners  are  aware  of  this.   A  third  of 
these  owners  say  that  they  do  not  know  about  this,  but  the  rest 
think  that  they  have  avoided  these  sales  loads.   Almost  half 
report  that  they  are  being  charged  redemption  fees  (46%) ,  while 
29%  do  not  know.   And,  3  8%  report  that  they  pay  asset  management 
fees,  while  26%  do  not  know. 

Annuity  owners  are  similarly  confused  about  their  fees. 
About  a  third  do  not  know  if  they  are  charged  a  sales  load  (36%) 
or  insurance  expense  (32%),  and  43%  do  not  know  if  they  are 
charged  an  asset  management  fee. 
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Mutual  Fund  charges  and  Fees 
(Base  =  Have  Purchased  Mutual  Funds  or  Annuities  at  Own  Bank) 


Does  your  bank  charge  the  following: 


Front-end  sales  load 
Yes 
No 
Don't  know 

Redemption  Fee 
Yes 
No 

Don't  know 

Management  Fee 
Yes 
No 
Don't  know 


Mutual 
Fund  Owners 
(n=60) 

36 
32 
32 


46 
25 
29 


38 
36 
26 


Front-end  sales  load 
Yes 
No 
Don't  know 

Maintenance  Fee 
Yes 
No 
Don't  know 

Asset  Management  Fee 
Yes 
No 
Don't  know 

Surrender  Fee 
Yes 
No 
Don't  know 

Insurance  Expense 
Yes 
No 
Don't  know 


Annuity  Owners 
(n=34) 

32 
32 
36 


34 
42 
24 


14 
43 
43 


49 
25 
26 


30 
38 
32 
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Given  the  fact  that  consumers  are  often  unaware  of  the  cost 
of  their  investments,  it  is  not  surprising  that  most  bank  mutual 
fund  and  annuity  owners  are  not  disturbed  by  costs  and  fees  that 
banks  charge.  Most  of  the  mutual  fund  and  annuity  owners  report 
that  bank  fees  and  costs  are  either  about  what  they  expected,  or 
lower  than  they  expected.  However,  a  third  (33%)  of  mutual  fund 
owners  say  the  costs  and  fees  associated  with  their  mutual  fund 
are  higher  than  they  expected. 


Did  the  costs  and  fees  for  your  (mutual  fund/annuity)  turn  out  to 

be  about  what  you  expected,  higher  than  expected,  or  lower  than 
expected? 

About  as 

Expected  Higher  Lower     M 

%  %  % 

Mutual  Fund  owners              4  7  3  3  10      (60) 

Annuity  Owners                60  13  6     (34) 
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STUDY  METHODOLOGY: 

This  survey  was  conducted  by  Princeton  Survey  Research 
Associates  of  Princeton,  New  Jersey  on  behalf  of  the  American 
Association  of  Retired  Persons  and  the  North  American  Securities 
Administrators  Association.   The  results  are  based  upon  telephone 
interviews  with  a  representative  sample  of  1,000  adults  living  in 
the  continental  United  States  who  reported  making  the  financial 
decisions  for  their  household,  and  who  also  reported  using  a 
regular  commercial  bank.   Interviews  were  conducted  during  the 
period  October  14  to  October  31,  1993. 

After  being  combined  with  the  subsample  of  households  whose 
financial  decision-makers  did  not  report  using  a  regular 
commercial  bank,  these  data  were  weighted  to  reflect  general  U.S. 
household  characteristics.   The  margin  of  sampling  error  for  the 
total  sample  of  1,000  commercial  bank  customers  is  plus  or  minus 
3  percentage  points  at  the  95  percent  level  of  confidence. 
Question  wording  and  the  practical  difficulties  of  conducting 
surveys  can  also  introduce  error  or  bias  into  survey  results. 
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APPENDIX 
Top-line  Questionnaire 

Bank  Investment  Products  Survey 

Princeton  Survey  Research  Associates  for 

The  American  Association  of  Retired  Persons  and 

The  North  American  Securities  Administrators  Association 

10/14/93 

Top-line  Questionnaire 

N=1,000  financial  decision-makers  who  use  a  commercial  bank 
Margin  of  Sampling  Error:   ±  3  percentage  points 
Interviewing  Dates:   October  14-31,  1993 


Top-line  Questionnaire 

26 
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THERE  IS  NO  Ql 


First,  as  I  read  a  list  of  different  kinds  of  financial 
institutions,  please  tell  me  whether  or  not  you  use  each 
type  for  your  own  banking  and  investments. 


A  credit  union 


A  brokerage  company 
A  mutual  fund  company 


Yes 


38 


21 


25 


d.   An  insurance  company      3  0 
that  offers  investment 
products 


Don't 

No 

Know 

% 

% 

62 

* 

78 

1 

75 

* 

68 

2 

e.  A  savings  and  3  5    64 
loan  company 

f.  A  savings  bank  48     52 
(NOTE:   These  have 

the  word  "savings" 
in  their  name. ) 

g.  A  regular  commercial     100     0 
bank  (NOTE:   These  are 

any  other  kind  of  bank 
not  included  in  the 
previous  categories.) 


IF  MORE  THAN  ONE  YES  TO  Q2 :   For  these  next  questions  I'd  like 
you  to  think  about  the  regular  commercial  bank  that  you  use  most 
often. 


THERE  IS  NO  Q3 


Top-line  Questionnaire 
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I'd  like  you  to  tell  me  whether  it  is  easy  to  understand  the 
different  kinds  of  accounts  and  services  available  from  your 
bank.  For  each  of  the  following,  please  tell  me  whether  you 
think  it  is  easy  or  hard  to  understand.   First,  .  .  . 

Don't 
Easy     Hard     Know 


the  different  82        16        2 

fees  and  rates 
that  your  bank 
charges  for 
their  services 

the  financial  risks     57       25       18 
involved  in  making 
different  kinds  of 
investments  through 
your  bank 

the  rules  and  75       21        4 

regulations  that 
apply  to  different 
accounts  and  services 
that  your  bank  offers 


Top-line  Questionnaire 
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As  far  as  you  know,  does  your  bank  offer  each  of  the 
following  products,  or  not?  (DO  NOT  ROTATE)   (NOTE:   IF 
ANOTHER  COMPANY  SELLS  ITS  PRODUCTS  ON  THE  BANK'S  PREMISES, 
PLEASE  COUNT  THIS  AS  A  "YES"  BECAUSE  THE  PRODUCT  WAS 
PURCHASED  AT  THE  BANK.) 


a.  government  bonds 

b.  money  market  accounts 

c.  mutual  fund  accounts 

d.  checking  accounts 

e.  certificates 
of  deposit 

f.  annuities 

g.  stocks 

h.  savings  accounts 


Yes 

% 
63 

No 
% 
9 

Don't 

Know 

% 

28 

80 

6 

14 

49 

16 

35 

100 

* 

* 

92 

3 

5 

44 

14 

42 

30 

35 

35 

99 

1 

* 

The  Federal  Deposit  Insurance  Corporation,  or  FDIC,  is  a 
government  agency  that  guarantees  the  accounts  of  people  who 
deposit  money  in  banks.   Deposits  of  up  to  $100,000  are 
protected  through  this  program.   Before  today,  had  you  heard 
of  the  FDIC  program? 


92 
8 


100 


Yes  have  heard  of  it  before 

No 

Don ' t  know 


Top-line  Questionnaire 
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(ASK  FOR  EACH  "YES"  RESPONSE  IN  Q5)  And,  as  far  as  you  know, 
does  the  FDIC  insure  each  of  the  following  savings  and 
investment  accounts  your  bank  offers,  or  not? 


Yes 
% 

a.  government  bonds  47 

b.  money  market  accounts  56 

c.  mutual  fund  accounts  39 

d.  checking  accounts  79 

e.  certificates  of  deposit  71 

f.  annuities  40 

g.  stocks  35 
h.  savings  accounts  86 


No 
% 

Don't 

Know 

% 

14 

39 

10 

34 

18 

43 

5 

16 

3 

26 

14 

46 

25 

40 

1 

13 

Top-Iins  Qu«stionnaire 
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As  far  as  you  know,  is  there  any  other  insurance  program 
that  protects  the  value  of  (INSERT)  at  your  bank? 
[Combined  Responses  for  Q.7  and  Q.8  based  on  "yes"  to  Q.  5] 

Yes, 
Either 
FDIC  or 
Other 


a.  government  bonds  4  8 

b.  money  market  accounts  56 

c.  mutual  fund  accounts  40 

d.  checking  accounts  79 

e.  certificates  71 
of  deposit 

f.  annuities  41 

g.  stocks  36 
h.  savings  accounts  86 


Top-lin«  Quttstionnaire 
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And,  which  of  the  following  accounts  and  investments,  if 
any,  have  you  personally  purchased  at  your  bank?   Do  not 
include  accounts  or  investments  you  purchased  at  other 
financial  institutions.   (DO  NOT  ROTATE)   (NOTE:   IF  ANOTHER 
COMPANY  SELLS  ITS  PRODUCTS  ON  THE  BANK'S  PREMISES,  PLEASE 
COUNT  THIS  AS  A  "YES"  BECAUSE  THE  PRODUCT  WAS  PURCHASED  AT 
THE  BANK.) 


a.  government  bonds 

b.  money  market  accounts 

c.  mutual  fund  accounts 

d.  checking  accounts 

e.  certificates  of  deposit 

f.  annuities 

g.  stocks 

h.  savings  accounts 


Yes 
% 

NO 
% 

Don't 
Know/ 
Refused 

23 

77 

25 

74 

6 

93 

95 

4 

43 

56 

3 

96 

5 

95 

82 

17 

10a.  (IF  "NO"  TO  Q9c)   As  you  may  know,  mutual  funds  are 

companies  that  invest  your  money  in  many  different  stocks 
and  bonds.   Has  your  bank  ever  contacted  you  to  ask  if  you 
wanted  information  about  mutual  funds,  or  to  see  if  you 
wanted  to  purchase  a  mutual  fund? 

34  Yes 

62  No 

4  Don ' t  know 
100 


Top- line  Questionnaire 

32 


239 


lOb.  (IF  "YES"  TO  Q9C)  Before  you  purchased  the  mutual  fund  at 

your  bank,  had  the  bank  ever  contacted  you  to  ask  if  you 

wanted  information  about  mutual  funds,  or  to  see  if  you 

wanted  to  purchase  a  mutual  fund? 

39  Yes 

56  No 

_5  Don't  know 
100 


10c.  (IF  "YES"  TO  QlOa  OR  QlOb)   And  how  were  you  contacted  by 
or"was'it'by''maii?  '^''  ^^^^Ph°"^'  ^  Personal  visit  at  home, 

15  Telephone 

5  Personal  visit  at  home 

80  By  mail 

10  Other  (VOLUNTEERED) 

_1  Don ' t  know 
111* 

♦Multiple  responses 


IF  NOT  "YES"  TO  Q9c,  SKIP  TO  Q15 

lOd.  (IF  OWN  A  MUTUAL  FUND,  "YES"  TO  Q9c)   Can  you  remember  who 
initially  advised  you  to  invest  in  the  mutual  fund  account 
at  your  bank?   Was  it  a  bank  teller,  a  bank  officer,  a 
personal  financial  advisor,  someone  else,  or  is  this 
something  you  decided  to  invest  in  on  your  own? 


2 
15 

6 
14 

6 

41 

16 

100 


Bank  teller 

Bank  officer 

Other  bank  employee  (VOLUNTEERED) 

Financial  advisor 

Other  (SPECIFY) 

Own  decision 

Don't  know 


Top- line  Questionnaire 
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11.   (IF  OVm  A  MUTUAL  FUND)   Thinking  back  to  when  you  first 

invested  in  a  mutual  fund  at  your  bank,  did  someone  at  the 
bank  talk  with  you  about  your  investment  goals,  your  income, 
and  whether  a  mutual  fund  is  suitable  for  you? 

57  Yes 

36  No 

7  Don't  know 
100 


12.   (IF  OWN  A  MUTUAL  FUND)   Did  your  bank  give  you  any  written 

disclosure  concerning  your  mutual  fund,  or  any  material  that 
describes  the  risk  of  this  kind  of  investment? 

85  Yes 

10  No 

5  Don't  know 
100 


Top-line  Questionnaire 

34 
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13.   (IF  YES  TO  Q12)   Did  you  read  the  material  your  bank  gave 
you? 

86  Yes 

11  No 

3  Don't  know 
100 


14.   (IF  OWN  A  MUTUAL  FUND)   Now  I'd  like  to  ask  you  about  the 
costs  and  fees  that  r.ay  be  associated  with  the  mutual  fund 
at  your  bank.   As  far  as  you  know,  which  of  the  following 
fees  are  part  of  your  mutual  fund?   (IF  MORE  THAN  ONE  BANK 
MUTUAL  FUND,  ASK  ABOUT  THE  ONE  PURCHASED  MOST  RECENTLY) 

Don't 
Yes     No     Know 
%       %       % 

a.  A  front-end  sales  load?    36      32      32 

b.  A  redemption  fee?  46       25      29 

c.  A  management  fee?  38      36      26 


14a.  (IF  OWN  A  MUTUAL  FUND)  Did  the  costs  and  fees  for  your 

mutual  fund  turn  out  to  be  about  what  you  expected,  higher 
than  expected,  or  lower  than  expected? 

47  About  as  expected 

33  Higher 

10  Lower 

10  Don't  know 
100 


14b.  (IF  OWN  A  MUTUAL  FUND)  Was  this  the  first  time  you'd 

invested  in  a  mutual  fund,  or  had  you  invested  in  mutual 
funds  before  you  purchased  the  fund  at  your  bank? 

50  First  time 

45  Invested  in  mutual  funds  before 

2  Don ' t  know 

3  Refused 
100 

Top-line  Questionnaire 
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IF  NOT  "YES"  TO  Q9f,  SKIP  TO  Q20 

IF  ANSWERED  MUTUAL  FUND  QUESTIONS,  QlOb  TO  Q14b,  READ  BEFORE  Q15! 
Now  I  have  a  few  questions  about  the  ANNUITY  you  purchased  at 
your  bank. 

15.   (IF  OWN  AN  ANNUITY,  "YES"  TO  Q9f)   Can  you  remember  who 

initially  advised  you  to  invest  in  an  annuity  at  your  bank? 
Was  it  a  bank  teller,  a  bank  officer,  a  personal  financial 
advisor,  someone  else,  or  is  this  something  you  decided  to 
invest  in  on  your  own? 

3     Bank  teller 

10  Bank  officer 

3  Other  bank  employee  (VOLUNTEERED) 

21  Financial  advisor 

3  Other  (SPECIFY) 

49  Own  decision 

11  Don't  know 
100 


16.  (IF  OWN  AN  ANNUITY)   Thinking  back  to  when  you  first 
invested  in  an  annuity  at  your  bank,  did  someone  at  your 
bank  talk  with  you  about  your  investment  goals,  your  income, 
and  whether  an  annuity  is  suitable  for  you? 

57  Yes 

38  No 

5  Don't  know 
100 

17.  (IF  OWN  AN  ANNUITY)   Did  your  bank  give  you  any  written 
disclosure  concerning  your  annuity,  or  any  material  that 
describes  the  risk  of  this  kind  of  investment? 

63  Yes 

25  No 

12  Don't  know 
100 


18.   (IF  YES  TO  Q17)   And,  did  you  read  the  material  your  bank 
gave  you? 

77  Yes 

15  No 

8  Don't  know 
100 


Top-line  Questionnaire 

36 
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(IF  OWN  AN  ANNUITY)   Now  I'd  like  to  ask  you  about  the  costs 
and  fees  that  may  be  associated  with  the  annuity  at  your 
bank.   As  far  as  you  know,  which  of  the  following  fees  are 
part  of  your  annuity?   (IF  MORE  THAN  ONE  BANK  ANNUITY,  ASK 
ABOUT  THE  ONE  PURCHASED  MOST  RECENTLY) 


A  front-end  sales  load? 
A  maintenance  fee? 
An  asset  management  feel 
A  surrender  fee? 
Insurance  expense? 


Don't 

Yes 
% 

No 
% 

Know 
% 

32 

32 

36 

34 

42 

24 

14 

43 

43 

49 

25 

26 

30 

38 

32 

(IF  OWN  AN  ANNUITY)  Did  your  annuity's  costs  and  fees  turn 
out  to  be  about  what  you  expected,  higher  than  expected,  or 
lower  than  expected? 


60 

13 

6 

21 

100 


About  as  expected 

Higher 

Lower 

Don ' t  know 


(IF  ANY  "YES"  TO  Q9)  If  you  ever  were  to  have  a  complaint, 
question,  or  problem  with  ANY  of  the  accounts  or  investments 
you  have  at  your  bank,  whom  would  you  contact  to  complain  or 
get  more  information?   (REQUIRED  PROBE  UNTIL  NO  ANSWER: 
Anyone  else?)   (RECORD  ALL  MENTIONS) 

82  Bank 

11  Personal  financial  advisor 

4  Friend  or  relative 

5  Personal  lawyer 

5  Government  agency  (local,  state  or  federal) 

4  Consumer  organization 

5  Other  (SPECIFY) 
5  Don't  know 

121* 


'Multiple  responses 
?op-line  Questionnaire 
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21.  In  general,  do  you  believe  your  bank  has  ever  misled  or 
misinformed  you  about  the  risks  involved  with  your  bank 
accounts  or  investments,  or  do  you  believe  your  bank  has 
given  you  good  information  about  investment  risks? 

4  Misled  or  misinformed 
88    Good  information 

5  Never  got  this  information  from  bank  (VOLUNTEERED) 
3    Don't  know 

100 

\ 

22.  (IF  "MISLED"  TO  Q21)   Who  at  the  bank  misled  or  misinformed 
you? 

\ 

15  Bank  teller 

39  Bank  officer 

13  Other  bank  employee  (SPECIFY) 

0  Financial  advisor 

13  Bank  brochures  or  other  written  materials 

6  Other  (SPECIFY) 
25  Don't  know 

111* 


♦Multiple  responses 


23.   Finally,  I'd  like  to  ask  you  just  a  few  questions  for 

statistical  purposes  only.   Are  you  now  married,  living  as 
married,  widowed,  divorced,  separated,  or  are  you  single? 


59 

Married 

2 

Living  as  married 

9 

Widowed 

12 

Divorced 

1 

Separated 

16 

Single 

1 

Refused 

100 

Top-line  Questionnaire 
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24.   What  is  your  agel 


14 

18-29 

48 

30-49 

21 

50-64 

15 

65  and  over 

_2. 

Undesignated 

100 

25.   What  is  the  last  grade  or  class  you  completed  in  school? 


7 
28 

4 
27 
26 


100 


Less  than  high  school  graduate  (Grade  11  or  lower) 
High  school  graduate  (including  GED  certificate) 
Technical,  trade,  or  business  school  after  high  school 
Some  college  or  university,  but  no  4-year  degree 
College  or  university  graduate  (BA,  BS,  or  other  4-year 
degree  received) 

Post-graduate  or  professional  schooling  after  college 
(including  work  towards  an  MA,  MS,  Ph.D,  JD,  DDS  or  MD) 
Refused 


26. 


What  is  your  race?  Are  you  white,  black,  Asian,  or  sone 
other  race? 


89  White 

7  Black  or  African-American 

1  Asian 

1  Other  or  mixed  race 

2  Refused 
100 


Top-lin«  Questionnaire 
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27.   Are  you  now  working  at  a  paid  job  full  time,  part  time,  or 
are  you  not  employed? 


59 

Full  time 

10 

Part  time 

7 

Unemployed  or  laid  off 

14 

Retired 

1 

Disabled 

4 

Homemaker 

1 

Student 

3 

Other 

_1 

Refused 

100 

27a.  Are  there  any  children  under  the  age  of  18  who  live  in  your 
household? 

36  Yes 

63  No 

1  Refused 
100 


27b.  And,  how  many  adults  age  18  or  older,  including  yourself, 
live  in  your  household? 


27 

One 

57 

Two 

11 

Three 

4 

Four  or  more 

_l 

Refused 

28.   Approximately  what  is  your  annual  total  family  income  BEFORE 
taxes —   just  tell  me  when  I  get  to  the  right  category. 

8  Less  than  $10,000 

15  $10,000  to  under  $20,000 

13  $20,000  to  under  $30,000 

13  $30,000  to  under  $40,000 

19  $40,000  to  under  $60,000 

15  $60,000  to  under  $100,000 

5  $100,000  or  more 

3  Don ' t  know 

9-  Refused 


Thank  you  very  much  for  your  time.   Have  a  nice  (day/ evening) 

RECORD  SEX 

44    Male 
56     Female 
100 
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TESTIMONY  OF  CHRIS  LEWIS 

Mr.  Lewis.  I  am  Chris  Lewis,  Director  of  Banking  and  Housing 
Policy  with  the  Consumer  Federation  of  America.  And  CFA  greatly 
appreciates  the  opportunity  todav  to  testify  before  the  subcommit- 
tee on  the  subject  matter  of  bank  sales  of  mutual  funds  and  other 
uninsured  investment  instruments  and  the  proposed  merger  of  the 
Mellon  Bank  Corp.  and  the  Drej^us  Corp. 

This  merger,  as  I  note  in  my  written  statement,  now  pending  be- 
fore various  banking  regulatory  agencies,  raises  a  number  of  criti- 
cal public  policy  concerns.  And  chief  among  them  from  the  perspec- 
tive of  the  CFA  is  the  certain  increase,  we  believe,  in  consumer 
confusion  about  the  degree  of  risk  of  investment  products  sold  on 
the  premises  of  insured  institutions. 

As  one  trade  publication  recently  noted,  the  proposed  merger 
"highlights  all  that's  troubling  about  banks  in  the  mutual  fund 
business." 

And,  Mr.  Chairman,  we  obviously  appreciate  the  seriousness 
with  which  you  and  other  members  of  the  subcommittee  and  the 
full  committee  view  the  legal  and  public  interest  implications  of 
this  merger,  and  banks  continued  entry  into  the  securities  busi- 
ness. 

Over  the  past  two  decades,  creative  interpretations  of  the  Glass- 
Steagall  Act  by  banking  regulators  have  permitted  vastly  expanded 
bank  involvement  in  the  mutual  fund  and  other  securities  lines  of 
business.  We  believe  that  the  current  head-long  rush  of  the  bank- 
ing industry  into  the  retail  mutual  fund  business  must  be  placed 
in  perspective. 

First,  we  know  of  no  clamor  by  consumers  for  further  expansion 
by  banks  into  the  mutual  fund  business.  We  monitor  consumer  de- 
mands nationwide  and  the  organization  is  not  aware  of  a  consumer 
push  for  more  mutual  fund  outlets,  either  operated  by  banks  or 
other  entities. 

Second,  we  are  aware  that  the  banking  industry  enjoyed  record 
profits  last  year  as  in  the  previous  year.  And  there  seems  to  be  no 
emergency  need  to  open  new  lines  of  business  to  protect  the  earn- 
ings of  the  banking  industry. 

Third,  we  are  aware,  as  other  witnesses  have  just  testified,  that 
there  is  widespread  confusion  among  the  public  about  the  nature 
of  risk  associated  with  investment  products,  including  mutual 
funds,  peddled  by  banks. 

Fourth,  the  Congress,  through  bills  introduced  by  yourself  and 
the  chairman  of  the  Banking  Committee,  is  attempting  to  establish 
specific  statutory  guidelines  to  end  the  confusion  among  the  banks, 
among  the  regulators,  and  most  importantly  among  the  investing 
public. 

As  others  have  testified,  we  believe,  Mr.  Chairman,  that  the 
banks'  mutual  fund  sales  practice  currently  at  play  in  the  market- 
place are  all  too  often  designed  to  lead  the  unsuspecting  customer 
into  believing  that  good  old  Uncle  Sam  and  the  taxpayers  are  guar- 
anteeing the  investments. 

In  short,  we  believe  the  protective  shield  to  the  FDIC,  long  sym- 
bol of  security  for  millions  of  American  consumers,  is  being  tar- 
nished by  bankers  hell  bent  on  becoming  big  time  players  in  Wall 
Street's  mutual  funds  markets. 
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The  banking  industry  as  well  as  the  Congress  and  the  American 
public,  we  believe,  should  want  that  shield  protected.  Certainly,  the 
full  faith  and  credit  of  the  U.S.  taxpayers  symbolized  by  the  FDIC 
logo  should  not  be  utilized  by  banks  as  a  means,  directly  or  indi- 
rectly, of  duping  consumers  into  believing  that  investments  in  the 
stock  market  are  risk  free. 

And  I  do  note  in  my  written  statement  that  we  believe  the  facts 
are  clear  that  we  have  a  very  serious  problem  here  and  that  we  do 
not  need  to  go  about  studying  whether  or  not  there  is  a  problem 
here.  We  do  have  a  problem,  we  have  a  very  serious  problem. 
Which  leads  us  to  ask,  what  are  the  banking  regulators  doing  to 
address  this  problem? 

And  I  note  in  my  statement  that  last  month  the  Washington  Post 
quoted  data  from  the  American  Bankers  Association,  data  that 
noted  that  the  four  agencies  had  produced  four  different  answers 
about  the  seriousness  of  the  confusion  created  by  mutual  funds 
bearing  the  identical  or  similar  name  of  an  insured  bank.  Two 
weeks  ago,  the  banking  agencies  faced  with  mounting  publicity  and 
with  the  prospect  of  action  by  this  and  other  committees  finally  de- 
cided that  they  were  all  part  of  the  same  government  and  came  up 
with  an  interagency  statement  on  retail  sales  of  nondeposit  invest- 
ment products. 

We  believe  that  what  has  emerged  in  this  "policy  statement"  is 
a  set  of  lowest  common  denominators  with  "should"  not  "shall"  the 
operative  verb.  And  in  a  number  of  critical  areas  the  interagency 
statement  does  not  correct  egregious  practices. 

Rather,  and  unfortunately  it  institutionalizes  them.  For  example, 
on  page  8  of  the  interagency  statement,  the  regulators  endorse  the 
use  of  promotional  brochures  and  advertising  where  both  unin- 
sured and  insured  products  are  advertised  together  beside  one  an- 
other. The  agencies  only  suggest  that  the  material  "clearly  seg- 
regate the  information." 

But  we  don't  know  what  this  means,  nor  does  the  interagency 
guidance  statement  provide  any  detail  what  this  means.  Two 
spaces  between  the  two  distinctly  different  products,  or  on  separate 
pages  of  the  same  brochure?  It  is  unclear  and  we  believe  that  this 
is  very  reckless  guidance. 

The  two  products,  insured  and  uninsured,  should  not  appear  in 
the  same  advertisement  or  in  the  same  promotional  brochure. 

On  the  critical  matter  of  the  separation  of  personnel,  the  agen- 
cies provide  a  road  map,  we  believe,  for  the  banks  to  make  full  uti- 
lization of  personnel  across  the  lines  of  insured  and  uninsured 
products.  The  interagency  statement  allows  personnel,  which  han- 
dle insured  deposits,  to  recommend  investment  products. 

The  previous  panel  talked  at  great  length  about  the  conflicts  of 
interest  of  having  tellers  and  other  personnel  that  handle  insured 
products  recommend  the  subdebt  of  ACC  and  Lincoln  Savings. 

And  if  this  is  not  enough,  the  interagency  statement  permits  tell- 
ers to  be  paid  "nominal  fees"  to  encourage  the  referral  of  customers 
for  nondeposit  investment  products.  And  now,  we  wonder,  does  the 
teller  urge  the  consumer  to  play  it  safe  or  to  forego  government  in- 
surance and  invest  in  some  of  those  securities  being  sold  across  the 
lobby.  Given  human  nature  and  the  generally  low  pay  of  tellers. 
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you  can  make  a  pretty  sure  bet  that  the  payment  of  referral  fees 
cannot  but  steer  the  savings  of  consumers  in  the  direction  of  risk. 

In  short,  we  believe  the  regulators  at  this  point  have  failed  to 
face  up  to  the  full  realities  of  the  problem  in  the  marketplace. 
While  the  banks  have  roared  forward  and  while  the  consumer  has 
been  left  in  a  sea  of  confusion  about  the  status  of  government  in- 
surance, the  regulators  continue  to  encourage  questionable  prac- 
tices by  the  banking  industry,  dangerous  practices  that  put  hard- 
earned  savings  of  consumers  at  risk. 

And  we  believe,  Mr.  Chairman,  given  that  the  Congress  has  cre- 
ated the  deposit  insurance  system,  the  Congress  has  an  obligation 
to  enact  safeguards  to  protect  not  only  the  consumer  but  the  inteer- 
rity  of  the  FDIC  shield. 

Thanks  to  the  Congress's  support  of  FDIC  deposit  insurance,  con- 
sumers don't  think  twice  about  the  safety  of  savings  once  placed  in 
the  hands  of  a  banker.  The  bankers  know  that  and  have  enjoyed 
the  competitive  advantages  of  a  taxpayer-backed  insurance  system. 
It  is  the  Congress,  we  believe,  that  must  take  responsibility  and 
enact  legislation  that  will  ensure  that  there  can  be  no  commingling 
in  practice  or  perception  of  insured  and  uninsured  activities  of 
banks. 

My  statement  highlights  the  elements  of  consumer  protections 
that  we  have  endorsed  with  our  consumer  and  regulatory  col- 
leagues here  with  us  today.  I  won't  elaborate  on  them  orally,  except 
to  note  that  we  do  strongly  endorse  the  need  for  functional  regula- 
tion of  the  securities  activities  of  banks  which  is  the  principal 
thrust  of  your  legislation,  H.R.  3447. 

And,  until  proven  protections  are  in  place,  and  I  emphasize  prov- 
en, we  need  to  make  sure  that  the  safeguards  are  working.  We  be- 
lieve that  it  would  be  reckless  for  banking  regulators  to  add  to  the 
problem  by  allowing  banks  to  further  expand  into  the  securities 
business  as  is  proposed  by  the  current  Mellon-Dreyfus  merger. 

We  call,  therefore,  Mr.  Chairman,  for  a  moratorium  on  further 
expansion  of  bank  operations  into  the  mutual  fund  and  related  se- 
curities businesses,  unless  and  until  the  Congress  has  a  chance  to 
enact  strong  statutory  safeguards,  second  that  the  banking  and  se- 
curities regulators  come  up  with  consistent,  coordinated  and  proven 
approaches  to  address  the  province  of  consumer  confusion  and, 
thirdly,  that  the  banking  industry  itself  get  its  act  together  and 
eliminate  the  practices,  however  subtle,  that  permit  visions  of  gov- 
ernment insurance  to  dance  in  the  public's  mind. 

And  I  would  be  glad  to  answer  any  questions. 

[The  prepared  statement  of  Mr.  Lewis  follows:] 
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STATEMENT  OF  CHSIS  LEWIS 

DIRECTOR  OF  BANKING  AND  HOUSING  POLICY 

CONSUMER  FEDERATION  OF  AMERICA 

ON 

COMMERCIAL  BANK  SALE  OF  MUTUAL  FUNDS 

AND  TEE  MERGER  OF 

MELLON  BANK  CORPORATION  AND  THE  DREYFUS  CORPORATION 

BEFORE  THE 

SUBCOMMITTEE   ON  OVERSIGHT  AND    INVESTIGATIONS 

OF   THE 

COMMITTEE  ON  ENERGY  AND  COMMERCE 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

HONORABLE  JOHN  D.  DINGELL 
CHAIRMAN 

MARCH  2,  1994 


The  Consumer  Federation  of  America  appreciates  the  opportunity 
to  testify  before  the  Subcommittee  today  on  the  subject  of  bank 
sale  of  mutual  funds  and  the  proposed  merger  of  Mellon  Bank 
Corporation  and  the  Dreyfus  Corporation. 

This  merger  --  now  pending  before  the  Office  of  the 
Comptroller  of  the  Currency,  the  Board  of  Governors  of  the  Federal 
Reserve  and  the  Office  of  Thrift  Supervision  --  raises  a  number  of 
critical  public  policy  concerns  --  among  them  the  certain  increase 
of  consumer  and  investor  confusion  about  the  nature  of  risk  of 
investment  products  sold  on  the  premises  of  insured  depository 
institutions. 

As  one  trade  publication  recently  noted,  the  proposed  merger 
"highlights  all  that's  troubling  about  banks  in  the  mutual  fund 
business" .^ 

The  significance  of  this  transaction  for  consumer  protection 


^  American  Banker,  February  8,  1994,  p.  26. 
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and  Che  integrity  of  financial  markets  cannot  be  overemphasized. 
States  one  securities  industry  analyst:  "This  deal  has  the 
potential  to  have  a  greater  impact  on  the  bank  investment  market 
than  any  previous  merger.  It's  unprecedented."^ 

Mr.  Chairman,  CFA  appreciates  the  seriousness  with  which  you 
view  the  legal  and  public  interest  implications  of  this  merger.  It 
is  our  hope  that  the  Subcommittee's  hearings  will  focus  the 
attention  of  regulatory  officials  on  the  need  to  keep  the  public 
interest  --  not  the  bankers'  interest  --  foremost  in  their  mind 
when  they  review  industry  demands  for  increased  securities  powers 
for  insured  financial  institutions. 

BACKGROUND 

Over  the  past  two  decades,  creative  interpretations  of  the 
Glass -Steagall  Act  by  banking  regulators  have  permitted  vastly 
expanded  bank  involvement  in  the  mutual  fund  and  other  securities 
business  activities.  This  Committee  certainly  does  not  need  to  be 
reminded  that  the  erosion  of  the  distinction  between  commercial  and 
investment  banking  --  ushered  in  by  the  banking  industry's 
regulators  --  does  not  represent  a  new  way  of  conducting  the  very 
old  business  of  banking.  These  are  wholly  distinct  financial 
activities. 

CFA  believes  that  the  current  headlong  rush  by  the  banking 
industry  into  the  retail  mutual  fund  business  must  be  placed  in 
proper  perspective. 

First,  there  is  no  known  clamor  by  consumers  for  further 
expansion  by  banks  into  the  mutual  fund  business.  CFA  monitors 
consumer  demands  nationwide  and  the  organization  is  not  aware  of  a 
consumer  push  for  more  mutual  fund  outlets  --  whether  operated  by 
banks  or  other  entities.  Similarly,  we  are  unaware  of  consumers 
knocking  on  the  doors  of  the  Congress  in  demand  for  bank  operated 
mutual  funds. 

Second,  we  are  aware  that  the  banking  industry  enjoyed  record 
setting  profits  last  year,  as  in  the  previous  year,  and  there  seems 
to  be  no  emergency  need  to  open  new  lines  of  business  to  protect 
the  earnings  of  the  industry. 

Third,  we  are  aware  --  through  both  government  and  private 
surveys  --  that  there  is  widespread  confusion  among  the  public 
about  the  nature  of  risk  associated  with  investment  products, 
including  mutual  funds,  sold  by  banks  and  bank  subsidiaries. 

Finally,  the  Congress,  through  bills  introduced  by  Chairman 
Dingell  and  Chairman  Gonzalez,  are  attempting  to  establish  specific 


Securities  Marketing  News,  February  25,  1994,  p.  2. 
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statutory  guidelines  to  end  the  confusion  among  the  banks  and  the 
regulators  --  and  most  importantly  among  the  public. 

A  TARNISHED  FDIC  SHIELD 

Last  year,  the  banking  industry,  with  the  shield  of  the 
Federal  Deposit  Insurance  Corporation  (FDIC)  displayed  prominently 
in  every  bank,  peddled  $92  billion  of  mutual  funds  to  an  unwary 
public . 

The  banks'  sales  practices,  we  believe,  are  all  too  often 
designed  to  lead  the  unsuspecting  customer  into  believing  that 
good-ole  Uncle  Sam  and  the  taxpayers  are  guaranteeing  the 
investments.  The  funds  --  like  all  investments  in  the  stock  market 
--  carry  risk  and  none  of  that  risk  is  insured  or  protected  in  any 
manner  by  the  Federal  government. 

In  short,  Mr.  Chairman,  the  protective  shield  of  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  --  symbol  of  security  for 
millions  of  American  consumers  --  is  being  tarnished  by  bankers 
hell-bent  on  becoming  big-time  players  in  Wall  Street's  mutual 
funds  and  annuities  market. 

The  banking  industry,  as  well  as  the  Congress  and  the  American 
public,  should  want  that  shield  protected.  Certainly,  the  full 
faith  and  credit  of  the  United  States  taxpayers  --  symbolized  by 
that  FDIC  logo  --  should  not  be  utilized  by  the  banks  as  a  means  -- 
directly  or  indirectly  --of  duping  customers  into  believing  that 
investments  in  the  stock  market  are  risk- free.  There  should  be  no 
question  about  what  that  shield  protects  and  what  it  does  not 
protect . 

CONSUMER  CONFUSION  REIGNS 

Little  wonder,  then,  that  unsuspecting  customers  --  lulled 
into  a  false  sense  of  security  by  decades  of  fail-safe  insurance 
for  their  deposits  --  walk  out  of  banks  thinking  their  investments 
are  risk-free. 

In  January,  a  survey  released  by  the  American  Association  of 
Retired  Persons  (AARP)  and  the  North  American  Securities 
Administrators  Association  (NASAA)^  revealed  that  82%  of  American 
consumers  are  unaware  that  mutual  funds  sold  through  banks  are  not 
insured  by  the  FDIC.  Ironically,  the  AARP  survey  found  that 
consumers  who  have  actually  purchased  mutual  funds  at  their  bank 
are  even  less  well  informed  about  the  risks  associated  with  such 
investments  than  are  other  bank  customers. 


Bank  Investment  Products  Survey:  Jamuary  1994. 
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Last  November,  the  Securities  and  Exchange  Commission  released 
survey  data  that  found  similar  levels  of  confusion  among  bank 
customers  concerning  the  uninsured  status  of  mutual  funds  sold  by 
banks  . 

The  fact  is  that  consumers  are  not  well  informed  about  the 
risk  of  investment  products  peddled  by  banks.  We  need  not  conduct 
further  studies  to  determine  that  there  is  a  serious  problem  in  the 
lobbies  of  insured  financial  institutions. 

Bank  marketing  efforts  are  clearly  adding  fuel  to  the 
firestorm  of  confusion.  A  recent  report  of  the  New  York  City 
Department  of  Consumer  Affairs"  revealed  that  only  40%  of  surveyed 
banks  stated  that  mutual  funds  were  not  FDIC  insured.  The  report 
also  observed  far  more  aggressive  sales  tactics  by  banks  compared 
to  that  of  mutual  fund  companies: 

"Generally,  the  bank  representatives  gave  a  much  harder 
sell  than  the  fund  company  representatives,  perhaps 
because  the  bank  agents  earn  commissions,  while  the  fund- 
company  agents  generally  do  not.  For  example,  agents  from 
both  Citibank  and  Chase  were  hesitant  to  give  information 
over  the  phone  or  through  the  mail,  but  particularly 
eager  to  have  the  undercover  Consumer  Affairs 
investigator  who  phoned  come  into  the  office  for  a  face- 
to-  face  sales  presentation.  Without  understanding  much 
about  mutual  funds,  face-to-face  sales  presentations  can 
be  intimidating  to  new  investors. 

Furthermore,  bank  customers  who  become  first  time  mutual - 
fund  buyers  are  generally  more  cautious  and  conservative 
than  those  more  familiar  with  the  territory.  But  few  bank 
employees  selling  mutual  funds  pushed  conservative 
investments ....  [A] 11  of  the  five  bank  representatives 
pushed  the  higher-yielding,  and  more  risky  growth  funds 
rather  than  the  more  conservative  bond  funds. "^ 

Most  recently.  Consumers  Union  reports  in  the  March  1994 
edition  of  Consumer  Reports  that  consumers  can  expect  that  "the 
odds  of  getting  good  advice  at  a  bank  that  sells  mutual  funds  are 
worse  than  1  in  6".^ 


*  Making  Sense  of  Mutual  Funds:  Tricks  of  the  Trade  and 
Lessons  for  Investors:  August  1993. 

'  Making  Sense  of  Mutual  F\inds:  Tricks  of  the  Trade  and 
Lessons  for  Investors,  pgs.  29-30. 

*  Should  You  Buy  Mutual  Fxinds  From  Your  Bank? :  Consvuner 
Reports,  March  1994,  p.  148. 
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REGULATORS  RESPONSE 

The  response  by  the  bank  regulatory  agencies  to  the  rising 
tide  of  securities  activity  by  depository  institutions  has  been  a 
classic  example  of  those  agencies  age-old  approach  --  "banks  first 
and  consumers  last". 

In  essence,  the  regulators  have  suggested  that  consumer 
safeguards  are  just  fine  so  long  as  the  protections  don't  interfere 
with  the  banks'  headlong  rush  for  profits. 

Last  month  the  Washington  Post,  quoting  data  collected  by  the 
American  Bankers  Association,  noted  that  the  four  agencies  had 
produced  four  different  answers  about  the  seriousness  of  the 
confusion  created  by  mutual  funds  bearing  the  identical  or  similar 
name  of  an  insured  bank. 

Two  weeks  ago  the  agencies  --  faced  with  mounting  publicity 
and  with  the  prospect  of  action  by  this  Committee  and  the  Banking 
Committee  --  finally  decided  that  they  were  all  part  of  the  same 
government  and  came  up  with  an  "Interagency  Statement"  on  retail 
sales  of  non-deposit  investment  products. 

What  has  emerged  in  this  "policy"  statement  is  a  set  of  lowest 
common  denominators  with  "should"  --  not  "shall"  --  the  dominant 
verb . 

I  quote  the  regulators: 

"Moreover,  sales  activities  involving  these  investment 
products  should  be  designed  to  minimize  the  possibility 
of  customer  confusion  and  to  safeguard  the  institution 
from  liability ..." 

In  a  number  of  critical  areas  the  "Interagency  Statement"  does 
not  correct  egregious  practices.  Rather,  it  institutionalizes  them. 

For  example,  on  page  8  of  the  statement,  the  regulators 
endorse  the  use  of  promotional  brochures  and  advertising  where  both 
uninsured  and  insured  products  are  advertised  together. 

The  agencies  only  suggest  that  the  material  "clearly 
segregate"  the  information.  What  does  this  mean?  Two  space  between 
the  two  distinctly  different  products  or  on  separate  pages  of  the 
same  brochure? 

This  is  reckless  guidance.  The  two  products  --  insured  and 
uninsured  --  should  not  appear  in  the  same  advertisement  or  in  the 
same  promotional  brochure.  No  segregation  within  the  same  document 
or  the  same  advertisement  on  television  on  in  newspapers  will  do 
the  job  --it  only  ensures  more  confusion  for  the  investing  public. 
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And  when  it  comes  to  the  big  problem  of  "name"  --  the  use  of 
an  insured  bank's  logo  or  name  --  the  agencies  again  take  the  easy 
way  out.  A  "similar"  name  should  be  used,  the  regulators  say,  in  a 
sales  program  "designed  to  minimize  the  risk  of  customer 
confusion".  In  short,  bankers  can  be  creative  in  duping  customers  - 
-  be  a  little  subtle  in  sliding  that  FDIC  logo  in  front  of  the 
mutual  fund  customer. 

The  separation  has  to  be  total  --no  similarities  --or  the 
regulation  is  a  further  fraud  on  the  public. 

On  the  critiacl  matter  of  the  separation  of  personnel,  the 
agencies  provide  a  road  map  for  the  banks  to  make  full  utilization 
of  personnel  across  the  lines  of  insured  and  uninsured  products. 

The  interagency  statement  allows  personnel  which  handle 
insured  deposits  to  "recommend"  investment  products  so  long  as  they 
have  "reasonable  grounds  for  believing  that  the  specific  product 
recommended  is  suitable  for  the  particular  customer  on  the  basis  of 
information  disclosed  by  the  customer." 

Translation:  you  don't  need  separate  personnel  --  and  if  this 
confuses  the  public  about  government  insurance,  too  bad. 

And  if  this  is  not  enough,  the  tellers  are  to  be  allowed 
"nominal  fees"  to  encourage  the  referral  of  customers  for  non- 
deposit  investment  products. 

So  what  happens  to  an  elderly  consumer  when  she  walks  in  to 
the  bank  seeking  a  safe  place  for  the  $50,000  she  has  just  earned 
in  the  sale  of  her  house?  Does  the  teller  --  with  the  thoughts  of 
a  referral  fee  at  hand  --  urge  her  to  forego  government  insurance 
and,  instead,  invest  in  some  of  those  nice  securities  being  sold  at 
the  desk  across  the  lobby? 

And  if  this  happens,  how  do  the  examiners  and  the  supervisors 
really  detect  the  game?  The  answer,  we  believe,  is  that  in  most 
cases  they  won't. 

In  short,  the  regulators  have  failed  to  face  up  to  the 
realities  of  the  problem.  While  the  banks  have  roared  forward  and 
while  the  consumer  has  been  left  in  a  sea  of  confusion  about 
government  insurance,  the  regulators  continue  to  encourage 
questionable  practices  by  the  banking  industry  --  dangerous 
practices  that  put  hard-earned  savings  of  consumers  at  risk  --  when 
the  consumers  had  no  intention  of  placing  their  funds  at  risk. 

Caught  playing  fast  and  loose  with  the  Government's  insurance 
the  banking  industry  is  rushing  its  lobbyists  to  Capitol  Hill  and 
to  the  media  in  an  attempt  to  convince  everyone  that  the  answer  is 
"self -regulation" . 
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Clearly,  the  Congress  is  the  last  best  hope  for  the  consumers 
of  banks  are  to  be  prevented  from  using  the  FDIC  insurance  and  logo 
as  a  tool  to  fool  consumers. 

CONGRESSIONAL  ACTION  NEEDED 

Congress  created  the  deposit  insurance  system  and  has  an 
obligation  to  enact  safeguards  that  protect  not  only  the  customer, 
but  the  integrity  of  the  FDIC  shield. 

Thanks  to  Congress'  support  of  Federal  deposit  insurance, 
consumers  don't  think  twice  about  the  safety  of  savings  once  placed 
in  the  hands  of  a  banker. 

It  is  the  Congress  that  must  take  responsibility  and  enact 
legislation  that  will  ensure  that  there  can  be  no  commingling  --in 
practice  or  perception  --of  insured  and  uninsured  activities  of 
banks . 

The  hard  simple  fact  is  that  too  many  American  consumers  do 
not  understand  that  investment  products  --  like  mutual  funds  and 
annuities  --  sold  by  banks  are  not  guaranteed  by  the  Federal 
government . 

We  believe  that  the  Congress  must  act  swiftly  and  not  wait  for 
the  rude  awakening  of  a  stock  market  "correction"  to  enact 
safeguards  to  protect  consumers  against  misleading  marketing 
efforts  by  FDIC-insured  institutions. 

Consumers  need  four  key  protections: 

(1)  an  insured  institutions' s  name  and  logo  must  be 
separate  from  the  label  of  an  uninsured  product; 

(2)  the  location  of  insured  activity  within  a  bank  must 
be  clearly  separated  from  the  location  of  the  marketing 
of  uninsured  products; 

(3)  bank  employees  who  handle  insured  funds  must  be 
separate  and  distinct  from  those  that  peddle  uninsured 
products;  and, 

(4)  consistent  functional  regulation  of  the  securities 
activities  of  insured  institutions. 

Before  banks  expand  further  into  the  mutual  fund  market  in  any 
manner  --  including  the  pending  application  by  Mellon  Bank 
Corporation  to  acquire  the  Dreyfus  Corporation  --  protections  must 
be  in  place  that  will  make  certain  that  there  is  no 
misunderstanding  in  the  public's  mind  about  banks  being  some  kind 
of  "risk- free"  zone  for  mutual  funds. 
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Until  proven  protections  are  in  place,  we  believe  that  it 
would  be  reckless  to  add  to  the  problem  by  allowing  banks  to  expand 
further  into  the  securities  business.  There  is  a  serious  problem  in 
the  market.  It  is  a  modest  demand  that  the  industry  and  their 
regulators  should  get  it  right  before  letting  banks  further  expand 
into  the  securities  business. 

Mr.  Chairman,  we  believe  a  full  moratorium  should  be  placed  on 
expansion  of  bank  operations  in  the  mutual  fund  business  until: 

(1)  the  Congress  has  a  chance  to  enact  statutory  safeguards; 

(2)  the  regulators  come  up  with  consistent,  coordinated 
and  proven  approaches  to  the  problem;  and, 

(3)  the  banking  industry,  itself,  gets  its  act  together 
and  agrees  to  eliminate  practices  --  however  subtle  or 
overt  --  that  permit  visions  of  government  insurance 
standing  behind  mutual  funds  to  dance  in  the  public's 
mind. 


CONCLUSION 

The  mixture  of  commercial  banking  and  investment  banking 
raises  a  multitude  of  questions  about  conflicts  of  interest,  safety 
and  soundness  and  consumer  protection. 

While  Congress  continues  to  debate  how  far  banks  should  reach 
into  the  securities  business,  it  has  an  obligation  to  provide 
consumer  protections  up  front  --  safeguards  that  will  prevent  FDIC 
logos  and  insurance  from  being  transformed  from  symbols  of  personal 
and  financial  safety  into  deceptive  marketing  tools  for  bank-sold 
mutual  funds. 
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Mr.  DiNGELL.  Thank  you  very  much,  Mr.  Lewis. 

The  gentleman  from  Colorado. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman.  I  thank  the  panel  for 
being  here,  and  Ms.  Archuleta  for  coming  such  a  long  way. 

I  have  a  couple  of  questions,  Ms.  Colasanto,  on  number  21,  page 
38  of  your  survey,  and  I  want  to  make  sure  I  read  this  right,  88 
percent  of  the  people  have  trust  in  their  own  bank.  Am  I  reading 
that  right?  This  is  what  they  said? 

Ms.  Colasanto.  That's  correct. 

Mr.  SCHAEFER.  In  other  words,  whatever  the  bank  says? 

Ms.  Colasanto.  Eighty-eight  percent  of  bank  customers  said 
that  they  don't  think  they  were  ever  misled  or  misinformed  about 
the  risks  involved  with  bank  accounts  or  investments  at  their  bank. 

Mr.  SCHAEFER.  So  this  looks  like  this  is  precisely  the  reason,  or 
at  least  a  lot  of  the  reason,  why  we  had  the  Lincoln  Continental 
thing,  simply  because  they  trusted  the  bank. 

Ms.  Colasanto.  The  customers  were  very  trusting.  That's  right. 

Mr.  SCHAEFER.  I  would  like  to  ask  any  of  you,  Mr.  Simon  in  pre- 
vious testimony  said  a  number  of  things  regarding  how  he  thought 
we  could  improve  on  the  situation.  Ms.  Crawford,  you  didn't  men- 
tion one  that  he  did  and  I  wanted  to  ask  you  about  it.  That's  a  cool- 
ing off  period.  In  other  words,  if  a  consumer  went  in,  purchased 
mutual  funds  or  whatever,  and  then  turned  around  and  decided 
later  that  they  didn't  want  them,  do  you  think  that's  a  good  idea? 

Ms.  Crawford.  I  certainly  would  never  object  to  a  cooling  off  pe- 
riod in  the  context  of  helping  consumers.  Certainly  that  seems  like 
a  good  idea. 

One  of  the  things  that  disturbs  me  is  the  idea  that  even  with  a 
cooling  off  period,  by  virtue  of  the  fact  that  there  are  special  cir- 
cumstances that  exist  when  sales  are  made  on  the  premises  of 
banks,  it  still  may  not  be  enough. 

Mr.  SCHAEFER.  I'm  not  saying  this  is  the  only  thing  we  do.  I 
mean,  this  would  just  be  an  additional  safeguard  to  be  considered. 

Ms.  Crawford.  Certainly,  in  addition  to  the  suggestions  that 
others  have  made  here  today,  along  with  ourselves,  we  would  think 
that  that  would  go  a  long  way  toward  helping  consumers. 

Mr.  SCHAEFER.  Anyone  else,  please? 

Mr.  Lewis.  Congressman  Schaefer,  we  would  certainly  endorse  a 
cooling  off  period. 

Mr.  Schaefer.  Seven  days,  10  days,  something  like  that? 

Mr.  Lewis.  The  exact  time  period,  I  think  we  have  not  given  a 
great  deal  of  thought  to,  but  we  have  the  similar  protections  on  the 
credit  side,  the  Truth  in  Lending  Act  that  permits  consumers  to 
have  a  right  of  recision.  And  we  think  it  is  very  important  for  the 
consumer  to  be  able  to  go  home  and  contemplate  an  investment  in 
an  uninsured  product  without  the  bias  of  the  heavy  sales  pitch  of 
a  bank  salesperson  who  is  operating  with  the  incentive  of  commis- 
sions right  in  their  face.  And  a  cooling  off  period  would  be,  as  you 
point  out,  one  element  that  would  begin  to  make  some  more  sense 
and  ensure  that  consumers  are  making  informed  decisions. 

Mr.  Schaefer.  Ms.  Archuleta? 

Ms.  Archuleta.  I  think  it  sounds  like  a  good  idea.  We  have  this 
privilege  with  hearing  aids  and  they  don't  cost  quite  that  much  as 
you  might  be  investing. 
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Mr.  SCHAEFER.  Very  good  correlation  there. 

Some  of  these  questions,  anyone  please. 

I  understand  that  some  of  the  organizations  you  represent  have 
gathered  samples  of  literature  that  banks  are  using  to  promote  the 
sale  of  securities.  Tell  us  what  some  of  the  problems  are  that  you 
may  have  unraveled  with  this. 

Ms.  Crawford.  One  of  the  major  ones  that  we  found  in  our  col- 
lection of  brochures  and  whatnot  is  this  terrible  confusion  that  ex- 
ists with  regard  to  there  being  no  distinction  between  the  insured 
and  uninsured  products.  And  oftentimes,  banks  will  be  selling 
through  registered  broker-dealers.  But  from  the  investor's  stand- 
point, they  may  not  know  that.  They  cannot  tell  the  difference  be- 
tween the  bank  and  the  registered  entity  because  the  names  may 
be  so  similar. 

There  are  just  a  myriad  of  problems  that  we  do  not  know  about 
because  there  have  not  been  the  kinds  of  customer  complaints  to 
date  that  we  anticipate  receiving  down  the  road. 

As  has  been  noted  previously,  oftentimes  investors  have  no  idea 
who  to  complain  to. 

Mr.  SCHAEFER.  I  understand.  But  you  say  as  you  will  be  seeing 
or  you  may  be  seeing  down  the  road.  Is  that  why — ^you  have  not 
received  the  complaints  now,  why  would  you  see  more  down  the 
road? 

Ms.  Crawford.  Well,  we  are  hopeful  that  the  publicity  and 
media  attention  surrounding  these  hearings  will  cause  consumers 
to  become  aware  perhaps  for  the  first  time  that  there  are  regu- 
lators out  there  that  would  be  interested  in  hearing  from  them. 

Right  now,  we  have  reason  to  believe  that  if  there  is  a  problem, 
they  either  do  not  complain  to  anyone  or  perhaps  at  most  complain 
to  the  financial  institutions. 

Mr.  SCHAEFER.  To  the  bank  itself. 

Ms.  Crawford.  Right. 

Mr.  SCHAEFER.  Ms.  Archuleta? 

Ms.  Archuleta.  I  have  an  example  picked  up  here  in  Washing- 
ton just  in  the  last  few  days.  And  this  institution  lists  its  invest- 
ment options,  which  are  about  12  of  them  here  not  insured  by 
FDIC.  There  is  a  small  number  1  listed  after  the  first  one  and  I 
look  to  the  bottom.  Number  1,  there  is  nothing  here,  and  I  finally 
found  it  on  the  back  in  print  half  the  size  which  talks  about  the 
disclosure  that  they  are  not  FDIC  insured. 

Mr.  Schaefer.  So  there  is  nothing  on  the  front? 

Ms.  Archuleta.  No.  And  actually  each  of  these  investment  op- 
tions should  have  been  starred,  it  seemed  to  me,  instead  of  the  one 
small  1.  An  asterisk  would  have  called  my  attention  to  it.  And  the 
disclosure  should  have  been — the  corresponding  statement  should 
have  been  at  the  bottom  of  the  page  and  not  at  the  very  end  of  the 
brochure. 

That  is  the  kind  of  thing  we  are  talking  about  that  is  elusive  to 
older  people  who  may  not  see  that  well.  I  can  hardly  read  this  my- 
self. 

Mr.  Schaefer.  Mr.  Lewis? 

Mr.  Lewis.  Congressman  Schaefer,  in  addition  to  the  issues  of 
disclosure,  hidden  disclosure,  I  did  not  bring  but  I  would  like  to 
submit  for  the  record,  if  that  is  possible,  examples  of  institutions 
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that  use  the  same  corporate  logo  across  the  insured  institution  or 
its  sub.  You  will  have  the  same  logo  for  promotion  of  an  uninsured 
mutual  fund,  stock  opportunity,  or  an  annuity  investment  oppor- 
tunity. And,  here  again,  the  institution  is  playing  on  the  good  will 
and  the  sense  of  security  that  has  been  built  up  associated  with  the 
insured  institution's  logo. 

Mr.  DiNGELL.  Without  objection,  the  record  will  remain  open  for 
you  to  make  that  insertion. 

[The  following  letter  was  received:] 
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Consumer  FederalJQp  Qf  ,^^^erica 


ii.s.  mu  c-  f!' r(!ES[Nririv[s 


March  25,  1994 


The  Honorable  John  Dingell 

Subcommittee  on  Oversight  and  Investigations 

Committee  on  Energy  and  Commerce  S   J^ 

United  States  House  of  Representatives  g'^: 

Washington,  DC   20515  s5:  ^  .-'. 

a-'  ^^     ■''■ 

The  Honorable  Dan  Schaefer  ^^  ,C3  ,-t; 

Subcommittee  on  Oversight  and  Investigations  2s     ^ 

Committee  on  Energy  and  Commerce  ^2  S  n^ 

United  States  House  of  Representatives  5S  ^  ei: 

Washington,  DC  20515  =''  _^ 

Dear  Chairman  Dingell  and  Congressman  Schaefer: 

At  the  March  2,  1994  Subcommittee  hearing  on  the  Mellon  Bank 
Corporation  and  Dreyfus  Corporation  merger  I  discussed  concerns 
that  the  Consumer  Federation  of  America  (CFA)  has  regarding  the  use 
by  insured  depositories  of  their  corporate  name  and/or  logo  in  the 
marketing  of  uninsured  investment  instruments  like  mutual  funds. 

At  that  time,  I  promised  to  forward  to  the  Subcommittee  an 
example  of  such  promotional  materials.  Please  find  these  attached. 

These  promotional  materials  were  obtained  from  the  Connecticut 
Avenue  and  K  Street  branch  of  Crestar  National  Bank  in  Washington, 
DC  on  February  1,  1994.  The  varied  product  brochures  —  promoting 
insured  savings  instruments,  uninsured  investment  instruments  (both 
mutual  funds  and  insurance  annuities)  and  brokerage  services  of  the 
institution  —  were  available  to  the  public  on  the  same  branch 
lobby  rack. 

As  is  evident,  the  promotional  material  for  both  insured  and 
uninsured  instruments  utilizes  the  identical  corporate  logo  of  the 
insured  institution. 

We  believe  that  this  type  of  retail  promotional  material  blurs 
the  distinction  between  the  insured  and  uninsured  status  of  savings 
and  investment  instruments  marketed  to  retail  bank  customers. 
Promotional  material  that  commingles  the  insured  and  uninsured 
status  of  financial  instruments  exacerbates  consumer  confusion 
about  the  risk  associated  with  bank  marketed  instruments. 


1424  16th  Street.  N.W..  Suite  604  •  Washington.  D.C.  20036  •  (202)  387-6121 
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Because  the  use  of  a  common  corporate  name  and/or  corporate 
logo  on  insured  and  uninsured  products  fails  to  distinguish  between 
instruments  with  Federal  Deposit  Insurance  Corporation  (FDIC) 
coverage  and  those  without,  the  CFA  advocates  that  the  use  of 
identical,  common  or  similar  names  and  logos  should  be  banned  in 
the  sale  of  uninsured  instruments  by,  or  on  the  premises  of, 
insured  institutions. 

We  believe  that  prohibiting  the  use  of  identical,  common  or 
similar  names  and  logos  would  begin  to  clear  the  financial  services 
market  place  of  consumer  confusion  and  uncertainty  concerning 
insured  status  of  retail  financial  instruments,  assist  consumers  in 
the  making  of  informed  investment  decisions  and  preserve  the 
integrity  of  the  FDIC  insurance  program. 

Should  the  Subcommittee  require  any  additional  assistance  in 
its  investigation  into  bank  sale  of  securities  products  and  the 
merger  of  Mellon  Bank  Corporation  and  the  Dreyfus  Corporation, 
please  do  not  hesitate  to  contact  us. 


; 


Lewis 
Director  of  Banking  and  Housing  Policy 
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Now  you  can  invest 

in  a  mutual  fund 

without  giving  your 

money  to  strangers. 


CrestFunds'  now  available  at  Crestar 

No  matter  how  much  or  how  little  you  know  about  mutual  funds,  us  reassurmg  to  know  you  can  now 
invest  in  mutual  funds  through  the  very  same  company  you've  known  for  years.  Crestar. 

The  registered  investment  representatives  you  11  be  dealing  with  at  Crestar  are  e.xpenenced 
professionals.  They  11  listen  to  your  needs  and  long-term  plans.  They  II  get  to  know  you,  understand  your 
financial  goals  and  your  willingness  to  take  nsks.  Then,  choosing  from  a  vanety  of  CrestFunds  available, 
they  11  help  you  put  together  a  mutual  fund  investment  program  that  helps  meet  your  investment  objecuves. 

So,  why  wait  to  start  investing?  Come  to  any  nearby  Crestar 
office  today,  where  you'll  be  well  taken  care  of  and  completely  at  ease. 


Crestar  Securities  Corporation 


urcsihjnds  are  «)id  ihromn  Ctciur  iccunue*  eorponuon.  a  »hollv  o»nrt  ifcunci«  oroncraKc  suDiidun  ni  i.rcMjr  hnancul  Conwranon  i^resit-undi  art  disinbuifd  bv  hdrtjiv  Dismbutor* 
Cofporaiwn  •Titch  »  noi  an  alliliair  o\  CrtMAt  hinanoal  Corporiuon.  CfcsihuTKji  are  not  inwrtd  bv  ihe  Ffdrral  Odowi  tnsurmc*  t-orporjiion  i  l^DICl,  the  t-rtetii  Re**rw  Board  (x  tny  oihet 
gownmoiul  ^OKvaid  m  na  tank  (kpOHU  ot  oObMDons  or  gmKtUl  by  anv  finifKttl  iniuiuuon  Ocsur  Bank  iervn  as  innsirT  igeru  and  cusiodun  (or  Ctesfundi.  Inc  and  the  Bank  s  whoUy 
owned  invtsuiwiH  artvttofv  «un»idiar».  CuMoimf  Im-^wnicBi  ^crvtcea  tacovporaied  »"«» is  imrvmeni  advisor  to  Crrw Fundi,  Idc  (or  wtndi  ihey  are  oompmiaied  For  men  compine  »Jo»Tniufli» 
ibouiCrcsiFMnd5.0K*udingchjr^  and  cfpeni«4.  call  l-dO<M^lMJ5<»canua  your  OnurJnveamcni  RrpTttenttUvtkwilreeproipeaus.  Be  Mire  u>r«idihrp^ 
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Mr.  SCHAEFER.  Did  any  of  you  use  testers?  You  have  heard  about 
testers.  You  heard  about  them  in  the  previous  witness'  testimony. 
Did  anybody  use  testers  just  to  go  in  and  see  what  somebody  would 
say? 

Ms.  Crawford.  Mr.  Schaefer,  we  did,  although  we  did  not  call 
them  testers.  We  called  them  examiners. 

Mr.  Schaefer.  Called  them  what? 

Ms.  Crawford.  Examiners.  The  Texas  Securities  Board  in  an  ef- 
fort to  find  out  whether,  first  of  all,  problems  existed  in  the  State 
of  Texas  sent  out  several  of  its  investigators  to  take  a  look  at  what 
is  going  on  in  their  local  banks  and  in  banks  State-wide. 

We  sent  them  out  with  a  series  of  instructions  on  things  such  as 
look  for  signage,  look  for  physical  proximity  with  teller  operations, 
take  copies  of  the  brochures,  sit  down  and  present  yourself  as  a 
typical  person  who  perhaps  has  a  CD  that  is  about  to  become  due 
and  wishes  to  make  an  investment,  and  see  what  the  people  tell 
you  at  the  bank. 

In  my  written  remarks,  you  may  notice  that  we  gathered  statis- 
tics with  regard  to  what  these  individuals  were  told  and  what  the 
signage  situation  was  like,  and  it  was  very  interesting.  It  par- 
alleled very  closely  another  survey  that  was  done  in  New  Jersey 
and  a  report  that  Consumer  Reports  came  out  with  when  they  sent 
out  testers. 

All  of  this  evidences  that  we  have  problems,  and  the  problems 
are  not  just  regional;  they  are  nationwide.  I  do  not  want  to  leave 
you  with  the  impression  that  the  problems  might  be  confined  to 
Texas  or  any  one  particular  State.  I  think  that  all  of  these  surveys 
that  were  conducted  by  testers  or  examiners  or  whatever  have 
shown  us  the  problems  exist. 

Mr.  Schaefer.  Mr.  Lewis,  have  you  ever  had  any  experience 
with  that? 

Mr.  Lewis.  We  have  not  as  an  organization  employed  the  use  of 
testers  at  this  point.  I  do  note  in  my  written  statement  a  report 
of  the  New  York  City  Department  of  Consumer  Affairs,  which  con- 
ducted a  tester-like  study  last  year.  That  report — those  testers  dis- 
covered that  of  the  institutions  that  they  went  into  only  40  percent 
of  those  institutions  revealed  to  the  Department  of  Consumer  Af- 
fairs personnel  that  a  mutual  fund  investment  was  not  an  insured 
investment  opportunity.  The  statement  goes  through  some  other 
data  that  was  discovered  in  the  course  of  that  testing-like  program, 
but  we  have  not  ourselves. 

It  is  something  we  have  contemplated,  I  think.  As  the  previous 
panel  bore  out,  though,  an  effective  testing  program  is  something 
that  needs  to  be  very  carefully  thought  through,  and  is  one  that  in- 
stitutions seem  to  evade  if  they  know  it  is  coming  around  the  block. 

It  is  something  that  we  very  much  feels  should  be  part  of  an  on- 
going enforcement  efibrt  by  appropriate  regulatory  agencies  that 
have  jurisdiction  over  bank  sales  of  uninsured  products.  It  is  a  de- 
tection as  well  as  a  deterrent  tool. 

Mr.  Schaefer.  Mr.  Archuleta,  has  AARP  done  anything  along 
these  lines? 

Ms.  Archuleta.  I  am  not  aware  of  anything. 

Mr.  Schaefer.  OK.  One  final  thing,  Mr.  Chairman.  I  know  my 
time  is  about  up  here,  but  on  this  Mellon-Dreyfus  situation,  Ms. 
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Crawford,  was  there  an5rthing  in  there  pertaining  to  that?  Did  you 
look  at  the  Mellon  Bank  at  all?  Was  that  one  that  you  tested? 

Ms.  Crawford.  No,  sir.  We  did  not  test  that  bank. 

Mr.  SCHAEFER.  Mr.  Chairman,  thank  you  very  much.  I  yield 
back. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman. 

Members  of  the  panel,  the  committee  is  very  grateful  to  you  for 
your  presence  here.  I  have  a  few  questions  that  I  would  like  to  di- 
rect at  you  at  this  particular  time. 

Perhaps  I  could  direct  all  of  these  questions  to  all  members  of 
the  panel  so  that  you  each  have  the  opportunity  to  address  then 
in  such  order  as  you  might  choose. 

You  have  talked  about  the  research  studies,  or  sending  testers 
into  banks,  or  taking  polls.  Starting  with  you,  Ms.  Crawford,  what 
are  your  feelings  about  the  situation  that  you  are  finding,  and  what 
do  you  feel  the  implications  of  it  might  be? 

Ms.  Crawford.  Well,  as  you  might  expect  my  answer  is  that  in 
my  view  the  situation  is  very  bad.  It  is  a  frightening  situation,  and 
I  think  it  has  very  far-reaching  implications. 

The  thought  that  we  have  many,  many  millions  of  Americans 
who  are  dissatisfied  with  the  interest  rate  that  they  are  receiving 
on  their  insured  investments  are  now  switching  over  to  uninsured 
investments  on  the  premises  of  banks,  where  perhaps  they  have 
been  doing  business  for  many  decades  or  their  entire  lives,  where 
they  are  not  asked  any  questions  that  lead  to  a  determination  of 
whether  switching  to  an  uninsured  product  would  be  suitable  for 
them,  where  they  may  have  no  reason  on  earth  to  believe  that 
what  they  are  going  to  switch  into  does  not  have  the  full  faith  and 
credit  of  the  United  States  behind  it.  It  is  just  frightening. 

We  have  heard  from  the  Lincoln  Savings  prosecutorial  group, 
and  I  think  that  many  of  the  things  they  had  to  say  were  analo- 
gous to  things  that  people  could  be  saying  to  this  committee  several 
years  hence  if  something  is  not  done. 

Mr.  SCHAEFER.  Thank  you.  Ms.  Archuleta? 

Ms.  Archuleta.  I  think  I  just  wanted  to  add  that  I  live  in  a 
high-rise  of  senior  citizens  of  about  100  people.  It  is  always  amaz- 
ing to  me  that  they  continue  to  go  to  the  bank  that  is  clear  across 
town  because  they  know  the  people  and  they  trust  them.  So  I  think 
we  need  to  do  many  of  the  things  that  we  have  talked  about  this 
morning  in  order  to  protect  those  people. 

Sometimes  when  I  discuss  this  issue  with  my  neighbors  and  I 
talk  about  uninsured  and  insured  products,  and  they  will  say, 
"Well,  I  wonder  if  my  mutual  funds  are  insured?"  And  I  say,  well, 
no  they  are  not,  and  they  say,  "Oh,"  but  they  do  not  say  anything 
more. 

Many  people  are  unwilling  to  tell  you  that  they  have  lost  money 
because  maybe  they  think  $2,000  was  really  not  too  much,  but  it 
was  really  quite  a  bit  in  their  terms. 

Mr.  SCHAEFER.  Ms.  Colasanto,  would  you  like  to  tell  us  whatever 
you  might  have  in  mind  on  that? 

Ms.  Colasanto.  Sure.  I  think  the  survey  evidence  is  very  clear 
that  bank  customers  are  confused.  They  simply  are  not  aware  or 
have  the  wrong  impression  about  whether  their  investments  that 
they  purchase  at  banks  are  FDIC  insured. 
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I  think  one  other  thing  that  came  out  in  our  study  that  I  want 
to  note  is  who  is  buying  these  products.  It  is  people  at  the  lower 
end  of  the  income  scale  who  are  purchasing  these  products  as  well 
as  people  who  have  a  little  bit  more  of  an  income  cushion,  so  the 
implications  for  the  individuals  who  are  taking  on  this  risk  could 
be  great. 

Mr.  SCHAEFER.  Thank  you.  Mr.  Lewis? 

Mr.  Lewis.  Obviously,  we  believe  that  there  is  a  very  serious 
problem  here.  We  have  got  millions  of  consumers  out  there  who  are 
willingly  and  unwillingly  placing  their  savings  at  risk.  We  are  not 
talking  about  spare  change  here. 

It  is  probably  on  the  order  of  $2  billion  a  week  in  consumer  sav- 
ings that  are  being  put  into  uninsured  investment  instruments  on 
or  through  bank  sales  programs,  and  that  number  is  probably 
going  up  as  each  week  progresses.  So  we  have  a  very  serious  con- 
cern about  whether  or  not  the  channeling  of  these  savings  is  being 
done  in  an  informed  manner. 

As  I  noted  in  my  oral  statement,  this  certainly  brushes  against 
whether  or  not  we  are,  as  a  Nation,  retaining  the  integrity  of  the 
FDIC  program;  at  what  cost  this  activity  and  the  level  of  confusion 
and  the  level  of  confusion  has  for  the  integrity  of  the  FDIC  pro- 
gram. 

Finally,  we  are  very  much  concerned  about  the  lack  of  consumer 
protection  programs  at  the  banking  regulatory  agencies.  This  has 
not  been  their  traditional  focus.  In  fact,  historically  they  have  been 
very  poor  performers  in  consumer  protection,  and  have  no  track 
record  really  in  investor  protection. 

I  noted  some  of  the  very  serious  problems  we  have  with  their 
current  guidelines,  which  are  only  guidelines;  these  are  not  man- 
dates. There  are,  as  evidence  presented  here,  very  serious  compli- 
ance problems  with  those  guidelines,  much  less  their  basic  inad- 
equacies, but  I  think  we  are  very  concerned  about  consumers  mak- 
ing uninformed  decisions  and  the  lack  of  an  effective  consumer 
compliance  and  enforcement  program  amongst  banking  regulatory 
agencies. 

Mr.  DiNGELL.  Can  you  give  me  your  thoughts  now,  please,  mem- 
bers of  the  panel.  What  are  your  thoughts  regarding  security  sales- 
persons at  banks  in  gaining  access  to  individual  bank  records  and 
customer  lists.  Do  you  have  a  feeling  on  that,  Ms.  Crawford?  You 
are  regulatory,  and  you  understand  these  matters  very  well.  What 
are  your  thoughts? 

Ms.  Crawford.  Well,  it  seems  entirely  inappropriate.  I  certainly 
think  that  if  the  vast  majority  of  Americans  were  aware  that  that 
could  occur,  they  would  be  up  in  arms  and  would  probably  be 
storming  your  office. 

I  think  there  is  a  level  of  innocence,  if  you  will,  about  that  kind 
of  activity.  It  is  something  that  makes  it  very  difficult  for  securities 
regulators  to  deal  with,  though,  because,  as  Chairman  Levitt  point- 
ed out  this  morning,  securities  regulators  for  the  most  part  can 
only  go  so  far.  They  can  only  get  certain  records. 

If  the  bank  itself  is  engaging  in  the  activities,  there  is  nothing 
under  the  securities  law  that  allows  the  securities  regulator  to  ob- 
tain that  sort  of  information  and  see  if  it  is  being  misused. 
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Mr.  DiNGELL.  Would  it  be  fair  to  say  that  it  is  a  situation  rich 
in  opportunity  for  wrongdoing,  pressure  and  impropriety? 

Ms.  Crawford.  Absolutely. 

Mr.  DiNGELL.  Ms.  Archuleta,  do  you  have  a  comment? 

Ms.  Archuleta.  No. 

Mr.  DiNGELL.  How  about  it,  Mr.  Lewis? 

Mr.  Lewis.  The  sharing  of  private,  personal,  financial  informa- 
tion with  the  consumer  being  unaware  that  that  information  is 
being  slid  to  another  corporate  entity  is  very  troublesome  to  us, 
particularly,  obviously,  in  the  area  of  the  roll-over  of  CD's  of  large 
savings. 

I  know  that  this  is  one  matter  that  is  addressed  in  pending  legis- 
lation across  the  hall  in  the  banking  committee.  I  do  not  know  why 
we  need  to  await  legislation  here.  The  regulators  ought  to  just  out- 
right ban  the  sharing  of  private — of  financial  information. 

I  very  much  agree  with  the  comments  of  Ms.  Crawford  that  if  the 
consumers  we  talked  to  were  aware  that  this  information  was 
being  shared,  they  would  be  outraged. 

Mr.  DiNGELL.  Now,  Ms.  Crawford,  OCC  and  Mellon  are  promis- 
ing aggressive  campaigns  relating  to  visual  devices  to  be  used  to 
sell  securities  such  as  logos,  prospectus,  and  signed  statements  in 
order  to  dispel  the  notion  that  mutual  funds  are  insured.  However, 
we  heard  from  the  previous  panel  that  the  single  most  important 
aspect  was  conversations  between  the  salespeople  and  the  buyers. 

Do  you  agree  with  that,  and  do  you  believe  that  it  is  necessary 
for  Mellon,  OCC,  and  FDIC  to  use  testers  to  assess  what  is  actually 
going  on  and  what  is  being  said  to  potential  buyers  to  ensure  the 
protection  of  customers  of  the  banks  against  undue  pressure,  de- 
ceitful and  improper  practices? 

Ms.  Crawford.  Mr.  Chairman,  you  have  asked  two  questions.  In 
answer  to  the  first,  absolutely,  I  agree  with  that  statement. 

As  to  the  second,  I  do  not  see  how  any  regulator  can  tell  what 
is  going  on  if  they  do  not  send  somebody  into  the  institution  to  test. 
Whether  you  call  it  an  examination  or  testing  or  whatever,  it  is  ab- 
solutely essential  that  that  be  done. 

I  might  add  that  it  would  be  more  useful  to  actually  have  people 
that  have  a  preexisting  relationship  with  the  institution  serve  as 
testers  because,  as  was  pointed  out  to  us  at  NASAA  in  the  Keating 
situation,  it  appeared  that  there  was  a  difference  in  approach 
taken  with  regard  to  individuals  who  had  a  preexisting  relationship 
with  the  financial  institution  as  opposed  to  those  people  who  did 
not  have  such  a  relationship. 

In  the  latter  circumstance,  they  were  treated  much  more  with 
kid  gloves.  All  the  "i's"  were  dotted;  all  the  "t's"  were  crossed, 
which  was  not  the  case  when  a  person  who  had  the  preexisting  re- 
lationship came  into  the  financial  institution. 

You  can  see  why  that  would  be  the  case  if  you  are  selling  a  prod- 
uct based  upon  the  trust  that  you  have  enjoyed  with  this  individual 
through  the  years.  If  you  were  preying  upon  that  then  there  is  no 
need  to  dot  the  "i's"  and  cross  the  "t's"  if  you  are  not  of  a  bent  to 
do  so. 

Mr.  DiNGELL.  Ms.  Archuleta  and  Mr.Lewis,  do  you  have  feelings 
on  that  matter? 
Ms.  Archuleta.  No,  sir. 
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Mr.  DiNGELL.  Mr.  Lewis? 

Mr.  Lewis.  We  very  much  think  that  testers  should  be  part  of 
an  ongoing  enforcement  regime.  We  do  not  have  much  confidence 
in  self-testing  by  institutions  themselves. 

I  think  it  is  important  to  note  that  testing  is  a  detection  effort 
to  determine  whether  or  not  agreed  upon  sales  practice  and  con- 
duct practices  are  being  adhered  to  or  not.  We  believe  that  we  need 
to  remove  as  many  of  the  incentives  that  currently  exists  to  mis- 
inform consumers  about  the  nature  of  insured — of  the  uninsured 
status  of  securities  products  from  the  marketplace. 

That  is  why  we  are  very  much  opposed  to  the  payment  of  referral 
fees  to  tellers  and  to  other  personnel  of  the  insured  institution,  and 
there  should  be  no  commingling  of  personnel  between  the  insured 
institution  and  the  uninsured  sub  or  contracted  brokerage  firm,  ob- 
viously. 

Second,  we  believe  that  there  ought  to  be  some  consideration  for 
a  prohibition  on  any  commission  compensation  that  does  provide  an 
incentive  for  a  bank  employee  or  a  hired  hand  to  gloss  over  in  their 
communication  with  the  consumer  the  full  nature  of  a  marketed  in- 
vestment instrument,  and  that  perhaps  we  ought  to,  for  purposes 
of  sale  of  these  instruments  in  banks,  they  ought  to  only  be  done 
by  salaried  personnel,  not  those  that  are  subject  to  the  colluding 
influence  of  commissions. 

Mr.  DiNGELL.  Do  you  agree  with  that,  Ms.  Crawford? 

Ms.  Crawford.  Yes,  sir.  I  do. 

Mr.  DiNGELL.  Now,  we  find  ourselves  here  with  the  situation  at 
hand.  Just  yes  or  no.  Do  each  of  you  believe  that  regulators  such 
as  the  OCC  and  FDIC  are  aggressively  protecting  consumers  in 
these  matters? 

Ms.  Crawford.  No. 

Mr.  DiNGELL.  Ms.  Archuleta? 

Ms.  Archuleta.  No,  I  do  not. 

Mr.  DiNGELL.  Mr.  Lewis. 

Mr.  Lewis.  No. 

Mr.  DiNGELL.  Should  we  encourage  the  further  expansion  of 
banks  into  the  mutual  fund  business  under  the  current  regulatory 
scheme  and  regime? 

Ms.  Crawford.  No. 

Mr.  DiNGELL.  Ms.  Archuleta? 

Ms.  Archuleta.  No,  Mr.  Chairman. 

Mr.  Lewis.  We  have  a  forest  fire  out  there,  and  I  do  not  know 
why  we  would  need  one;  why  we  would  ever  want  to  put  more  fuel 
on  it.  We've  got  to  put  this  out.  We  have  to  first  find  the  tools  that 
we  need  to  put  onto  it  that  will  distinguish  the  firestorm  of  confu- 
sion and  deception  that  is  at  play.  Obviously,  we  do  not  think  we 
should  add  to  the  problem. 

Ms.  Crawford.  Mr.  Chairman,  I  would  like  to  add  if  I  may  that 
it  is  important  to  note  that  we  are  talking  about  shares  of  mutual 
funds  today,  but  there  is  absolutely  nothing  that  would  stop  these 
financial  institutions  from  selling  interests  in  limited  partnerships 
or  perhaps  the  more  arcane  derivative  products  in  the  future, 
which  cause  many  more  problems  than  what  we  have  discussed 
here  this  morning  and  early  this  afternoon. 
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Mr.  DiNGELL.  I  think  you  have  raised  an  excellent  point  to  which 
the  committee  had  not  really  fully  addressed  itself,  but  you  are 
talking  about  derivatives,  you  are  talking  about  a  potential  for  fu- 
tures, you  are  talking  about  mutual  funds,  you  are  talking  about 
over-the-counter  sales  of  stocks  of  different  kinds,  perhaps,  penny 
stocks,  perhaps  stocks  that  are  regulated  by  the  SEC  or  stocks  that 
are  simply  regulated  by  the  States.  You  are  talking  about  the 
penny  stocks,  which  everybody  knows  are  poorly  regulated,  which 
could  be  sold  under  similar  circumstances. 

Now,  would  you  favor  any  of  those  activities  being  expanded 
within  the  borders  of  the  banks? 

Ms.  Crawford.  No,  sir.  I  would  not. 

Mr.  DiNGELL.  Well,  the  Chair  wants  to  express  the  thanks  to  the 
committee  and  also  my  personal  thanks.  The  Chair  notes  with 
some  regret  that  those  two  lights  and  those  bells  that  you  have 
been  hearing  tells  us  we  have  votes  on  the  floor,  and  my  watch 
says  I  have  a  minute  and  15  seconds  to  get  over  there. 

The  committee  stands  adjourned  with  our  thanks  to  you  all. 

[Whereupon,  at  2:20  p.m.,  the  subcommittee  hearing  was  ad- 
journed, to  reconvene  March  3,  1994.] 


PROPOSED  MELLON-DREYFUS  MERGER 


THURSDAY,  MARCH  3,  1994 

House  of  Representatives, 
Committee  on  Energy  and  Commerce, 
Subcommittee  on  Oversight  and  Investigations, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2123,  Rayburn  House  Office  Building,  Hon.  John  D.  Dingell  (chair- 
man) presiding. 

Mr.  Dingell.  The  subcommittee  will  come  to  order. 

Before  we  begin,  the  Chair  has  a  couple  of  administrative  mat- 
ters to  address. 

First,  the  subcommittee  has  sent  a  number  of  investigative  let- 
ters to  the  parties  to  the  proposed  transaction  and  to  the  Federal 
banking  and  securities  regulators.  Without  objection,  these  letters 
and  the  responses  thereto,  together  with  the  exhibits  and  the  brief- 
ing memorandum  for  these  hearings,  will  be  included  in  the  hear- 
ing record  as  an  appendix.  [See  p.  400.] 

Also  without  objection,  the  Chair  would  like  to  insert  in  the 
record  following  the  testimony  of  the  second  panel  yesterday  an  ex- 
planation to  clarify  the  sale  of  Lincoln  bonds  through  the  issuer  ex- 
emption from  broker-dealer  registration.  There  was  some  confusion 
on  this,  and  the  Chair  thinks  that  the  record  should  be  clear  as  to 
what  happened  and  what  the  circumstances  were. 

So,  without  objection,  those  two  matters  will  be  attended  to. 

This  morning  the  subcommittee  continues  its  review  of  the  public 
policy  implications  of  the  proposed  acquisition  of  the  Dreyfus  Cor- 
poration by  the  Mellon  Bank.  This  subcommittee  and  the  full  com- 
mittee have  had  long  standing  concerns  about  the  overlap  of  securi- 
ties activities  and  banking  activities.  These  concerns  are  height- 
ened by  a  transaction  that  if  approved  will  create  the  largest  bank 
mutual  fund  operation  in  the  country. 

The  subcommittee  heard  yesterday  that  consumers  are  vastly 
confused  about  whether  securities  products  purchased  through 
banks  are  federally  insured.  We  have  also  heard  that  bank  market- 
ing practices,  as  well  as  factors  inherent  in  any  bank  sales  of  secu- 
rities products,  contribute  to  this  confusion.  Problematic  practices 
have  included  the  following: 

One,  use  of  bank  facilities  to  market  securities.  Two,  hiring  of 
bank  personnel,  including  inexperienced  personnel,  to  market  secu- 
rities. Three,  cross-selling  by  bank  employees.  Four,  using  the 
bank's  customer  base.  Five,  inadequate  disclosure  of  risk.  And  six, 
contradictory  messages  about  the  uninsured  nature  of  the  securi- 
ties. 
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The  subcommittee  has  heard  that  the  core  of  the  problem  was 
the  association  between  the  bank — with  its  Federal  insurance — and 
the  security.  Even  more  worrisome,  we  heard  that  confusion  reigns 
despite  written  disclosures  and  oral  statements. 

We  also  heard  yesterday  about  how  unscrupulous  marketers  tar- 
geted— and  I  am  now  quoting  from  some  of  their  instructions  to 
their  employees — "the  weak,  meek,  and  ignorant"  and  about  the 
terrible  human  costs  of  this  confusion.  Yet  we  also  were  told  that 
the  present  regulatory  system  has  not  offered,  nor  indeed  can  it 
offer,  needed  protection  to  investors.  Investors  in  bank  mutual 
funds  also  find  themselves  unwittingly  in  a  statutory  limbo  without 
the  most  basic  safeguards. 

Today  we  will  have  before  us  Eugene  Ludwig,  the  Comptroller  of 
the  Currency  who,  under  present  law,  is  all  that  stands  between 
the  fox  and  the  henhouse.  In  fact,  he  may  eventually  serve  as  door- 
man to  the  henhouse.  He  stands  without  some  of  the  most  basic 
weapons  that  have  evolved  to  protect  securities  investors — express 
suitability  requirements,  express  training  and  qualification  stand- 
ards for  brokers,  private  rights  of  action,  securities  arbitration,  re- 
scission rights,  and  others.  He  stands  without  a  mandate  to  protect 
the  securities  investor.  His  mandate  is  simply  to  protect  the  safety 
and  the  soundness  of  the  bank. 

Mr.  Ludwig  recognizes  that  banks  have  an  obligation  to  their 
customers  to  have  them  understand  that  mutual  funds  are  not  fed- 
erally insured.  He  also  acknowledges  that  bank  regulators  must  ad- 
dress the  risks  associated  with  mutual  fund  activities.  He  also 
notes  that  conflicts  of  interests  can  result  from  mutual  fund  activi- 
ties and  that  these  conflicts  can  be  substantial.  He  will  also  testify 
today  about  some  of  the  actions  that  he  has  taken  to  address  these 
concerns,  as  well  as  some  of  the  procedural  reforms  now  underway. 

But  are  the  paper  protections  for  consumers  being  put  in  place 
going  to  be  enough?  Are  the  compliance  policies  and  procedures 
recommended  by  the  recent  joint  interagency  statement  on  retail 
sales  of  non-insured  investment  products  enough?  We  heard  yester- 
day that  they  are  not.  We  will  ask  Mr.  Ludwig.  Is  it  appropriate 
to  continue  to  allow  banks  to  engage  in  these  kinds  of  activities 
during  a  period  of  great  customer  confusion?  We  heard  requests 
yesterday  for  a  pause  in  new  approvals  while  consumer  protections 
are  put  in  place.  We  will  ask  Mr.  Ludwig  about  this. 

Do  the  bank  regulators  have  sufficient  statutory  authority  to  pro- 
tect investors?  We  heard  yesterday  they  do  not.  We  will  again  ask 
the  Comptroller:  Should  we  have  confidence  that  the  bank  regu- 
lators will  protect  investor  interests  even  to  the  detriment  of  the 
bank,  or  will  they  protect  them  at  all  if  the  bank's  stability  and 
economic  well-being  are  at  stake.  We  heard  little  yesterday  to  give 
us  that  confidence.  We  will  again  ask  the  Comptroller. 

Also  testifying  today  are  the  top  officials  from  Mellon  Bank  and 
the  Dreyfus  Corporation  whose  proposed  transaction  has  been  the 
focus  of  much  concern.  They  have  recognized  many  of  the  dangers 
to  consumers  inherent  in  this  acquisition  and  will  offer  a  voluntary 
agreement  to  address  many  of  them.  We  commend  them  for  this. 
But  billions  of  dollars  are  flowing  into  mutual  funds  every  week. 
With  that  kind  of  profit  at  stake,  and  the  potential  peril  to  those 
investors  who  don't  understand  what  is  at  risk,  the  question  is: 
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Can  we  rely  on  volunteerism?  On  the  basis  of  the  record  today,  I 
am  not  sure  we  can. 

As  we  heard  yesterday  there  are  inherent  problems  that  need  to 
be  addressed.  Consumer  confusion  is  common  place  despite  similar 
types  of  protections.  The  subcommittee  will  ask  these  four  officers 
how  they  plan  to  address  these  problems  and  what  level  of 
consumer  confusion  is  acceptable  to  them  as  their  transaction  goes 
forward. 

The  Chair  wants  to  express  the  appreciation  to  all  the  witnesses 
for  appearing  here  today.  We  look  forward  to  hearing  their  testi- 
mony. 

The  Chair  recognizes  my  good  friend  from  Colorado. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman. 

You  have  basically  said  it  all.  This  is  the  second  day  of  hearing 
on  this  very  important  subject  designed  to  make  sure  that  the  con- 
sumers in  this  country  are  protected.  I  just  look  forward  to  hearing 
the  testimony  of  the  various  witnesses  we  have  before  us  today. 

I  thank  the  Chair  for  allowing  Mr.  McMillan  here  today.  I  think 
he  has  an  opening  statement  if  the  chairman  will  allow  him  to  do 
it. 

Thank  you. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman. 

The  Chair  advises  Mr.  Ludwig  that  we  do  welcome  you  to  the 
subcommittee.  Mr.  Ludwig,  we  are  happy  that  you  are  with  us. 

We  recognize  first  the  Honorable  Eugene  A.  Ludwig,  Comptroller 
of  the  Currency.  Mr.  Ludwig,  this  is  the  first  time  you  have  ap- 
peared before  this  subcommittee.  I  know  that  you  understand  that 
it  is  the  practice  that  all  witnesses  who  appear  here  testify  under 
oath. 

Do  you  have  any  objection  to  so  doing? 

Mr.  Ludwig.  Not  at  all. 

Mr.  DiNGELL.  The  Chair  advises  that  since  you  are  testifying 
under  oath  that  it  is  your  right  to  be  advised  by  counsel  during 
your  appearance  here.  Do  you  so  desire? 

Mr.  Ludwig.  I  do  not. 

Mr.  DiNGELL.  Very  well.  The  Chair  advises  you  that  copies  of  the 
rules  of  the  subcommittee,  rules  of  the  House,  rules  of  the  full  com- 
mittee are  there  at  the  table  before  you,  to  inform  you  both  of  your 
rights  and  limits  on  the  powers  of  the  subcommittee  as  we  go  into 
the  proceeding  in  which  we  are  about  to  start. 

Ms.  Broadman,  are  you  to  testify,  too? 

Ms.  Broadman.  No,  I  am  not  here  to  testify. 

Mr.  DiNGELL.  We  will  not  swear  you.  If  you  choose  to  testify  or 
you  are  going  to  testify,  we  will  have  to  have  your  testimony  under 
oath. 

Ms.  Broadman.  I  would  be  happy  to  be  sworn  in. 

Mr.  DiNGELL.  Then  maybe  we  just  better  do  it  that  way. 

Very  well,  if  you  have  no  objection  then,  please  rise  and  raise 
your  right  hand. 

[Witnesses  sworn.] 

Mr.  DiNGELL.  You  may  each  consider  yourself  under  oath.  If  you 
will  proceed  with  your  written  statement,  the  Chair  will  recognize 
you  for  that  purpose. 
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TESTIMONY  OF  HON.  EUGENE  A.  LUDWIG,  COMPTROLLER  OF 
THE  CURRENCY,  ACCOMPANIED  BY  ELLEN  BROADMAN,  DI- 
RECTOR FOR  SECURITIES,  INVESTMENTS,  AND  FIDUCIARY 
PRACTICES 

Mr.  LuDWiG.  Thank  you,  Mr.  Chairman  and  members  of  the  sub- 
committee. 

I  appreciate  this  opportunity  to  testify  on  the  sale  of  mutual  fund 
investments  by  banks  and  specifically  on  the  proposed  acquisition 
of  the  Dreyfus  Corporation  by  Mellon  Bank. 

Both  the  general  subject  area  and  the  particular  application  raise 
important  public  policy  issues.  You  are  to  be  commended  for  your 
efforts  to  focus  public  attention  on  these  issues. 

I  have  a  detailed  written  statement  that  discusses  bank  sales  of 
mutual  funds  and  the  Mellon  Dreyfus  proposal.  In  the  interest  of 
time,  I  would  like  to  submit  the  written  statement  for  the  record 
and  focus  my  discussion  this  morning  on  what  I  have  done  in  the 
last  11  months  to  create  a  regulatory  environment  for  bank  mutual 
fund  sales  that  protects  and  promotes  the  interest  of  the  consumer. 
I  will  also  discuss  the  broad  characteristics  of  the  Mellon-Dreyfus 
proposal  within  this  context. 

Bank  trust  departments  have  acted  as  investment  advisers, 
transfer  agents,  and  custodians  for  mutual  funds  for  decades.  Re- 
tail sales  of  proprietary  mutual  funds  were  sanctioned  and  under- 
way long  before  I  become  Comptroller. 

In  recent  years,  however,  this  area  of  bank  activity  has  seen 
rapid  growth.  More  than  150  banks — national  banks.  State  member 
banks,  and  State  nonmember  banks  now  offer  their  own  propri- 
etary mutual  funds. 

The  net  assets  of  proprietary  mutual  bank  funds  doubled  be- 
tween 1989  and  1991,  and  doubled  again  between  1991  and  1993, 
reaching  $200  billion  in  1993.  Bank  sales  of  third-party  mutual 
funds — those  managed  by  firms  outside  the  banking  industry,  also 
grew  rapidly.  These  third-party  funds  account  for  roughly  half  of 
all  bank  mutual  fund  sales. 

This  growth  in  bank  mutual  fund  activity  raises  new  issues  for 
bank  regulation  from  both  the  safety  and  soundness  perspective 
and  from  the  perspective  of  consumer  protection. 

Since  I  took  office  last  April  I  have  worked  hard  to  address  those 
issues  through  a  series  of  actions.  Many  of  those  actions  have  yet 
to  bear  fruit,  some  are  bearing  fruit  already.  In  particular,  I  am 
working  toward  accomplishing  five  objectives. 

First,  to  make  sure  that  banks  remain  within  the  law  as  they 
offer  mutual  funds  to  the  public. 

Second,  to  make  sure  that  customers  understand  that  mutual 
fund  shares  purchased  from  banks  are  not  federally  insured. 

Third,  to  make  sure  that  banks  handle  their  mutual  fund  oper- 
ations in  a  way  that  does  not  threaten  the  safety  of  the  bank  or 
pose  undue  risk  to  the  bank  insurance  fund. 

Fourth,  to  make  sure  that  banks  address  potential  conflicts  of  in- 
terest. 

And,  fifth,  to  make  sure  we,  the  regulators,  have  the  resources 
to  respond  to  further  sales  growth  in  investment  products  going 
forward. 
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To  advance  these  objectives,  we  have  over  the  last  10  months 
taken  several  specific  steps. 

Number  one,  I  assigned  one  of  my  two  senior  policy  advisers  to 
coordinate  OCC  efforts  in  the  mutual  fund  area. 

Two,  within  3  months  of  my  arrival  at  the  OCC,  we  published 
detailed  guidelines  governing  the  retail  sale  of  mutual  funds  and 
other  nondeposit  investment  products  by  banks.  This  guidance  em- 
phasized consumer  protection,  particularly  by  meaningful  disclo- 
sure. 

Three,  we  organized  a  working  group  of  all  Federal  regulators  of 
banks  and  thrifts  to  develop  interagency  guidelines  on  bank  retail 
sales  of  mutual  funds,  guidelines  that  the  agencies  released  jointly 
last  month. 

Four,  I  urged  industry  leaders  to  fmd  a  way  for  banks  and  thrifts 
to  police  themselves  in  this  area,  and  have  repeatedly  addressed  in- 
dustry groups  on  this  topic.  Partly  as  a  result  of  this  effort,  the 
bank  trade  associations  for  the  first  time  adopted  joint  retail  in- 
vestment product  sales  guidelines  last  month. 

Five,  we  have  developed  a  program  of  mutual  fund  examinations 
and  have  issued  new  examination  procedures  to  assure  that  na- 
tional banks  comply  with  our  guidelines.  We  have  devoted  substan- 
tial time  and  effort  to  developing  the  mechanisiTi  for  systematic, 
systemic  supervision  and  examination  aimed  specifically  at  bank 
mutual  fund  activities. 

Six,  we  are  working  with  the  SEC  in  a  variety  of  ways,  including 
investigations  and  enforcement  actions,  information  sharing,  and 
periodic  staff  meetings  on  policy  issues.  Further,  we  have  joined 
the  SEC  in  a  research  effort,  based  on  a  comprehensive  survey  of 
households,  to  improve  our  understanding  of  why  some  consumers 
are  confused  when  they  purchase  mutual  fund  shares  and  to  learn 
what  kinds  of  disclosures  work  best  in  addressing  that  confusion. 
Through  the  use  of  focus  groups  in  this  first  phase  of  this  research, 
we  are  already  gaining  important  insights  into  these  issues. 

Seven,  we  have  published  a  brochure  entitled  "Deposits  And  In- 
vestments: There  is  a  Critical  Difference"  to  alert  bank  customers 
to  the  risks  in  nondeposit  products  sold  by  banks.  We  are  distribut- 
ing the  brochure  through  the  Consumer  Information  Center.  We 
believe  more  than  a  million  copies  of  this  brochure  have  now  been 
printed. 

Mr.  Chairman,  my  efforts  in  this  area  reflect  my  personal  com- 
mitment to  keep  the  OCC  at  the  forefront  of  bank  supervision  in 
general  and  to  protect  the  consumer  in  particular. 

I  also  bring  those  commitments  specifically  to  the  Mellon-Dreyfus 
proposal.  Because  of  the  importance  I  assign  to  both  the  super- 
visory and  consumer  protection  issues  attending  this  application,  I 
have  taken  the  unusual  step  of  soliciting  public  comment  on  it,  and 
on  a  similar  proposal  by  First  Union  National  Bank  to  acquire 
Lieber  &  Company  and  the  Evergreen  Asset  Management  Corpora- 
tion. 

We  are  currently  reviewing  the  Mellon  application.  In  that  re- 
view, we  are  particularly  focused  on  the  commitments  in  the  pro- 
posal and  on  the  availability  of  appropriate  safeguards  to  ensure 
that  customers  understand  which  products  offered  by  the  combined 
entity  would  be  federally  insured  and  which  would  not  be  federally 
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insured.  We  are  coordinating  our  review  with  the  Securities  and 
Exchange  Commission,  and  are  specifically  interested  in  the  SEC's 
experience  regulating  Dreyfus,  and  in  whether  the  SEC  had  any 
particular  concerns  of  which  we  should  be  aware  as  we  process 
Mellon's  proposal. 

Of  course,  we  also  want  to  safeguard  the  safety  and  soundness 
of  the  combined  entity.  We  will  carefully  consider  the  controls  uti- 
lized by  these  two  entities,  and  we  will  carefully  consider  the  ade- 
quacy of  capital.  I  cannot  tell  you  whether  we  will  approve  this  ap- 
plication, but  I  can  assure  you  that  we  will  not  approve  it  without 
addressing  the  important  consumer  and  safety  and  soundness  is- 
sues it  raises.  Let  me  emphasize  that  the  issue  of  adequate 
consumer  protection  will  be  an  important  part  of  our  consideration. 

Mr.  Chairman,  I  have  spent  the  last  11  months  working  to  mobi- 
lize the  OCC,  the  Federal  bank  regulatory  establishment,  and  the 
banking  industry  itself  to  address  the  supervisory  and  consumer 
protection  issues  raised  by  the  growing  volume  of  bank  mutual 
fund  activity.  We  are  making  progress,  but  we  still  have  far  to  go. 

I  am  fully  committed  to  this  effort  and  I  am  confident  that  in  co- 
operation with  the  SEC,  my  fellow  bank  and  thrift  regulators,  and 
industry  and  consumer  leadership,  we  will  overcome  the  challenges 
we  face  in  this  area. 

Thank  you.  I  welcome  your  questions. 

[Testimony  resumes  on  p.  295.] 

[The  prepared  statement  of  Mr.  Ludwig  follows:] 
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TESTIMONY  OF 

EUGENE  A.  LUDWIG 

COMPTROLLER  OF  THE  CURRENCY 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  appreciate  this  opportunity  to  testify 
on  the  sale  of  mutual  fund  investments  by  banks  and,  specifically,  on  the  proposed  acquisition 
of  the  Dreyfus  Corporation  by  Mellon  Bank,  N.A.,  a  national  bank  supervised  by  the  Office  of 
the  Comptroller  of  the  Currency  (the  OCC).  Bank  sales  of  mutual  funds,  and  this  proposal  in 
particular,  raise  public  policy  issues  of  concern  to  both  the  banking  industry  and  the  public.  I 
commend  you  for  your  efforts  to  focus  attention  on  these  issues. 

Last  year  in  a  major  policy  address,  I  made  it  clear  that  any  decision  I  make  regarding 
the  activities  of  banks  will  turn  on  whether  I  have  the  authority  to  approve  an  activity  and, 
where  I  have  that  authority,  on  whether  the  activity  can  be  conducted  in  a  safe  and  sound 
manner  by  banks  and  on  whether  the  activity  benefits  consumers  of  financial  services.  I 
developed  those  criteria  because  I  recognized  that  in  our  dynamic  financial  services  market 
supervisors  must  regularly  decide  what  products  and  services  banks  may  offer. 

I  believe  that  bank  involvement  in  mutual  funds  meets  those  criteria  and  consequently 
represents  sound  public  policy.  As  I  will  describe  in  greater  detail,  such  involvement  rests  upon 
clear  legal  authority  and  poses  safety  and  soundness  issues  that  are  no  more  complex  or 
demanding  than  others  our  examiners  face  day  in  and  day  out.  Bank  involvement  in  munaal 
funds  also  presents  clear  consumer  benefits.  It  offers  customers  greater  convenience  and  greater 
choice  in  shopping  for  mutual  fund  services,  and  it  permits  banks  to  compete  on  a  equal  footing 
with  other  providers  of  financial  services,  enhancing  competition  in  the  market  for  mutual  funds. 

Supervisory  diligence  will  be  needed  if  consumers  are  to  take  the  full  measure  of  these 
benefits,  and  the  OCC  has  begun  that  effort.  It  has  been  clear  to  us  for  a  long  time  that  the 
safety  of  deposit  insurance  is  inscribed  on  the  minds  of  bank  customers.  Bank  involvement  in 
mutual  funds  sales  puts  that  well-deserved  sense  of  security  to  a  new  test,  for  there  is  a  tendency 
among  customers  to  believe  that  mutual  fund  products  are  as  safe  as  insured  deposits.  They  are 
not.  Banks  must  take--and  we  will  make  sure  they  take--every  step  necessary  to  educate  their 
customers  about  the  true  risks  of  mutual  funds.  This  exercise  in  disclosure  and  public  education, 
will  help  to  ensure  that  customers  are  not  misled,  and  that  they  make  intelligent  and 
well-educated  decisions  when  deciding  to  buy  or  not  to  buy  bank  mutual  fund  products. 

In  my  first  year  as  Comptroller  of  the  Currency,  I  have  also  worked  to  ensure  that 
national  banks  conduct  their  business  in  a  way  that  makes  their  products  and  services  available 
to  all  people.  Mr.  Chairman,  I  believe  that  there  is  a  link  between  new  products  and  services 
and  the  ability  of  banks  to  serve  the  needs  of  all  citizens.  In  particular,  I  am  convinced  that 
over  the  long  haul  locking  banks  away  from  profitable  opportunities  will  reduce  both  their  safety 
and  soundness  and  the  competitive  vigor  of  financial  markets. 

As  you  are  well  aware,  retail  sales  of  mutual  funds  by  commercial  banks  have  grown 
dramatically  in  recent  years.  More  than  150  banks-including  national  banks,  state  members 
banks,  and  state  non-member  banks-now  offer  their  own,  "proprietary"  mutual  funds.  The  net 
assets  of  proprietary  bank  funds  doubled  between  1989  and  1991,  and  doubled  again  between 
1991  and  1993,  reaching  $200  billion  in  1993.  Bank  sales  of  "third-party"  mutual  funds  (those 
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managed  by  firms  outside  the  banking  industry),  which  still  account  for  roughly  half  of  all  bank 
mutual  fund  sales,  also  grew  dramatically. 

Mutual  funds  activities  are  not  entirely  new  to  banks  or  their  regulators.  Under  OCC 
supervision,  bank  trust  departments  have  acted  as  investment  advisors,  transfer  agents,  and 
custodians  for  mumal  funds  for  more  than  20  years.  Some  banks  have  also  provided  their 
customers  with  access  to  third-party  mumal  funds  through  their  brokerage  operations.  But  the 
rapid  expansion  in  recent  years  of  bank  mutual  fund  activities  brings  into  closer  focus  a  number 
of  important  regulatory  policy  considerations: 

The  Glass-Steagall  Act  prohibits  banks  from  engaging  in  certain  securities 
activities.  Bank  regulators  must  ensure  that  banks  limit  their  mutual  fund 
activities  to  those  permitted  by  law,  and  that  they  avoid  activities  that  are 
prohibited  by  Glass-Steagall. 

The  notion  that  bank  customers  are  protected  from  loss  by  the  FDIC  is  deeply 
ingrained  in  the  public  perception  of  bank  products.  Bank  regulators  must  ensure 
that  bank  customers  understand  that  mutual  fund  shares  purchased  from  banks  are 
not  federally  insured. 

The  risks  inherent  in  mutual  fund  activities-particularly  for  banks  entering  the 
business  for  the  first  time  or  expanding  the  scope  of  their  mumal  fund  activities- 
poses  supervisory  issues  for  bank  regulators.  We  must  ensure  that  banks 
strucmre  and  manage  their  mumal  fund  operations  in  such  a  way  that  they  do  not 
present  unacceptable  liquidity,  operational,  or  legal  risk  to  the  bank  or  undue  risk 
to  the  Bank  Insurance  Fund. 

As  with  any  nondeposit  investment  product,  a  bank's  mutual  fund  activities  can 
raise  potential  conflicts  of  interest  with  its  fiduciary  obligations  to  its  customers. 
Regulators  must  ensure  that  banks  have  adequate  controls  to  identify  and  manage 
potential  conflicts  of  interest. 

The  growth  of  nontraditional  banking  activities,  including  mutual  fund  activities, 
exposes  banks  to  new  kinds  and  combinations  of  risks.  Bank  regulators  must 
ensure  that  they  have  adequate  supervisory  policies  and  procedures  in  place,  and 
adequate  numbers  of  well-trained  examiners  to  carry  them  out. 


The  Challenge  to  Bank  Supervisors 

The  Senate  confirmed  me  as  President  Clinton's  choice  to  be  Comptroller  of  the 
Currency  on  April  4  of  last  year.  Shortly  after  my  confirmation,  I  concluded  that  the  dramatic 
increase  in  the  scale  of  bank  mumal  fund  operations  called  for  decisive  action.  Many  banks  are 
entering  into  mutual  fund  operations  for  the  first  time,  or  increasing  the  scope  of  their  operations 
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significantly.  Some  banks  are  doing  so  through  large  acquisitions  that  can  have  important 
implications  for  the  bank's  structure  and  governance.  And  banks'  mutual  fund  sales  efforts  are 
now  reaching  a  far  broader  set  of  customers  than  has  traditionally  been  served  by  bank  trust 
departments.  These  developments  naturally  raise  the  level  of  supervisory  concern  with  how 
banks  conduct  their  mutual  fiind  operations.  Let  me  list  some  of  the  things  we've  done  in  the 
last  year. 

I  met  with  consumer  groups  to  gain  a  better  understanding  of  bank  customer 
concerns. 

I  communicated  to  the  banking  industry,  in  several  major  speeches,  the 
importance  of  adopting  practices  that  would  help  ensure  that  their  customers 
understand  the  risks  of  nondeposit  products  banks  sell. 

I  assigned  a  Senior  Policy  Advisor,  David  Apgar,  formerly  of  Lehman  Brothers, 
a  New  York  investment  bank,  to  coordinate  OCC  efforts  in  the  mutual  funds 
area. 

In  July,  1993,  we  published  detailed  industry  guidance  on  the  retail  sale  of 
mutual  funds  and  other  nondeposit  investment  products-the  first  of  its  kind 
published  by  any  bank  regulatory  agency. 

We  worked  closely  with  the  other  Federal  regulators  of  banks  and  thrifts  to 
develop  interagency  guidelines,  which  the  agencies  released  jointly  last  month. 

I  had  a  number  of  meetings  with  industry  leaders  to  impress  upon  them  the 
importance  of  taking  steps  to  avoid  customer  confusion.  Partially  as  a  result  of 
those  meetings,  the  banking  trade  associations  adopted  retail  investment  sales 
guidelines. 

The  OCC  developed  a  program  of  mutual  fund  examinations,  and  issued  new 
examination  procedures  to  ensure  that  national  banks  comply  with  our  guidelines. 

I  had  a  number  of  meetings  with  SEC  Chairman  Arthur  Levitt  to  discuss  the 
issues  surrounding  bank  sales  of  mutual  funds,  and  we  initiated  ongoing  staff-to- 
staff  contacts  to  see  how  we  could  coordinate  our  supervisory  efforts. 

OCC  and  SEC  staff  have  initiated  a  joint  research  effort,  including  a 
comprehensive  survey  of  households,  to  improve  our  understanding  of  the  sources 
of  confusion  when  individuals  purchase  mutual  fund  shares  and  to  learn  what 
kinds  of  disclosures  work  best  in  addressing  that  confusion. 
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Working  with  the  banking  industry,  the  OCC  has  begun  an  effort  to  conuct  bank 
customers  to  learn  directly  from  them  about  their  experiences  in  purchasing 
mutual  funds  from  banks. 

We  published  a  brochure  entitled  Deposits  and  Investments:  There's  A  Critical 
Difference  to  alert  bank  customers  to  the  risks  in  nondeposit  products  sold  by 
banks.  Nearly  one  million  copies  of  the  brochure  have  been  made  available  to 
the  public. 

Mr.  Chairman,  our  efforts  in  dealing  with  bank  sales  of  mutual  funds  are  an  important 
part  of  my  commitment  to  keep  the  OCC  at  the  forefront  of  bank  supervision.  To  meet  that 
commitment,  it  is  critical  that  we  stay  abreast  of  change  and  develop  policies  and  practices  that 
are  appropriate  in  a  dynamically  changing  market  for  financial  services. 

I  will  now  turn  to  a  discussion  of  the  issues  facing  banks  that  engage  in  mutual  fund 
activities  and  their  supervisors. 


Legal  Authority 

Although  my  tenure  as  Comptroller  began  after  the  significant  statutory,  judicial,  and 
interpretive  developments  in  this  area,  I  have  included  this  brief  history  and  description  of  banks' 
legal  authority  for  the  convenience  of  the  Subcommittee. 

The  authority  of  national  banks  to  engage  in  activities  related  to  mutual  funds  derives 
from  the  National  Bank  Act's  grant  of  authority  to  engage  in  activities  that  are  part  of  or 
incidental  to  the  business  of  banking',  and  from  national  banks'  express  powers  to  provide 
fiduciary  and  custodial  services  and  to  act  as  transfer  agents^.  Banks  and  their  affiliates  or 
subsidiaries  may  provide  investment  advice  to  mutual  funds  and  to  customers,  may  broker 
mutual  funds,  may  advertise  and  market  their  services,  and  may  provide  a  range  of 
administrative  and  shareholder-related  services  to  mutual  funds.  Such  services  may  include 
acting  as  transfer  agent,  custodian,  and  registrar,  and  providing  record-keeping,  accounting  and 
related  services.  However,  national  banks  have  not  been  authorized  to  sponsor  or  distribute 
most  mutual  funds. 


12  U.S.C.  §  24(7) 

12  U.S.C.  §  92a;  15  U.S.C.  §  78q-l 


281 


Bank  Powers.  Section  24(Seventh)  grants  broad  powers  for  banks  to  engage  in  the 
business  of  banking,  including  the  specific  powers  recited  in  the  statute'  and  such  other 
incidental  powers  as  are  reasonably  necessary  to  perform  the  business  of  banking  as  a  whole. 
The  courts  have  used  various  tests  to  determine  whether  specific  banking  activities  are  within 
the  intended  scope  of  Section  24(Seventh),  and  have  found  that  permissible  incidental  activities 
include  those  that  are  similar  to  an  express  power,  relate  to  an  express  power,  resemble 
traditional  banking  functions,  or  constitute  financial  activities." 

Banks  have  authority  to  buy  and  sell  securities  for  the  accounts  of  customers  as  part  of 
the  business  of  banking.  This  authority  under  the  bank  powers  clause  is  evidenced  in  the  history 
of  the  years  prior  to  ^e  passage  of  the  Glass-Steagall  Act  and  predecessor  provisions  of  the 
1927  McFadden  Act^.  While  Section  16  of  the  Glass  Steagall  Act  placed  limitations  on  certain 
securities  activities  of  banks,  this  provision  specifically  preserved  banks'  power  to  broker  such 
securities  "solely  upon  the  order,  and  for  the  account  of,  customers,  and  in  no  case  for  its  own 
account."*  Various  court  opinions  confirm  the  long-established  powers  of  banks  to  perform 
brokerage  services.^  Accordingly,  securities  brokerage  activities  are  permissible  by  national 
bank  subsidiaries  including  the  purchase  and/or  sale,  as  agent,  of  shares  in  mutual  funds.* 

National  banks  and  their  subsidiaries  have  the  authority  to  provide  investment  advice  as 
part  of  or  incidental  to  the  business  of  banking.'  Investment  advice  is  integral  to  the  brokerage 


'  (1)  Discounting  and  negotiating  promissory  notes,  drafts,  bills  of  exchange,  and  other  evidences 
of  debt;  (2)  receiving  deposits;  (3)  buying  and  selling  exchange,  coin,  and  bullion;  (4)  loaning  money  on 
personal  security;  and  (5)  obtaining,  issuing,  and  circulating  notes. 

*  See  Letter  No.  494  (December  20,  1989),  supra,  at  1 1-16;  S££  sM  M  &  M  Leasing  Corp.  v. 
Seattle  First  National  Bank.  563  F.  2d  1377  (9th  Cir.  1977),  cert,  denied.  436  U.  S.  956  (1978);  New 
York  State  Ass'n  of  Life  Underwriters  v.  New  York  State  Banking  Dept..  598  N.Y.S.  2d  824  (NY. 
App.  Div.,  1993).  (The  court  found  that  similar  incidental  powers  clause  of  New  York  banking  law 
permitted  banks  to  expand  banking  services  over  time  consistent  with  evolving  business  practices  and 
customers'  needs.) 

'     See  12  U.S.C.  §   24(7). 

*  12  U.S.C.  §  24(7). 

'  See  e.g.,  SIA  v.  Bd.  of  Governors  of  the  FRS  468  U.  S.  207  (1984)  ("Schwab");  S!A  v. 
Comptroller  of  the  Currency.  577  F.  Supp.  252  (D.D.C.  1983),  affd  per  curiam.  758  F.2d  739  (D.C. 
Cir.  1985),  cert,  denied.  474  U.S.  1054  (1986)  (brokerage  issue). 

'  See_e^,  Interpretive  Letter  No.  622  (April  9,  1993);  Interpretive  Letter  No.  403  (December  9, 
1987). 

'  See  e.g..  Interpretive  Letter  No.  622  (April  9,  1993)  and  Interpretive  Letter  No.  367  (August  19, 
1986);  see  also  Bd.  of  Governors  of  the  FRS  v.  ICI.  450  U.S.  46  (1981);  SIA  v.  Bd.  of  Governors  of 
the  FRS.  821  F.2d  810  (D.C.  Cir.  1987),  cert,  denied.  484  U.S.  1005  (1988)  ("Naia^esl"). 
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and  trust  powers  of  banks.  Banking  entities  are  permitted  to  recommend  mutual  funds  to 
customers  and  to  act  as  investment  advisor  to  the  same  mutual  funds.'"  In  finding  that  a  bank 
holding  company  may  serve  as  investment  advisor  to  a  mutual  fund,  the  Supreme  Court 
recognized  in  1981  that  the  functions  of  an  investment  advisor  include  management  activities." 

An  integral  part  of  investment  advisory  and  brokerage  services  is  the  ability  to  attract 
customers  by  advertising  and  marketing  the  services  and  products  available.  In  1954,  the 
Supreme  Court,  in  considering  a  restrictive  state  law,  found  that  under  their  incidental  powers 
national  banks  generally  can  advertise  any  service  that  the  bank  lawfully  offers.'^  In  1986,  the 
District  of  Columbia  Circuit  Court  recognized,  albeit  in  a  different  context,  that  the  selling  of 
securities  necessarily  involves  finding  and  soliciting  buyers.'^  The  court  noted  that  banks  must 
advertise  to  let  their  customers  know  what  services  are  available.  Hence,  national  banks  are 
permitted  to  publicize  their  services  relating  to  mutual  funds.'" 

Administrative  services  related  to  the  provision  of  investment  advice  and  brokerage 
services  are  also  incidental  to  those  activities.  National  banks  and  their  operating  subsidiaries 
are  permitted  to  provide  a  variety  of  administrative  and  shareholder  services  with  respect  to  the 
operation  of  a  mutual  fund."  The  Federal  Reserve  Board  recently  has  approved  a  nonbanking 
subsidiary  of  a  bank  holding  company  to  provide  various  administrative  and  advisory  services 


'"  Federal  Reserve  Board  Regulation  Y,  12  C.F.R.  225. 125;  see  also  Bd.  of  Governors  of  the  FRS 
v.  ICI.  450  U.S.  46  (1981);  SI  A  v.  Bd.  of  Governors  of  the  FRS.  821  F.2d  810  (D.C.  Cir.  1987),  ££iL 
denisd,  484  U.S.  1005  (1988)  ("Nal^[fi5l");   Interpretive  Letter  No.  403  (December  9,  1987). 

"  Bd.  of  Governors  of  the  FRS  v.  ICI.  450  U.S.  46,  55  (1981);  SCSJISQ  OCC  Letter  from  William 
B.  Glidden  (January  14,  1988)  (national  bank  investment  advisors  manage  and  supervise  the  investment 
and  reinvestment  of  cash,  securities  or  other  properties  comprising  the  assets  of  the  mutual  funds). 

"   Sfi£  Franklin  National  Bank  v.  New  York.  347  U.S.  373,  378  (1954). 

"  SIA  V  Rd  of  Governors  of  the  FRS.  807  F.2d  1052,  1062  (D.C.  Cir.  1986).  cert,  denied.  483 
U.S.  1005  (1987)  ("Rankers  Trust  IT"V 

'"  See  Interpretive  Letter  No.  622  (April  9,  1993)  (making  lobby  materials  available  on  services, 
placing  newspaper  advertisements,  sending  statement  stuffers  and  providing  other  descriptions  of  the 
variety  of  services  that  are  available);  Glidden  Letter  (January  14,  1988)  (furnishing  prospectus  or  sales 
literature  on  funds  upon  request,  having  advertisements  and  brochures  listing  mutual  funds  available 
through  the  bank  and  the  bank's  services);  see  also  Interagency  Statement  on  Retail  Sales  ofNondeposit 
Investment  Products  (acknowledges  banks  advertise  and  market  uninsured  investment  products  to 
customers  and  provides  for  full  disclosure). 

"  See  e.g..  Glidden  Letter  (January  14,  1988)  (providing  various  administrative  services  and  acting 
as  investment  advisor  to  munial  funds);  Interpretive  Letter  No.  386  (January  19,  1987)  (providing 
recordkeeping,  accounting,  and  other  services  in  connection  with  12b-l  and  similar  plans);  Interpretive 
Letter  No.  332  (March  8,  1985)  (recordkeeping,  order  execution  functions,  and  shareholder  information). 
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to  mutual  funds.'*  The  Board  reasoned  that  such  administrative  activities  generally  are 
ministerial  or  clerical  in  nature  and  do  not  impart  impermissible  "control"  or  policy-making 
authority  over  the  mutual  fund.  As  the  Board  noted,  mutual  funds  are  governed  by  a 
disinterested  board  of  directors  dictated  by  various  independence  requirements  of  the  Investment 
Company  Act  of  1940,  and  ultimate  control  over  the  funds  rests  with  their  boards  of  directors. 

Glass-Steagall.  The  Glass-Steagall  Act  imposes  limits  on  banks'  involvement  in  certain 
securities  activities.  Section  16  of  the  Act  (12  U.S.C.  §  24(7))  places  limits  on  national  banks 
underwriting  and  dealing  in  securities  and  stock  and  generally  prohibits  national  banks  from 
purchasing  or  selling  securities  except  upon  the  order  and  for  the  account  of  customers.  Section 
20  (12  U.S.C.  §  377)  prohibits  Federal  Reserve  member  bank  affiliation  with  a  company 
engaged  principally  in  underwriting  and  other  securities  activities.  Section  21  (12  U.S.C.  §  378) 
prohibits  organizations  that  are  engaged  in  underwriting  and  other  securities  activities  from 
simultaneously  engaging  in  the  business  of  receiving  deposits.  Section  32  (12  U.S.C.  §  78), 
prohibits  officer,  director,  or  employee  interlocks  between  member  banks  and  companies  that 
are  primarily  engaged  in  the  securities  activities  listed  in  section  20. 

The  courts  have  affirmed  that  activities  that  are  part  of,  or  incidental  to,  the  business  of 
banking  are  not  prohibited  by  the  Glass-Steagall  Act."  The  mutual  fiind  activities  in  which 
national  banks  and  their  operating  subsidiaries  engage  do  not  involve  underwriting  and  dealing, 
so  they  are  not  prohibited  by  section  16.  Underwriting  and  dealing  typically  refer  to  a  banking 
entity's  purchase  of  shares  for  its  own  account,  thereby  incurring  a  principal  risk.  National 
banks  generally  may  not  engage  in  distribution  or  sponsorship  of  mutual  funds  and  typically 
employ  independent  distributors  to  assume  these  functions.  Activities  permitted  by  Section  16 
are  not  prohibited  by  section  21."  Mutual  funds  do  not  take  deposits;  and  while  a  bank  and  its 
subsidiary  may  receive  deposits,  they  are  not  engaged  in  issuing,  underwriting,  or  distributing 
securities.  A  bank's  sale  of  mutual  funds  as  agent  does  not  constitute  Glass-Steagall  distribution, 
even  if  the  bank  also  acts  as  the  advisor  and/or  administrator  to  the  funds." 

Section  20  also  does  not  prohibit  national  banks  from  engaging  in  many  mutual  fund 
activities  because  permissible  activities  do  not  involve  "issue,  flotation,  public  sale,  or 
distribution"  of  securities.    Public  sale  does  not  mean  sale  as  a  broker  but  rather  sale  as  an 


"    See  Mellon  Bank  Corporation.  79  Fed.  Res.  Bull.  626  (1993). 

"    See  Securities  Indu.strv  Ass'n  v  Clarke   885  F.2d  1034,  1049  (2d  Cir.),  cert,  denied.  493  U.S. 
1070  (1990);    OCC  Interpretive  Letter  No.  388. 

"    SIA  v.  Bd.  of  Governors  of  the  FRR   468  U.S.  137,  149  (1984)  ("Bankers  Trust  I"V  BankeiS 
ImsUl,  807  F.2d  at  1057. 

'"    See  Glidden  Letter  (January  14,  1988);  Interpretive  Letter  No.  332  (March  8,  1985);  see  also 
Federal  Reserve  Board  Sovran  Letter  (July  1,  1986). 
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underwriter  or  dealer. ^°  The  mutual  funds  (L£^,  investment  companies)  to  which  banks  and 
operating  subsidiaries  provide  advice  and  services  may  engage  in  these  activities,  but  they  are 
not  "affiliates"  of  the  bank  under  the  meaning  of  that  term  in  section  20.^'  With  respect  to 
section  32,  the  OCC  has  not  permitted  interlocks  between  the  bank  and  its  operating  subsidiaries 
and  any  entity  engaged  in  "issue,  flotation,  underwriting,  public  sale,  or  distribution"  of 
securities.  The  directors,  officers,  and  employees  of  mutual  funds  and  the  independent 
distributor  have  not  overlapped  with  those  of  the  bank  and  the  operating  subsidiaries. 

In  addition,  courts  traditionally  engage  in  an  analysis  based  on  the  legislative  history  of 
the  Glass-Steagall  Act  to  determine  whether  the  "subtle  hazards"  that  the  law  was  designed  to 
prevent  are  posed  by  any  proposed  activity.  These  "subtle  hazards,"  which  include  investor 
confusion  and  conflicts  of  interest,  are  controlled  by  the  terms  of  the  Investment  Company  Act, 
the  Interagency  Statement  on  Retail  Sales  ofNondeposit  Investment  Products,  sections  23  A  and 
23B  of  the  Federal  Reserve  Act,  safety  and  soundness  requirements,  and  supervisory  conditions 
imposed  by  the  OCC. 

Operating  Subsidiaries.  National  banks  have  established  operating  subsidiaries  for 
approximately  28  years  under  OCC  regulations  first  issued  in  1966.  Operating  subsidiaries 
enable  banks  to  use  a  different  organizational  structure  to  conduct  permissible  activities.  The 
operating  subsidiary  is  subject  to  OCC  examination  and  supervision  and  to  the  same  banking 
laws  and  regulations  as  the  parent  bank,  unless  otherwise  provided  by  stamte  or  regulation. 

The  authority  for  national  banks  to  establish  operating  subsidiaries  is  based  on  the 
National  Bank  Act.  That  Act  allows  banks  to  exercise  certain  enumerated  powers  and  "all  such 
incidental  powers  as  shall  be  necessary  to  carry  on  the  business  of  banking.""  The  Act  gives 
banks  broad  authority  to  engage  in  the  business  of  banking  and  to  exercise  powers  reasonably 
necessary  to  conduct  that  business." 

The  incidental  powers  of  national  banks  include,  at  a  minimum,  all  powers  that  are 
"convenient  and  useful"  to  express  powers.^*  Many  courts  and  the  OCC  believe  that  incidental 
powers  are  broader  and  include  activities  similar  to  traditional  banking  functions.  As  the  Ninth 


^    SIA  v   Rd   of  Governors  of  the  FRB.  468  U.S.  207,  218  (1984)  ("Scliaab"). 

^'    See  12  U.S.C.  221a. 

"    S££  12  U.S.C.  §  24(7). 

"    See  OCC  Letter  No.  494  (December  20.  1989),  reprinted  in  [1989-1990  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  1  83,083. 

'*    Sfifi  Arnold  Tours.  Inc.  v.  Camp.  472  F.2d  427,  432  (1st  Cir.  1972). 
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Circuit  held  in  1977,  the  incidenul  powers  standard  "must  be  construed  so  as  to  permit  new 
ways  of  conducting  the  very  old  business  of  banking."^ 

The  establishment  of  operating  subsidiaries  that  carry  on  the  business  of  banking  falls 
squarely  within  the  incidental  powers  of  banks  under  both  the  narrow  and  broader  view.  These 
subsidiaries  are  a  "convenient  and  useful"  means  of  conducting  banking  business.^*  Because 
establishment  of  operating  subsidiaries  is  part  of  the  business  of  banking,  it  is  not  proscribed  by 
12  U.S. C.  §  24(7)  provisions  prohibiting  purchases  of  corporate  stock. 


Supervision  of  Bank  Mutual  Fund  Activities 

The  OCC  has  for  many  years  conducted  fiduciary  examinations  of  banks  that  act  as 
investment  advisor,  transfer  agent,  or  custodian  for  mutual  funds  through  their  trust  departments. 
In  addition,  bank  sales  (as  agent)  of  mutual  funds  are  governed  by  a  number  of  provisions, 
including  12  C.F.R.  12,  which  deals  with  such  issues  as  recordkeeping  and  notification  to 
customers  of  securities  transactions.  OCC  examiners  have  reviewed  these  activities  in 
conjunction  with  their  examination  of  banks'  investment  securities  activities.  More  recently,  this 
aspect  of  supervision  has  become  part  of  the  OCC's  Compliance  Program. 

While  the  OCC's  experience  in  supervising  the  fiduciary  and  broker/dealer  activities  of 
national  banks  provided  a  valuable  base  from  which  to  build,  I  came  to  the  conclusion  shortly 
after  taking  office  as  Comptroller  that  there  was  a  need  for  more  comprehensive  policy 
guidance.  In  the  past  year,  the  OCC  has  devoted  considerable  resources  to  putting  in  place 
procedures  for  the  systematic  supervision  and  examination  of  the  mutual  fund  activities  of 
national  banks.  The  other  federal  banking  agencies  have  been  grappling  with  the  same  issues, 
and  we  have  coordinated  our  efforts  in  order  to  adopt  consistent  interagency  guidelines. 

The  interagency  statement,  entitled  Interagency  Statement  on  Retail  Sales  ofNondeposit 
Investment  Products,  covers  all  aspects  of  a  national  bank's  retail  mutual  fund  sales  operation, 
including  sales  by  bank  employees  and  sales  by  employees  of  third-party  vendors  on  bank 
premises.  It  makes  it  clear  that  banks  should  view  customers'  interests  as  critical  to  all  aspects 
of  their  sales  programs,  and  that  the  federal  banking  regulators  will  take  appropriate  actions  to 
address  unsafe  and  unsound  banking  practices  and  violations  of  law  and  regulations  associated 
with  bank-related  sales  of  mutual  funds  and  other  retail  nondeposit  investment  products.  Those 
actions  could  include  civil  money  penalties,  cease  and  desist  orders,  and  payments  of  restitution 
to  bank  customers. 


^-5     MAM  Leasing  Cnrp  v   .Seattle  Fir.;t  Naiinnal  Bank.  563  F.2d  1377,  1382  (9th  Cir.  1977),  ££IL 
denied,  436  U.S.  956  (1978). 

''    See  12  C.F.R.  §  5.34,  and  see  also  12  C.F.R.  §  7.10(c)(2)  (repealed). 
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To  reduce  customer  confusion  between  insured  and  uninsured  products,  the  Interagency 
Statement  contains  the  following  specific  guidelines: 

Disclosure  and  advertising  for  mutual  funds  and  other  investment  products  should 
clearly  indicate  that  the  products  are  not  FDIC-insured,  are  not  obligations  of  the 
bank,  are  not  guaranteed  by  the  bank,  and  involve  risk,  including  the  possible 
loss  of  principal.  Banks  should  obtain  a  signed  statement  from  customers 
acknowledging  that  they  have  been  informed  about  the  nanire  of  these  investment 
products. 

Bank  tellers  and  other  bank  employees  working  in  the  teller  area  should  not  sell 
uninsured  investment  products  or  offer  investment  advice.  Banks  should  take 
steps  to  distinguish  between  retail  deposit-taking  and  retail  nondeposit  sales 
functions. 

A  bank  should  not  offer  investment  products  with  a  name  identical  to  that  of  the 
bank.  Because  of  the  potential  for  customer  confusion,  the  guidance  warns  banks 
about  the  risk  in  marketing  investment  products  with  names  similar  to  the  bank's 
name,  and  provides  for  heightened  scrutiny  of  programs  that  use  such  names. 

This  emphasis  on  disclosure  and  education  of  bank  customers  reflects  our  view  that,  when 
properly  informed  of  the  nature  of  the  products  banks  offer,  customers  will  make  the  choices 
that  best  meet  their  financial  objectives.  We  will  monitor  how  successful  these  disclosure  efforts 
are  in  overcoming  customer  confusion,  and  as  part  of  a  joint  project  with  the  SEC,  the  OCC  will 
evaluate  a  variety  of  disclosure  tools. 

The  interagency  guidance  also  addresses  the  supervision  and  training  of  staff  who 
recommend  and  sell  investment  products,  compensation  incentives  for  staff,  and  the  need  to 
ensure  that  investment  products  recommended  by  the  bank  are  suitable  for  each  particular 
customer. 

In  August  and  September  of  1993,  the  OCC  began  testing  new  examination  procedures 
for  mutual  fund  activities  of  national  banks.  At  the  same  time,  the  OCC  began  training 
examiners  in  the  use  of  these  procedures.  On  February  24,  1994,  based  on  experience  gained 
in  using  the  draft  procedures  in  the  field,  the  OCC  issued  detailed  guidance  to  examiners  on 
retail  nondeposit  investment  products,  including  mutual  funds. 

The  guidance  sets  forth  the  procedures  that  examiners  are  to  use  in  evaluating  the 
adequacy  of  a  bank's  policies  in  the  following  areas:  ' 

Senior  management  oversight  of  the  scope  and  direction  of  the  bank '  s  mutual  ftind 
(and  other  retail  nondeposit  investment  sales)  activities. 
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Qualifications,  training,  compensation,  and  adequacy  of  senior  management 
oversight  of  mutual  fund  sales  personnel. 

The  accuracy  and  completeness  of  customer  disclosures  and  advertising,  with 
particular  emphasis  on  the  riskiness  and  uninsured  status  of  mutual  fund  accounts. 

The  bank's  procedures  for  determining  the  suitability  of  mutual  fund  products  that 
they  recommend  to  individual  bank  customers. 

The  use  that  the  bank  will  make  of  customer  information. 

Compliance  with  state  and  federal  restrictions  on  mutual  fund  transactions 
involving  the  bank's  fiduciary  accounts. 

Oversight  of  third-party  vendors. 


Mutual  Fund  Examinations 

The  OCC  monitors  compliance  with  its  mutual  fund  guidelines  through  a  program  of 
examinations  focusing  on  retail  sales  of  mutual  funds  and  other  retail  nondeposit  investment 
products.  Since  the  beginning  of  1993,  the  OCC  has  conducted  337  examinations  focusing  on 
mutual  funds  and  other  retail  nondeposit  investment  products.  A  portion  of  multinational  and 
larger  regional  banks-which  account  for  most  mutual  fund  sales-were  examined  during  the 
second  half  of  1993.  The  rest  of  the  large  banks  are  scheduled  for  mutual  fund  examinations 
in  1994. 

Going  forward,  the  OCC  will  examine  all  national  banks  that  sell  mutual  funds  or 
annuities  as  part  of  the  OCC's  regularly  scheduled  examinations.  The  frequency  of  examination 
varies  from  every  12  to  every  18  months,  depending  on  the  bank's  asset  size,  its  overall 
condition,  and  the  occurrence  of  a  change  in  control  of  a  bank.  Most  banks  will  be  examined 
once  every  12  months. 

Examiners  will  use  the  new  examination  procedures  that  I  described  above.  They  will 
review  the  bank's  business  plan  and  its  policies  and  procedures  governing  its  mutual  fund 
operations,  its  compliance  with  OCC  guidelines,  its  response  to  any  criticism  that  the  OCC  made 
in  previous  examinations,  and  its  compliance  with  all  other  applicable  laws,  rules,  regulations, 
and  regulatory  conditions  imposed  by  bank  regulators. 

Examinations  will  be  tailored  to  the  scope  of  the  bank's  mutual  fund  sales  activities. 
Large  banks  that  operate  their  own  sales  program  will  initially  be  examined  more  extensively 
than  community  banks  that  rely  exclusively  on  independent  third-party  vendors  to  operate  their 
mutual  fund  sales  programs.  In  both  cases,  however,  examiners  will  expand  the  scope  of  the 
examination  to  address  issues  raised  in  their  initial  review. 
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Federal  Securities  Laws  and  Regulation 

Many  banking  companies  choose  to  conduct  brokerage  operations  such  as  mutual  fund 
brokerage  in  separate  subsidiaries  or  affiliates  of  the  bank.  Those  separate  entities  are  regulated 
by  the  SEC  and  the  NASD  in  the  same  manner  as  any  other  non-bank  broker.  Moreover,  such 
entities  are  subject  to  additional  oversight  under  the  federal  banking  laws.  Similarly,  many 
banks  conduct  investment  advisory  activities  in  separate  companies  that  are  regulated  under  both 
the  Investment  Advisors  Act  and  federal  banking  laws. 

Congress  provided  certain  bank  exemptions  from  the  federal  securities  laws  by  excluding 
banks  from  the  definition  of  broker/dealer  under  the  Securities  and  Exchange  Act  of  1934  and 
from  coverage  under  the  Investment  Advisers  Act  of  1940.  However,  banks  are  still  subject  to 
a  comprehensive  regulatory  scheme  that  addresses  many  of  the  same  types  of  concerns  as  the 
federal  securities  laws.  For  example,  those  banks  that  conduct  these  activities  under  the 
exemptions  from  the  federal  securities  laws  are  subject  to: 

Anti-fraud  provisions  under  Section  10b  of  the  Exchange  Act  and  Rule  lOb-5; 

The  Interagency  Statement  on  Sales  ofNondeposit  Investment  Products; 

Recordkeeping  and  confirmation  requirements  for  brokerage  customers  under  12 
C.F.R.  Part  12; 

Fiduciary  regulations  at  12  C.F.R.  Part  9  and  fiduciary  obligations  imposed  by 
state  law; 

The  same  restrictions  that  apply  to  non-bank  investment  advisors  in  the 
Investment  Company  Act  of  1940,  for  national  banks  acting  as  investment 
advisers  to  registered  investment  companies; 

SEC  examinations  of  national  banks  acting  as  investment  advisers  to  registered 
investment  companies; 

Restrictions  on  transactions  with  affiliates  imposed  by  Sections  23A  and  23B  of 
the  Federal  Reserve  Act;  and 

Enforcement  actions  brought  by  their  primary  banking  regulator,  pursuant  to  12 
U.S.C.  §  1818,  for  violations  of  any  law  or  regulation,  unsafe  or  unsound 
banking  practices,  or  for  violations  of  any  conditions  imposed  in  writing  by  the 
appropriate  federal  banking  agency  in  connection  with  the  grant  of  any  application 
or  other  request  by  the  bank. 

Banks  are  thus  subject  to  a  combination  of  banking  and  securities  laws  and  supervision 
by  bank  and  securities  regulators.  To  the  extent  Congress  has  exempted  certain  bank  functions 
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from  the  securities  laws,  the  primary  regulators  of  banks  operating  in  those  areas  have  the 
authority  and  the  responsibility  to  ensure  that  banks  conduct  those  activities  safely,  soundly  and 
in  the  best  interests  of  the  investing  public.  Should  the  OCC  find  that  additional  specific 
regulation  is  warranted  for  these  activities,  we  will  certainly  take  appropriate  action,  including 
adopting  any  needed  regulations  and/or  imposing  appropriate  conditions  in  connection  with  the 
grant  of  bank  applications  related  to  securities  activities. 


Coordination  with  the  SEC 

The  OCC  and  SEC  coordinate  their  oversight  of  mutual  fund  activities  in  a  number  of 
areas. 

Joint  Examinations.  The  OCC  has  proposed  to  the  SEC  that  the  two  agencies  conduct 
joint  examinations  of  banks  and  operating  subsidiaries  involved  in  mutual  fund  sales  activities. 
On  February  22,  1994,  OCC  and  SEC  staffs  discussed  developing  general  guidelines  for 
handling  these  examinations. 

The  OCC  has  proposed  to  the  SEC  that  the  two  agencies  coordinate  examination  efforts 
for  banks  and  operating  subsidiaries  that  are  subject  to  oversight  by  both  agencies.  We  also 
proposed  coordinating  examinations  on  entities  that,  although  subject  to  only  one  agency's 
oversight,  would  be  relevant  to  the  other  agency's  supervisory  efforts. 

For  example,  the  SEC  has  expressed  concern  about  its  inability  to  examine  national  bank 
investment  advisory  activities.  The  SEC  has  the  authority  to  review  banks'  records  relating  to 
mutual  funds  advised  by  banks.  The  SEC  would  like  to  review  other  bank  investment  advisory 
records  to  determine  if  banks  arc  allocating  more  favorable  trades  to  particular  customers  rather 
than  mutual  funds.  Through  our  coordination  efforts,  we  should  be  able  to  obtain  jointly,  or  to 
share  with  each  other,  information  that  would  permit  the  SEC  and  OCC  to  identify  abusive 
practices.  In  the  past,  the  OCC  and  SEC  have  conducted  joint  examinations  of  bank  transfer 
agents. 

Sharing  Information.  The  OCC  and  SEC  share  a  variety  of  supervisory  and  examination 
information.  The  OCC  has  provided  the  SEC  access  to  our  reports  of  examinations,  work 
papers,  and  examiners  in  connection  with  SEC  investigations.  We  also  provide  information  to 
the  SEC  to  assist  it  with  review  of  disclosures  relating  to  bank  holding  companies  with  national 
bank  operating  subsidiaries.  The  OCC  also  refers  potential  violations  of  law  to  the  SEC  and  has 
brought  joint  enforcement  actions  in  appropriate  cases. 

The  SEC  has  also  provided  the  OCC  with  access  to  its  inspection  reports  and  internal 
memorandum,  and  referred  cases  to  the  OCC. 

Disclosures.  OCC  staff  arranged  an  interagency  meeting  with  staff  of  the  SEC,  the 
Federal  Reserve  Board,  and  the  Office  of  Thrift  Supervision  to  discuss  coordinating  banking 
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agency  disclosures  with  the  SEC's  disclosures.  We  discussed  the  possibility  of  developing 
consistent  disclosures  for  both  bank  regulatory  purposes  and  for  SEC  requirements,  particularly 
with  regard  to  the  SEC's  required  disclosures  on  the  cover  page  of  the  prospectus.  We  also 
discussed  the  SEC's  plans  to  handle  situations  where  funds  are  sold  in  bank-related  sales  without 
the  required  disclosures  on  the  prospectus. 

Finally,  OCC  staff  also  discussed  with  the  SEC  that  the  Investment  Company  Institute 
(ICI)  had  written  to  all  of  the  agencies  suggesting  that  we  consider  consistent  disclosures  for 
money  market  funds.  The  ICI  asked  that  we  consider  coordinating  the  banking  agencies'  loss 
of  principal  disclosure  with  the  SEC's  warning  that  the  constant  net  asset  value  may  not  be 
maintained. 


Mellon/Dreyfus 

Under  OCC  regulations,  a  national  bank  that  intends  to  acquire,  establish,  or  perform 
new  activities  in  an  operating  subsidiary  must  notify  the  OCC  before  doing  so.  The  bank  may 
proceed  with  its  plans  unless  the  OCC  notifies  the  bank  within  30  days  that  creation  of  the 
subsidiary  raises  issues  that  require  additional  information  or  additional  time  for  analysis.  In  that 
event,  the  bank  cannot  proceed  until  it  receives  written  approval  from  the  OCC. 

On  December  30.  1993,  Mellon  Bank,  N.A.  filed  notice  with  the  OCC  of  its  intention 
to  acquire  the  Dreyfus  Corporation  (Dreyfus)  as  an  operating  subsidiary  of  the  bank.  Dreyfus 
proposes  to  engage  only  in  activities  that  the  OCC  has  previously  found  to  be  permissible  for 
national  banks  and  their  operating  subsidiaries,  such  as  brokerage  services,  investment  advice 
to  munial  funds  and  the  public,  and  administrative  services  to  mutual  funds  and  their 
shareholders.  Dreyfus  would  not  engage  in  the  underwriting,  issue,  flotation,  public  sale,  or 
distribution  of  securities-activities  which  the  Glass-Steagall  Act  generally  prohibits  for  national 
banks.  The  OCC  publicly  announced  the  receipt  of  the  Mellon  notification  in  the  OCC's  Weekly 
Bulletin,  as  we  do  for  all  operating  subsidiary  notifications.  On  January  5th,  the  OCC  notified 
Mellon  that  it  was  extending  the  30-day  period  to  allow  for  thorough  review  of  this  complex 
transaction. 

As  part  of  the  notice,  Mellon  made  various  factual  representations  and  commitments 
concerning  the  proposed  activities  of  Mellon  snd  Dreyfus.  The  representations  and 
commitments  are  aimed  at  ensuring  that  the  transaction  is  consistent  with  bank  safety  and 
soundness  requirements,  consumer  protection,  and  various  legal  requirements.  In  particular,  the 
representations  and  commitments  relate  to  transactions  between  the  bank,  the  subsidiaries,  and 
the  mutual  funds;  transactions  between  the  bank  and  the  subsidiaries  and  th6  third  party 
distributor;  disclosure  matters;  conflicts  of  interest;  and  other  important  issues.  Mellon  also 
provided  a  Policy  Statement  on  Mutual  Funds  that  addresses  many  of  these  matters.  Mellon 
and  Dreyfus,  in  a  letter  to  Chairman  Dingell  dated  February  18,  1994,  indicated  their 
willingness  to  have  the  commitments  set  forth  in  the  Policy  Statement  become  conditions  of 
regulatory  approval.  Although  the  OCC  has  made  no  final  decisions,  if  we  were  to  approve  the 
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notice,  the  written  conditions  the  OCC,  at  a  minimum,  would  likely  impose  would  cover  the 
voluntary  commitments  set  forth  in  the  Policy  Statement. 

Under  previous  Comptrollers,  the  OCC  has  not  generally  provided  for  formal  public 
notice  and  comment  on  operating  subsidiary  filings,  reasoning  that  any  activity  that  would  be 
judged  permissible  in  an  operating  subsidiary  would  by  definition  be  permitted  without  prior 
notice  in  the  bank  itself.  I  believe,  however,  that  public  comment  may  be  appropriate  in  cases 
where  the  nature  of  the  activities  to  be  carried  out  in  the  operating  subsidiary,  the  size  of  the 
transaction,  or  other  unusual  factors  raise  special  legal  or  policy  issues.  I  have  therefore 
initiated  a  review  of  the  OCC's  policies  in  this  area,  and  I  plan  to  request  comment  on  a 
proposed  rule  that  would  require  publication  of  notice  in  the  Federal  Register  of  operating 
subsidiary  notifications  that  raise  novel  questions  of  law  or  policy. 

In  light  of  the  novel  and  complex  issues  raised  by  the  Mellon  proposal--and  also  by  First 
Union  National  Bank's  similar  proposal  to  acquire  Lieber  and  Company  and  the  Evergreen  Asset 
Management  Corporation--we  have  decided  to  publish  these  two  proposals  for  public  comment. 
The  comment  notice  appeared  in  the  Federal  Register  on  February  23,  1994.  We  look  forward 
with  great  interest  to  the  comments  that  we  will  receive,  and  we  are  confident  they  will  improve 
the  quality  of  our  decisionmaking  process. 

The  OCC  is  currently  reviewing  Mellon' s  proposal  to  ensure  that  all  of  the  proposed 
activities  are,  in  fact,  permitted  by  law.  We  will  not  approve  the  proposal  unless  this  is  the 
case.  We  are  also  evaluating  the  management  controls  proposed  for  both  Mellon  and  its 
operating  subsidiary,  including  the  adequacy  and  independence  of  management  and  board 
oversight  and  other  control  systems,  the  business  plans  and  strategies  of  both  Mellon  and 
Dreyfus,  and  their  written  policies  and  procedures,  audit  programs,  and  compliance  programs. 
Our  review  places  particular  emphasis  on  the  controls  governing  the  relationship  between  Mellon 
and  Dreyfus,  and  on  the  safeguards  that  will  help  to  ensure  that  customers  understand  which 
products  offered  by  the  combined  entity  are  federally  insured  and  which  are  not. 

Because  bank  operating  subsidiaries  involved  in  mutual  fund  activities  are  also  regulated 
by  the  Securities  and  Exchange  Commission,  we  are  coordinating  our  review  of  the  Mellon 
proposal  with  the  SEC.  We  have  met  with  senior  SEC  staff  to  discuss  the  SEC's  general 
procedures  for  supervising  mutual  fund  companies  such  as  Dreyfus.  We  also  inquired 
specifically  about  the  SEC's  experience  regulating  Dreyfus,  and  asked  whether  the  SEC  had  any 
particular  concerns  that  we  should  be  aware  of  as  we  process  Mellon' s  proposal. 

After  the  OCC  concludes  its  review  of  the  proposal,  we  will  decide  whether  to  approve 
the  proposal,  and-if  the  decision  is  to  approve--what  special  conditions  should  be  placed  on 
Mellon  or  Dreyfus  beyond  those  offered  in  the  proposal. 

Safety  and  Soundness  Issues.  The  OCC  is  carefully  evaluating  the  safety  and  soundness 
implications  of  the  proposed  acquisition,  including  the  fact  that  Mellon  is  proposing  to  operate 
Dreyfus  as  an  operating  subsidiary.  The  safety  and  soundness  issues  raised  by  this  proposal  are 
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similar  to  those  involved  in  other  operating  subsidiary  proposals  involving  mutual  funds  that  the 
OCC  has  approved.  Nevertheless,  the  volume  of  business  that  Dreyfus  would  bring  to  Mellon 
makes  this  proposal  unique. 

The  principal  financial  risks  posed  by  mutual  fund  operations  include  liquidity  risk  (the 
risk  that  a  bank  will  cover  losses  arising  from  a  fund's  inability  to  meet  redemption  requests), 
operational  risk  (the  risk  that  a  bank  will  suffer  losses  because  it  lacks  necessary  expertise  or 
operational  infrastructure),  and  legal  risk  (the  risk  of  losses  due  to  lawsuits  brought  by  customers 
or  enforcement  action  brought  by  the  bank's  regulators).  These  and  other  risks  are  not  unique 
to  mutual  funds;  they  arise  in  other  banking  activities  as  well.  Whenever  the  OCC  evaluates  a 
proposal  for  a  bank  to  set  up  an  operating  subsidiary,  we  consider  the  adequacy  of  the  controls 
to  deal  with  these  risks.  Risk  management  is  also  a  central  focus  of  OCC  examinations,  for 
mutual  fund  activities  carried  out  in  banks,  in  operating  subsidiaries,  and  through  third-party 
vendors. 

From  the  perspective  of  bank  safety  and  soundness,  the  most  serious  concern  raised  by 
a  proposal  such  as  Mellon's  is  the  possibility  of  exposure  to  operational  or  fiduciary  losses  in 
its  mumal  funds  subsidiary.  Bank  managers  might  feel  strong  pressure  to  reimburse  an  affiliated 
mutual  fund  or  its  customers  for  market  losses,  particularly  if  a  money-market  mumal  fiind 
managed  by  the  bank  would  otherwise  fail  to  maintain  a  constant  net  asset  value.  Bank 
managers  might  also  feel  pressure  to  provide  emergency  credit  to  or  investments  in  a  mutual 
fund  subsidiary  to  cover  an  unexpected  surge  in  redemptions. 

We  are  looking  closely  at  the  Mellon/Dreyfus  proposal  to  determine  whether  it  contains 
adequate  safeguards  against  any  such  depletion  of  bank  capital.  In  cases  where  operating 
subsidiaries  would  otherwise  pose  an  unacceptable  risk  to  bank  capital,  the  OCC  has  limited,  as 
a  condition  of  approval,  the  amount  that  a  bank  may  invest  in  its  operating  subsidiary.  If 
circumstances  warrant,  we  can  place  similar  limits  on  Mellon. 

But  it  is  important  to  keep  this  risk  in  perspective.  The  possibility  of  loss  to  the  parent 
bank  is  not  unique  to  mumal  fund  subsidiaries:  it  exists  with  respect  to  activities  conducted  in 
a  division  of  the  bank  itself.  Mutual  fund  sales  pose  less  risk  to  banks  than  many  more 
traditional  banking  activities,  since  the  risk  that  the  mumal  fund's  holdings  could  decline  in  value 
is  borne  by  the  customer  rather  than  the  bank;  although  a  sharp  decline  in  the  market  could 
increase  mutual  funds'  liquidity  risk. 

We  also  need  to  ensure  that  the  operations  of  the  parent  bank  do  not  endanger  its  mutual 
fiind  subsidiary.  In  particular,  the  Dreyfus  Corporation  currently  holds  far  more  capital  than 
is  required  by  the  SEC's  capital  requirements.  This  capital  for  the  most  part  reflects  direct 
investments  by  Dreyfus,  by  virtue  of  which  Dreyfus  shareholders  benefit  from  the  firm's 
investment  management  capabilities.  The  surplus  capital  cushion  also  provides  an  extra  margin 
of  protection  to  Dreyfus  customers. 
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If  the  OCC  decides  to  allow  Mellon  to  acquire  Dreyfus  as  an  operating  subsidiary, 
Dreyfiis's  excess  capital  will  strengthen  the  balance  sheet  of  the  combined  entity.  This 
improvement  in  Mellon's  capital  position  will  not  come  at  the  expense  of  Dreyfus  customers, 
as  long  as  Mellon  is  adequately  capitalized  in  light  of  all  the  risks  faced  by  the  combined  entity. 
The  OCC  is  currently  reviewing  Mellon's  proposal  to  determine  what  effect  the  consolidation 
of  Mellon  and  Dreyfus  would  have  on  Dreyfus's  net  capital  ratio.  If  the  OCC  approves  the 
transaction,  we  will  insist  as  a  condition  of  approval  that  Dreyfus  remain  in  compliance  with  all 
financial  responsibility  standards,  including  the  capital  requirements  established  by  securities 
laws. 

Conflict  of  Interest  Issues.  In  addition  to  posing  risks  to  the  bank,  and  to  customers  who 
misunderstand  the  risks  of  their  mutual  fund  investments,  mutual  fund  sales  and  other  mutual 
fund  activities  can  give  rise  to  potential  conflicts  of  interest.  For  example,  a  bank  could  be  open 
to  charges  of  conflict  of  interest  if  it  lent  to  a  company  whose  securities  were  held  by  a  bank- 
managed  mutual  fund,  if  the  mutual  fund  made  off-market  purchases  of  securities  from  the 
bank's  investment  account  (or  from  bank  customers  or  creditors),  if  the  mutual  fund  invested 
funds  in  securities  which  assisted  a  bank  customer  in  paying  off  bad  debts  to  the  bank,  or  if  a 
fund  manager  traded  on  his  own  account  in  advance  of  a  trade  of  the  same  securities  on  the 
fund's  account.  The  absence  of  strong  controls  could  result  in  charges  of  self-dealing  and 
possible  financial  liability.  In  reviewing  Mellon's  proposal  to  acquire  the  Dreyfus  Corporation, 
the  OCC  is  considering  the  potential  for  conflicts  of  interest  and  the  policies  and  procedures  that 
Mellon  would  use  to  identify  and  avoid  possible  conflicts. 

Here  too,  however,  it  is  important  to  put  the  issue  in  context.  The  same  kinds  of  issues 
arise  when  banking  firms  have  securities  subsidiaries—or,  indeed,  trust  departments.  Both  the 
banking  industry  and  its  regulators  have  a  long  history  of  experience  in  this  area.  Banking  and 
securities  laws,  rules,  and  regulations  include  a  broad  range  of  conflict  of  interest  restrictions 
designed  to  ensure  that  bank  customers  and  mutual  fund  customers  are  not  placed  at  a 
disadvantage  by  insiders.  These  restrictions  cover  banks  acting  in  their  fiduciary  capacity  as 
well  as  banks  serving  as  broker-dealers  for  their  customers.  Banks  providing  investment  advice 
to  mutual  funds  are  also  subject  to  a  host  of  disclosure  requirements  and  prohibitions  against 
self-dealing. 

Because  a  breach  of  a  bank's  obligations  to  its  customers  can  expose  the  bank  to 
significant  legal  liability,  banks  generally  adhere  to  internal  conflict  of  interest  policies  above 
and  beyond  the  regulatory  requirements.  One  of  the  primary  functions  of  the  OCC  as  regulator 
is  to  ensure  that  these  internal  systems  and  controls  meet  or  exceed  legal  requirements  and  are 
enforced.  Our  examination  experience  in  this  areas  indicates  that  bank  managers  and  directors 
share  our  concern  for  implementation  and  enforcement  of  strict  conflict  of  interest  policies. 
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Conclusion 

Our  nation  needs  a  strong  banking  system-not  for  the  sake  of  having  a  strong  banking 
system~but  for  the  sake  of  the  public.  We  need  a  banking  system  that  can  foster  economic 
growth,  and  enable  disadvantaged  people  to  participate  in  that  growth.  For  our  banking  system 
to  remain  strong,  banks  must  be  able  to  respond  to  changes  in  the  market  for  financial  services. 
To  prohibit  banks  from  responding  to  change  would  reduce  both  comp>etitiveness  and  safety  and 
soundness.  To  reduce  the  range  of  products  and  services  from  which  consumers  may  choose 
would  impoverish  our  marketplace  and  our  economy. 

One  of  the  clearest  changes  in  the  past  decade  has  been  the  growing  role  of  mutual  fiinds 
in  the  financial  services  industry.  With  appropriate  protections  for  consumers  and  safeguards 
aimed  at  maintaining  safety  and  soundness,  banks  can  take  part  in  that  change.  Banks  are  well 
positioned  to  meet  customer  needs  in  the  mutual  fund  market,  due  to  their  extensive  network  of 
branches,  which  reaches  into  virtually  every  community  in  the  nation;  their  long-standing 
tradition  of  fulfilling  the  fiduciary  needs  of  their  customers;  and  their  established  relationships 
with  most  of  the  nation's  households.  Bank  sales  of  mutual  funds,  whether  through  an  operating 
subsidiary  or  directly  from  the  bank,  can  be  fiindamentally  beneficial  to  the  banking  public. 
They  offer  customers  greater  convenience  and  greater  choice  in  shopping  for  mutual  fiind 
services,  and  permit  banks  to  compete  on  an  equal  footing  with  other  providers  of  financial 
services. 

But  the  rapid  growth  in  bank  sales  of  mutual  funds  also  raises  a  number  of  serious  policy 
issues  that  regulators  and  the  banking  industry  need  to  address.  Bank  mutual  fund  operations 
must  incorporate  adequate  customer  protections  and  safeguards  against  potential  conflicts  of 
interest.  They  must  not  endanger  the  financial  soundness  of  banks  or  their  mutual  fund 
subsidiaries.  They  must  observe  legal  limitations  on  permissible  banking  activities,  and  they 
must  be  adequately  supervised.  We  are  weighing  these  issues,  as  well  as  the  specific 
circumstances  of  Mellon  Bank,  as  we  consider  Mellon' s  proposal  to  acquire  the  Dreyfus 
Corporation. 
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Mr.  DiNGELL.  The  Chair  thanks  you  very  much  for  your  state- 
ment. 

Ms.  Broadman,  do  you  have  any  comments  you  would  like  to 
make? 

Ms.  Broadman.  I  do  not. 

Mr.  DiNGELL.  Very  well. 

The  Chair  recognizes  the  gentleman  from  Colorado  for  questions. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman. 

Thank  you,  Mr.  Ludwig  and  Ms.  Broadman  for  being  here  today. 

Yesterday's  and  today's  hearings  have  been  so  focused  on  the  ac- 
tual and  potential  problems  of  sales  of  securities  at  banks  that 
some  people  may  be  wondering  why  it  was  ever  contemplated  in 
the  first  place.  What  are  the  advantages  of  permitting  customers 
to  buy  securities  at  banks? 

Mr.  Ludwig.  Well,  I  think  there  are  genuine  advantages.  Banks 
ofier  competition,  they  offer  consumer  choice.  The  very  fact  that 
consumers  are  buying  mutual  funds  from  banks  in  record  numbers, 
to  a  considerable  degree,  testifies  to  consumer  desires.  So  I  think 
there  are  genuine  benefits  to  banks'  being  involved  in  this  activity. 

Mr.  ScHAEFER.  Well,  you  have  mentioned  competition,  what  are 
the  competitive  advantages?  I  mean,  if  somebody  wants  to  buy  se- 
curities, what  is  the  difference? 

Mr.  Ludwig.  There  are  a  couple  of  points  worth  making  here.  In 
any  market,  the  fact  that  you  have  more  market  participants  in- 
creases the  level  of  competition,  and  drives  down  price,  and  in- 
creases choice.  Moreover,  banks  are  located  in  areas  that  are  often 
underserved  by  other  players.  There  are  thousands  of  bank 
branches,  and  banks  have  community  responsibilities,  CRA  respon- 
sibilities, that  other  participants  in  this  market  do  not. 

Mr.  SCHAEFER.  So,  in  other  words,  a  bank  merger  with  securities 
then  is  going  to  be  advantageous  to  the  consumer? 

Mr.  Ludwig.  There  are  serious  consumer  issues  here,  there  is  no 
doubt,  and  we  take  those  very  seriously.  But  I  believe  that  in  judg- 
ing whether  or  not  banks  ought  to  be  in  mutual  funds  that,  in  fact, 
they  should  and  that  the  consumer  benefits  outweigh  the  nega- 
tives. 

There  are  serious  questions  here,  to  be  sure,  and  we  are  going 
to  address  them  as  vigorously  as  is  necessary  but,  at  the  same 
time,  it  seems  to  me  that  there  are  a  variety  of  different  reasons 
why  this  kind  of  activity  is  an  appropriate  activity  for  a  banking 
organization. 

Mr.  SCHAEFER.  As  long  as  we  steer  away  from  problems  such  as 
occurred  with  Keating  and  Continental? 

Mr.  Ludwig.  Absolutely. 

Mr.  SCHAEFER.  We  had  AARP  in  here  saying  that,  gosh,  you 
have  to  look  at  the  fine  print  on  the  last  page  to  see  whether  or 
not  you  are  FDIC  insured. 

Mr.  Ludwig.  We  have  to  be  very  vigorous  in  those  areas,  and  I 
believe  we  have  a  quality  examination  team  properly  focused  and 
we  are  giving  it  proper  focus  to  achieve  the  necessary  consumer 
protections. 

Mr.  SCHAEFER.  What  is  OCC's  examination  process  for  banks' 
sales  of  nondeposit  investment  products? 
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Mr.  LUDWIG.  We  have  traditionally  had  significant  trust  special- 
ist examiners  that  go  into  all  the  banks  we  supervise.  We  have 
3,300  examiners  for  roughly  the  same  number  of  banks,  basically 
one  examiner  per  bank.  Part  of  the  examination  effort  is  in  the 
trust  area  and  the  mutual  fund  area.  I  do  not  believe  that  this  has 
been  adequate. 

One  of  the  things  I  have  done  since  I  became  Comptroller  is  to 
recognize  there  is  a  huge  growth  in  this  area  and  that  we  really 
want  to  aggressively  focus  our  attention  on  the  growing  mutual 
fund  area  to  make  sure  consumers  are  protected.  Our  new  mutual 
fund  examiner  guidance  is  very  detailed.  It  is  based  on  a  lot  of  test- 
ing that  we  have  engaged  in  in  terms  of  review  of  what  we  do  in 
the  examination.  I  think  it  is  a  good  examination  procedure  and  it 
will  be  applied  at  every  single  national  bank  in  this  country  within 
the  next  year. 

Mr.  SCHAEFER.  When  you  do  evaluate,  what  criteria  do  you  use 
when  you  are  checking  these  banks  out? 

Mr.  LuDWiG.  We  evaluate  on  the  basis  of  banks'  disclosure  and 
their  policies  and  procedures  for  suitability.  We  examine  on  the 
basis  of  whether  or  not  we  have  conflicts  of  interest.  A  panoply  of 
issues  that  are  attendant  on  the  sales  of  these  kinds  of  noninsured 
investment  products.  The  examination  guidance  itself  runs  to  about 
30-plus  pages.  If  it  is  not  adequate  on  a  going-forward  basis,  I  am 
committed  to  continually  improving  and  modifying  in  this  area  so 
that  we  get  it  right.  This  is  an  important  area  and  we  take  it  very 
seriously. 

Mr.  SCHAEFER.  What  kind  of  training  do  these  examiners  go 
through?  I  mean  how  intensive  is  it? 

Mr.  LuDWiG.  We  have  training  facilities  all  over  the  United 
States  at  our  district  offices.  We  have  six  district  offices,  and  we 
also  train  here  in  Washington.  Our  examiners  themselves  go 
through  a  period  of  apprenticeship  and  training  before  they  become 
commissioned  examiners.  Even  after  they  become  commissioned  ex- 
aminers, they  are  frequently  brought  into  these  training  centers  for 
specialized  training  in  new  developments  and  new  rules.  Moreover, 
we  send  out  circulars  and  have  conferences.  We  have  a  significant 
training  operation. 

Mr.  SCHAEFER.  Are  there  any  updated  criteria  to  this  training? 
Are  there  tests  that  you  run,  or  is  there  testing  involved  once  they 
have  completed  this  training?  I  mean,  we  pass  new  bank  laws  all 
the  time  here  in  Congress,  I  mean,  is  there  any  update  that  do  you 
on  this? 

Mr.  LuDWiG.  Well,  I  would  be  happy  to  go  over  our  training  and 
submit  the  entire  comprehensive  nature  of  our  training  for  the 
record.  Our  examiners,  before  they  become  commissioned  examin- 
ers, do  indeed  have  to  pass  a  test. 

Mr.  SCHAEFER.  But  do  they  have  to  go  back  and  be  retrained  as 
things  change  with  banking  laws  here  in  the  Congress? 

Mr.  LuDWiG.  Yes,  absolutely. 

Mr.  SCHAEFER.  They  do.  Does  your  office  plan  to  use  undisclosed 
testers  or  examiners  to  go  out  and  check  on  these  individual  bank- 
ing operations  to  find  out  how  they  are  operating? 

Mr.  LuDWiG.  We  have  attempted,  as  I  hope  you  heard  from  my 
oral  testimony,   to  be  increasingly  aggressive  to  make  sure  the 
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consumer  is  protected.  The  new  examination  guidelines  really  will 
involve  very  extensive  examinations  of  these  banks  in  the  mutual 
fund  area.  In  our  interagency  guidance,  we  encourage  banks  to  use 
their  own  testing  program,  and  we  will  be  testing  their  policies  and 
procedures  in  this  area. 

Whether  or  not  we  use  our  own  testers,  I  have  been  the  most  ag- 
gressive of  the  Federal  financial  services  regulators  in  developing 
a  testing  program  for  bias  in  the  lender  area  in  terms  of  race  and 
other  illegal  discrimination,  and  I  must  say  that  I  am  drawn  to  the 
notion  that  maybe  this  is  an  area  as  well  that  deserves  mystery 
shoppers  or  testers,  third  party  testers,  and  we  are  considering 
that  actively  at  this  time. 

Mr.  SCHAEFER.  So  you  are  not  doing  it  at  the  present? 

Mr.  LUDWIG.  But  we  are  not  doing  it  at  the  present  time. 

Mr.  SCHAEFER.  What  enforcement  of  punitive  measures  do  you  or 
will  you  take  when  a  bank  does  not  comply  with  the  interagency 
statement  on  retail  sales  of  nondeposit  investment  products.  Is  this 
any  different  a  policy  for  a  bank's  failure  to  comply  with  its  own 
policies  or  procedures? 

Mr.  LuDWiG.  I  think  to  understand  the  guidance,  you  have  to  un- 
derstand it  in  the  context  of  our  supervisory  effort,  which  is  an  ef- 
fort that  is  very  much  linked  to  a  sort  of  continuing  examination 
and  supervision  of  these  financial  entities.  Each  of  the  financial  su- 
pervisory efforts  has  its  benefits  and  its  burdens,  none  is  perfect. 

One  of  the  advantages  of  ours  is  that  we  have  a  significant  num- 
ber of  personnel  that  examine  these  institutions  on  a  regular  basis, 
and  quite  frequently,  based  on  guidance  and  regulations,  we  de- 
mand change.  Our  supervisory  structure  is  sufficiently  active  so 
that  we  get  change. 

Let  me  say  that  the  guidance,  however,  is  completely  enforceable 
with  our  1818  powers  which  give  us  broad  enforcement  powers,  in- 
cluding civil  money  penalties  and  cease  and  desist  orders,  and  even 
so  far  as  removal,  taking  action  to  remove  a  bank  officer  if  nec- 
essary. We  can  do  that  where  the  safety  and  soundness  of  the  insti- 
tution is  threatened.  So  that,  even  though  this  is  guidance,  I  know 
the  issue  has  been  raised  of  how  far  can  you  go  with  guidance,  we 
are  confident  that  we  can  use  the  full  panoply  of  our  resources. 

Mr.  SCHAEFER.  Well,  outside  the  Mellon -Dreyfus  proposed  merg- 
er, the  First  Union  Bank  of  North  Carolina  has  also  filed  a  notice 
with  the  OCC  to  acquire  two  corporations  which  manage  and  ad- 
vise mutual  funds.  Are  there  any  new  regulatory  or  legal  issues 
which  these  acquisitions  present  as  compared  to  the  Mellon-Drey- 
fus proposal,  and  what  control  system  do  you  envision  being  nec- 
essary to  ensure  First  Union's  customers  adequate  protection  and 
disclosure? 

Mr.  LUDWiG.  I  would  be  pleased  to  discuss  with  the  committee, 
to  the  extent  I  am  able  under  ethical  rules,  these  individual  appli- 
cations, but  as  a  matter  of  fact  we  don't  discuss  individual  applica- 
tions to  a  great  degree  publicly.  Let  me  say  this,  however,  in  an- 
swer to  your  question 

Mr.  SCHAEFER.  Were  there  any  new  legal  issues  raised? 
Mr.  LUDWiG.  Each  of  these  applications  presents  complex  situa- 
tions that  deserve  serious  examination  before  they  are  approved, 
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and  I  intend  to  give  them  a  serious  look.  I  have  no  idea  how  we 
will  come  out. 

At  the  same  time,  let  me  say  that  the  activities,  generally  speak- 
ing, which  have  been  proposed  here  are  similar  to  activities  that 
we  have  already  approved  for  banks  and  for  bank  operating  sub- 
sidiaries, so  that  in  the  main  the  activities  are  not  distinct  from  ac- 
tivities that  have  already  been  approved.  But  we  look  at  each  of 
these  individual  submissions  very  carefully  in  terms  of  the  safety 
and  soundness  of  the  institution  and  the  well-being  of  the  public 
and  in  terms  of  what  commitments  there  are  or  there  aren't,  condi- 
tions we  might  impose,  and  it  is  a  individual  look. 

Mr.  SCHAEFER.  Well,  my  time  is  expired,  but  the  First  Union 
Bank  of  North  Carolina  certainly  is  a  much  smaller  type  of  acquisi- 
tion than  the  Mellon-Dreyfus,  which  I  think  maybe  has  raised  some 
flags  based  on  the  sheer  size  of  it. 

Mr.  LUDWIG.  The  First  Union  is  indeed  smaller  than  the  Mellon- 
Drej^us  proposal. 

Mr.  SCHAEFER.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  DiNGELL.  The  Chair  recognizes  the  gentleman  from  Califor- 
nia, Mr.  Moorhead.  The  Chair  advises  that  the  Chair  is  recognizing 
members  for  10  minutes  instead  of  five. 

Mr.  Moorhead.  Thank  you,  Mr.  Chairman.  Many  senior  citizens 
depend  on  their  banks  or  their  banker  for  their  financial  advice,  for 
consultations  of  all  kinds.  I  know  many  of  them  that  would  not  do 
a  thing  without  going  to  their  banker  and  talking  to  them.  There 
is  a  profit  motive  in  selling  mutual  securities,  of  course.  They  are 
nowhere  near  as  dangerous  as  junk  bonds  can  be.  I  know  the  prob- 
lem because  so  many  of  them  in  the  Keating  case  were  sold  in  my 
area — was  that  they  were  led  to  believe  by  their  banker  that  the 
junk  bonds  were  safe,  even  though  they  were  not  insured  by  the 
Federal  Government — that  they  were  as  safe  as  anything  could  be 
because  this  powerful  institution  that  they  had  total  trust  in  was 
behind  it. 

I  think  it  is  essential  that,  if  the  banks  are  to  sell  mutual  funds 
or  any  other  securities  that  the  people  that  buy  them  should  not 
only  be  told  that  they  weren't  federally  insured,  but  they  should  be 
told  that  they  can  lose  money  on  it  as  well  as  make  money — that 
you  do  get  bad  days  on  the  Stock  Market,  when  the  Stock  Market 
drops  out.  So  many  of  these  people,  when  they  are  senior  citizens 
cannot  afford  to  lose  anything.  I  have  had  some  tragic  cases  come 
to  me  in  my  office  about  people  who  have  lost  on  the  Keating  thing. 
I  have  confidence  in  mutual  funds,  so  I  am  not  tearing  that  down; 
but,  I  think  it  is  most  important  that  if  a  bank  is  going  to  sell  these 
items,  whether  it  is  regular  stock  or  whatever  it  is  that  are  not  in- 
sured, that  they  are  told  they  can  lose  money  on  them.  If  the  bank 
is  not  behind  the  security  is  such,  it  cannot  affect  the  cost  because 
when  the  market  goes  down  it  goes  down  and  the  stocks  that  the 
mutual  fund  has  an  interest  in,  when  they  go  down,  the  value  that 
that  senior  citizen  may  have  also  goes  down. 

Do  you  agree  with  me  on  that? 

Mr.  LUDWiG.  I  absolutely  agree  with  you.  This  is  a  genuinely  se- 
rious problem.  The  disclosures  and  the  need  for  disclosure  certamly 
goes  beyond  the  mere  fact  as  to  whether  or  not  they  are  insured. 
Indeed,  our  interagency  guidance  requires  a  disclosure  that — not 
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just  that  they  are  not  federally  insured,  but  also  that  they  are  not 
obligations  of  the  bank,  they  are  not  guaranteed  by  the  bank,  and 
that  you  can  lose  money  on  investments.  That  is  in  the  interagency 
policy  guidance.  We  expect  that  message  to  be  delivered  to  bank 
customers.  It  is  very,  very  important  that  that  happen. 

I  must  say  I  am  worried  beyond  just  banks.  That  is,  some  of  the 
studies  we  have  looked  at  show  broad  confusion  among  mutual 
fund  purchasers  of  nonbank  providers.  So,  this  is  a  serious  prob- 
lem, and  we  intend  to  deal  with  it  seriously. 

Mr.  MOORHEAD.  In  testimony  yesterday,  the  Chairman  of  the 
SEC  characterized  the  role  of  the  SEC  as  investor  protection.  Does 
the  OCC  also  view  its  role  as  one  of  investor  protection  when  it  reg- 
ulates the  securities  sales  activities  of  banks? 

Mr.  LUDWIG.  We  very  much  view  our  role  as  one  of  protecting  the 
consumer,  as  well  as  protecting  the  safety  and  soundness  of  the  in- 
stitution. We  view  that  as  one  of  our  responsibilities  and  we  intend 
to  take  it  seriously. 

Mr.  MooRHEAD.  In  carrying  out  your  role,  how  do  you  describe 
this  role  and  your  responsibilities  when  you  seek  the  protection  of 
depositors? 

Mr.  LuDWiG.  In  this  area,  we  have  tried  to  deal  with  the  problem 
in  a  variety  of  different  steps.  Using  our  examiner  force  and  our 
examiner  guidance  will  help  tremendously  to  ensure  that  the  prop- 
er disclosures  are  made  and  to  take  action  when  they  are  not.  In 
terms  of  getting  the  industry  groups  together,  I  take  some  pride 
that  for  the  first  time,  they  are  coming  together,  issuing  a  policy- 
level  statement  themselves  and  in  getting  that  out  to  the  institu- 
tions that  are  their  members. 

We  have,  as  I  said,  issued  brochures  that  some  of  the  consumer 
organizations  themselves  have  distributed  and  some  of  the  banks 
have  distributed,  so  that  we  are  trying  to  deal  with  this  problem 
in  a  variety  of  different  ways  that  we  believe  will  be  effective. 

Mr.  MooRHEAD.  Is  there  a  conflict  between  OCC's  role  as  an  in- 
vestor protector  and  the  role  of  protector  of  the  depositor?  Are  the 
depositors  better  off  as  the  bank  makes  profits  from  selling  mutual 
funds  and  so  forth,  and  yet  to  protect  the  role  of  the  investor 
maybe  slightly  a  different  role?  They  do  not  care  whether  the  bank 
makes  a  profit,  they  care  whether  what  they  buy 

Mr.  LuDWiG.  One  of  the  things  that  makes  banks  sound,  seems 
to  me,  is  the  consumer  belief  that  they  are  institutions  of  integrity. 
I  cannot  imagine  having  a  safe  and  sound  banking  organization 
that  does  not  treat  its  customers  in  an  appropriate  fashion.  So,  I 
think  that  the  safety  and  soundness  of  the  institution  are  genu- 
inely linked  to  their  role  as  living  up  to  appropriate  consumer  pro- 
tection standards. 

Mr.  MOORHEAD.  Does  the  OCC  believe  that  the  same  information 
that  is  available  for  the  depositors  should  also  be  made  available 
to  the  investors? 

Mr.  LuDWiG.  We  certainly  have  focused  on  making  available  to 
investors  information  and  disclosures.  I  would  like  to  reserve  on 
that  question,  in  the  sense  that  we  certainly  want  full  disclosure 
for  investors  and  depositors.  There  is  no  reason  I  can  imagine  why 
you  would  not  want  to  give  the  same  kinds  of  information  to  both, 
as  long  as  the  proper  disclosures  are  carefully  made  so  there  is  no 
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confusion.  I  want  to  think  about  that  question  a  Httle  more  and 
submit  additional  information  to  you. 

Mr.  MoORHEAD.  Under  the  proposed  transaction,  Mellon  will  ac- 
quire Dreyfus  as  a  subsidiary  of  the  bank,  not  as  a  subsidiary  of 
the  bank  holding  company.  I  understand  that  this  means  the 
Comptroller  of  the  Currency  will  rule  on  the  application,  instead  of 
the  Federal  Reserve  Board.  What  are  the  implications  of  this,  in 
terms  of  the  safeguards  that  might  be  found  in  one  structure  but 
not  in  the  other? 

Mr.  LUDWIG.  There  are  burdens  and  benefits  to  the  use  of  these 
structures,  and  they  all  have  to  be  examined  very  carefully.  One 
of  the  advantages  to  an  operating  sub  of  the  bank  is  that  the  cap- 
ital and  income  flow  into  the  bank  and  are  consolidated  with  the 
banks,  so  that  the  bank  has  a  call  on  the  capital  to  a  degree  where 
it  is  appropriate,  and  it  also  has  the  income  stream.  There  are  a 
variety  of  benefits  that  flow  from  that  in  terms  of  the  bank's  safety 
and  soundless,  and  the  safety  and  soundness  of  the  whole  entity. 
In  addition,  because  the  banks  have  consumer  responsibilities  aris- 
ing out  of  the  Community  Reinvestment  Act,  there  are  other  bene- 
fits that  accrue  to  the  community. 

There  are  issues  here.  There  are  issues  of  separateness.  There 
are  issues  of  protection,  both  of  the  bank  and  of  the  subsidiary, 
that  have  to  be  dealt  with.  There  are  differences.  We  intend  to  look 
at  these  differences  very  closely  to  make  sure  there  is  protection 
before  we  approve  these  applications,  and  where  conditions  can  re- 
solve any  difficulties,  we  will  do  that. 

Mr.  MooRHEAD.  It  seems  that  banks  have  been  dealing  with  mu- 
tual funds  in  one  way  or  the  other  for  some  time  now.  You  have 
been  monitoring  that  activity  to  a  great  extent.  Is  there  anything 
unique  about  the  arrangement  we  will  find  with  this  merger  that 
is  different  or  presents  new  problems  that  you  have  not  seen  be- 
fore? 

Mr.  LuDWiG.  As  I  said  earlier  to  Congressman  Schaefer,  each  ap- 
plication presents  its  own  particular  set  of  issues  that  have  to  be 
carefully  looked  at.  In  the  main,  these  activities  have  been  ap- 
proved for  banks  and  operating  subsidiaries.  Although  we  have  to 
take  these  transactions  very  seriously,  these  transactions,  at  the 
same  time,  in  the  main,  these  kinds  of  activities  have  been  ap- 
proved for  banks  and  operating  subsidiaries. 

Mr.  MooRHEAD.  I  see  the  red  light  has  come  on,  so  I  yield  back 
the  balance  of  my  time. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman.  Mr.  Ludwig,  wel- 
come to  the  subcommittee.  Now,  what  language  in  your  statute 
specifically  requires  you  to  protect  investors? 

Mr.  Ludwig.  We  have  general  chartering  responsibility,  in  terms 
of  these  chartered  entities,  meeting  the  convenience  and  needs  of 
the  community. 

Mr.  DiNGELL.  You  are  telling  me  you  have  no  specific  powers  or 
direction  to  protect  investors  on  securities  that  are  sold  out  of  the 
banks? 

Mr.  Ludwig.  No,  sir.  I  do  not  believe  that 

Mr.  DiNGELL.  What  specific  statutory  authority  do  you  have  on 
that? 

Mr.  Ludwig.  In  12  USC  1818 
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Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LUDWIG.  In  12  USC  1818,  which  are  enforcement  authorities, 
we  have  broad  responsibiUties  to  enforce  in  order  to  protect  the 
safety  and  soundness  of  the  institution.  As  I  mentioned  before,  we 
believe  that  that  safety  and  soundless  responsibility  also  requires 
us  to  make  sure  that  customers  are  well-protected. 

Mr.  DiNGELL.  Now,  tell  me  what  12  USC  1818  does.  It  goes  to 
unsafe  and  unsound  banking;  does  it  not? 

Mr.  LuDWiG.  It  also  requires,  sir,  that  we  must  make  sure  the 
banks  comply  with  all  laws,  including  the  fraud  laws. 

Mr.  DiNGELL.  All  the  laws,  including  fraud? 

Mr.  LuDWiG.  Including 

Mr.  DiNGELL.  So,  a  bank  cannot  commit  fraud? 

Mr.  LuDWiG.  A  bank  cannot  violate  any  laws.  If  it  does,  we- 


Mr.  DiNGELL.  Now,  tell  me  where  that  has  been  construed  by 
yourself  or  by  the  courts  to  relate,  let's  say,  to  bad  advice  to  inves- 
tors, or  where  it  has  been  construed  to  relate  to  inadequate  super- 
vision of  employees  or  broker-dealers  who  are  employed  within  the 
bank?  Has  that  ever  happened? 

Mr.  LuDWiG.  Part  9  of 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  Part  9  of  our  regulations,  which  deal  with 

Mr.  DiNGELL.  I  am  asking  you  about  the  statute. 

Mr.  LuDWiG.  I — the 

Mr.  DiNGELL.  Where  is  that? 

Mr.  LuDWiG.  Part  9  places  a  variety  of  fiduciary  respon- 
sibilities ON  BANKS. 

Mr.  DiNGELL.  Is  that  with  regard  to  depositors,  or  is  that  with 
regard  to  any  person  with  whom  the  bank  does  business? 

Mr.  LuDWiG.  That  is  with  regard  to  people  who  do  business  with 
the  bank  in  a  fiduciary  capacity. 

Mr.  DiNGELL.  Have  you  ever  used  12  CFR  Part  9  to  protect  an 
investor  in  a  mutual  fund  or  a  purchaser  of  securities  from  a  bank? 

Mr.  LuDWiG.  We  have  used  that  regulation  in  terms  of  the  pro- 
tection of  trust  customers  and  other  customers  who  deal  with  the 
bank  in  its  fiduciary  capacity.  We  believe  that  when  a  bank  en- 
gages in  a  mutual  fund  activity,  it  is  dealing  with  the  customer  in 
a  fiduciary  capacity.  So,  Part  9  applies  to  the  bank's  activities. 
Now,  we  can  use  our  Part  9  and  our  1818  authorities,  in  terms  of 
enforcement  in  the  mutual  fund  area. 

Mr.  DiNGELL.  Well,  let's  talk  about  the  average  bank  mutual 
fund  investor.  Is  he  a  sophisticated  investor  or  an  unsophisticated 
investor? 

Mr.  LUDWiG.  I  am  sure  that  there  are  bank  mutual  fund  cus- 
tomers that  run  the  gamut  of  sophistication. 

Mr.  DiNGELL.  He  is  also  quite  often  a  person  of  modest  income? 

Mr.  LuDWiG.  There  is  no  distinction  in  terms  of  banks  serving 
customers,  whether  or  not  they  are  of  high  or  low  income. 

Mr.  DiNGELL.  Now,  trusts 

Mr.  LUDWiG.  I  would  imagine  that  there  are  certainly  those  that 
serve \ 

Mr.  DiNGELL.  Trusts,  however,  are  typically  the  province  of  the 
wealthy;  isn't  that  right?  , 
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Mr.  LUDWIG.  Trusts  can  be  the  province  of  the  wealthy,  or  they 
can  be  a  method 

Mr.  DiNGELL.  They  usually  are,  aren't  they? 

Mr.  LuDWiG.  It  is  more  common  that  people  of  some  means  use 
trusts. 

Mr.  DiNGELL.  Banks  usually  do  not  like  to  piddle  around  with 
small  trusts;  they  like  the  bigger  ones,  don't  they? 

Mr.  LuDWiG.  Well,  sir,  I  think  that,  if  you  look  at  the  banks  in 
this  country,  there  are  about  14,000  depositories,  and  some  of  these 
institutions  are  really  quite  small.  Some  of  them  are  $15,  $20  mil- 
lion institutions  in  small  towns  that  deal  in  small  loans,  and  in  a 
variety  of  relationships,  with  customers  of  very  small  means. 

Mr.  DiNGELL.  So,  you  are  telling  me  that  you  have  used  these 
powers  in  connection  with  the  trust  activities  of  the  bank?  Have 
you  ever  used  it  with  regard  to  misrepresentations  connected  with 
the  sale  of  mutual  funds  or  securities? 

Mr.  LuDWiG.  As  I  mentioned,  the  mutual  fund  activity  was  going 
on  in  the  banks  long  before  I  became  Comptroller. 

Mr.  DiNGELL.  I  know  that.  That  is  why  I  am  asking  you  have  you 
ever  used  these  powers  in  connection  with  misrepresentations  or 
other  misbehaviors  in  connection  with  mutual  fund  sales? 

Mr.  LuDWiG.  I  cannot  answer  that  question  because  I  do  not 
know  the  answer,  but  I  will  get  back  to  you  in  writing  for  submis- 
sion to  the  record. 

Mr.  DiNGELL.  You  are  telling  us  that  you  cannot  recall  any  in- 
stance where  you  have  done  that;  is  that  right? 

Mr.  LUDWiG.  Well,  I  have  been  in  office  11  months.  As  I  have 
said,  we  intend  to  be  very  aggressive  in  this  area,  and  we  certainly 
intend  to  use  these  powers  on  a  going-forward  basis  in  the  mutual 
fund  area  where  there  may  be  violations. 

Mr.  DiNGELL.  So,  what  you  are  telling  us  now  is  that  you  cannot 
recall  any  instance  in  which  the  Office  of  the  Comptroller  of  the 
Currency  has  taken  such  action.  Can  you  tell  us  of  any  instance 
where  you  have  sanctioned  a  bank  or  taken  direct  regulatory  action 
against  a  bank  for  their  failure  to  adequately  and  properly  protect 
the  investor  or  the  consumer  in  connection  with  the  sale  of  mutual 
funds? 

Mr.  LuDWiG.  Well,  I  can  say  that,  over  the  last  11  months,  as 
we  have  been  beginning  to  review  banks  under  our  new  approach 
to  mutual  fund  guidance 

Mr.  DiNGELL.  You  are  describing  a  new  approach,  but  I  am  ask- 
ing you  about  history. 

Mr.  LuDWiG.  We  have  not 

Mr.  DiNGELL.  Mr.  Ludwig 

Mr.  Ludwig.  Excuse  me. 

Mr.  DiNGELL. You  are  a  highly-intelligent  man,  and  you  are  very 
sophisticated,  and  you  are  the  head  of  a  major  Agency.  I  am  just 
a  poor  Polish  lawyer,  and  all  I  am  trying  to  do  is  to  get  you  to  give 
me  a  yes  or  no  answer.  Have  you  ever  sanctioned  or  has  your 
Agency  ever  sanctioned  any  bank  for  any  impropriety  in  connection 
with  mutual  fund  sales? 

Mr.  LuDWiG.  I  guess,  number  one 

Mr.  DiNGELL.  Just,  yes,  you  have,  or  no,  you  have  not,  or  you  do 
not  know. 


303 

Mr.  LuDWiG.  We  have,  in  fact,  required  banks  who  are  selling 
mutual  funds  to  change  their  practices  within  the  last  year. 

Mr.  DiNGELL.  That  is  not  a  sanction,  is  it?  A  sanction  is  where 
you  punish  someone  for  wrongdoing.  Now  that  we  understand  that, 
have  you  ever  sanctioned  a  bank  for  improprieties  in  connection 
with  mutual  fund  sales? 

Mr.  LuDWiG.  I  will  have  to  get 

Mr.  DiNGELL.  Yes,  you  have  or  no,  you  have  not,  or  you  do  not 
know? 

Mr.  LuDWiG.  No. 

Mr.  DiNGELL.  Which  of  the  three? 

Mr.  LuDWiG.  I  do  not  know  the  answer  to  that  question. 

Mr.  DiNGELL.  Very  good.  Let  us  then  proceed. 

Yesterday  we  heard  a  number  of  examples  about  how  banks  cur- 
rently are  not  being  candid  with  consumers  in  ads,  brochures  and 
sales  pitches.  Potential  buyers  are  not  being  told  that  mutual  funds 
are  not  being  covered  by  FDIC  insurance.  In  other  cases,  the  dis- 
claimers regarding  FDIC  insurance  are  put  out  in  tiny  print  as  a 
footnote  in  the  brochure.  At  other  times,  there  is  a  deliberate  at- 
tempt to  make  SIPC  insurance  look  like  a  substitute  for  FDIC  in- 
surance. These  and  similar  practices  have  led  to  consumer  confu- 
sion and  have  resulted  in  consumers  taking  money  out  of  insured 
instruments,  such  as  certificates  of  deposit,  and  putting  them  into 
what  they  believed  were  insured  money  market  funds.  Can  you  cite 
any  instance  in  which  you  have  taken  regulatory  action  against 
these  types  of  practices? 

Mr.  LuDWiG.  Mr.  Chairman 

Mr.  DiNGELL.  Either  you  have  taken  such  action  or  you  have  not. 
Which  is  the  case? 

Mr.  LUDWiG.  Mr.  Chairman,  since  I  have  been  in  office,  for  11 
months,  we  have 

Mr.  DiNGELL.  Beloved  friend,  11  months  is  enough  to  know 
whether  you  have  taken  sanctions  or  whether  you  have  taken  ac- 
tions on  this  kind  of  misbehavior.  You  have  known  for  some  time 
that  you  were  going  to  be  before  this  subcommittee  and  I  assume 
you  prepared  for  it. 

I  assume  that,  if  you  had  a  story  to  tell  us  about  your  action  and 
the  action  of  your  Agency  in  connection  with  misbehavior  of  this 
sort,  you  would  have  been  ready  to  tell  us. 

Now,  am  I  incorrect  in  that  assumption  or  not? 

Mr.  LuDWiG.  Sir,  we  have  been  active  in  this  area,  but  we  have 
not 

Mr.  DiNGELL.  Let  me  just  ask  you- 


Mr.  LuDWiG  [continuing].  We  have  not  taken  sanctions  during 
my  term  thus  far  against 

Mr.  DiNGELL.  Well,  has  any  such  sanction  ever  been  taken  dur- 
ing the  career  of  your  predecessor? 

Mr.  LuDWiG.  Let  me  say  this — that  there  were,  last  year,  14 
consumer  complaints;  15,000  complaints  came  into  our  office  about 
banks  in  the  last  year  and  14  involved  mutual  funds.  We  became 
involved  in  seven  of  the  transactions  and  sent  a  letter  to  the 
bank — for  seven  of  the  transactions,  there  was  restitution  or  they 
were  unwound.  Now,  we  did  not  take  a  sanction  in  a  formal 

Mr.  DiNGELL.  Would  you  make  those 
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Mr.  LUDWIG  [continuing].  Sense;  but,  in  fact,  those 
transactions 

Mr.  DiNGELL.  Would  you  make  those  complaints  to  which  you 
have  just  alluded  available  to  the  committee? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Together  with  a  statement  on  what  action  you 
have  taken? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Now,  let's  look  at  this.  $2  billion  a  week  is  going 
into  mutual  funds,  and  two  billion  is  going  into  purchase  of  bank- 
managed  or  operated  mutual  funds.  Now,  in  11  months,  that 
means  that  you  have  seen  approximately  $100  billion  in  sales  since 
you  took  office.  Is  that  a  fair  number? 

Mr.  LuDWiG.  I  can  get  back  to  you  on  the  number.  I  am  not  cer- 
tain there  had  been  that  much  in  terms  of  sales  of  bank  mutual 
funds,  but  I  can  get  back  to  you  on  the  exact  number.  I  do  not 
know  the  exact  number. 

Mr.  DiNGELL.  That  is  just  mutual  funds.  Now,  in  your  concluding 
remarks,  Mr.  Ludwig,  you  say  this:  "The  rapid  growth  in  bank 
sales  of  mutual  funds  also  raises  a  number  of  serious  policy  issues 
that  regulators  and  the  banking  industry  need  to  address.  Bank 
mutual  fund  operations  must  incorporate  adequate  customer  pro- 
tections and  safeguard  against  conflicts  in  interest."  Do  you  agree 
with  that  statement? 

Mr.  Ludwig.  I  certainly  agree  with  that  statement. 

Mr.  DiNGELL.  Now,  what  specific  actions  have  you  taken  against 
conflicts  of  interest  by  bank  sellers  of  mutual  funds  or  their  em- 
ployers? Do  you  have  in  place  a  rule  against  frontrunning?  You 
know  what  frontrunning  is,  don't  you? 

Mr.  Ludwig.  I  understand  what  frontrunning  is. 

Mr.  DiNGELL.  Do  you  have  a  rule  in  place  against  frontrunning? 

Mr.  Ludwig.  We  have  rules  in  place  against  frontrunning. 

Mr.  DiNGELL.  What  are  those  rules,  please? 

Mr.  Ludwig.  That  is  in  our  Part  9  of  our 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.In  Part  9  of  our  regulations.  We  will  provide 

Mr.  DiNGELL.  Part  9? 

Mr.  Ludwig.  We  will  provide  you  with  that. 

Mr.  DiNGELL.  Will  you  submit  that  to  us,  for  purposes  of  the 
record,  so  we  can  know  what  that  is? 

Mr.  Ludwig.  Yes.  Excuse  me.  I  was  corrected.  It  is  Part  12,  not 
Part  9  of  the  regulations.  Part  12. 

Mr.  DiNGELL.  Do  you  have — well,  let's  read  Part  12.  Part  12,  the 
headline  of  it  says:  "Record-keeping  and  Confirmation  Require- 
ments for  Securities  Transaction."  Where  is  frontrunning  in  there? 

Mr.  Ludwig.  We  were 

Mr.  DiNGELL.  Where  is  frontrunning  in  there? 

Ms.  Broadman.  If  I  could  just  add?  There  is  a- 


Mr.  DiNGELL.  I  have  a  hard  time  hearing  you,  so  you  are  going 
to  have  to  speak  up,  Ms.  Broadman. 

Ms.  Broadman.  Please  let  me  know  if  you  cannot  hear  me.  Can 
you  hear  me  now? 

There  is  a  provision  in  our  regulations  that  requires  bank  em- 
ployees who  are  providing  advice  to  disclose  all  of  their  personal 
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trades  to  the  bank  so  that  the  bank  can  monitor  this  for 
frontrunning. 

Mr.  DiNGELL.  Where  is  that? 

Ms.  Broadman.  I  am  sorry,  I  do  not  have  Part  12.  If  I  could  look 
at  that,  I  could  find  it  for  you  quickly.  It  is  toward  the  end. 

Mr.  DiNGELL.  Well,  does  this  prohibit  conflict  of  interest?  Does  it 
specifically  address  the  question  of  frontrunning? 

Ms.  Broadman.  Well,  banks 

Mr.  DiNGELL.  Yes,  it  does,  or  no,  it  does  not?  Please — I  do  not 
have  time  for  this. 

Ms.  Broadman.  OK.  Yes.  Let  me  explain. 

Mr.  DiNGELL.  It  does  prohibit  frontrunning  or  it  does  not?  Yes, 
it  does,  or  no  it  does  not. 

Ms.  Broadman.  OK. 

Mr.  DiNGELL.  Now,  which  answer  do  you  choose? 

Ms.  Broadman.  Yes,  if  you  are  talking  about  frontrunning,  which 
constitutes  a  breach  of  fiduciary  duty. 

Mr.  DiNGELL.  How  does  it  prohibit  frontrunning? 

Ms.  Broadman.  OK.  Banks  who  are  providing  investment  advice 
have  fiduciary  duties.  They  are  subject  to  Part  9.  They  cannot  en- 
gage in  conflicts  of  interest.  We  have  provisions  that  prohibit  them 
from  engaging  in  activities  that  represent  a  conflict  of  interest.  We 
also  require  full  disclosure  of  their  personal  trading  activities,  so 
that  the  banks  and  the  examiners  can  monitor  and  pick  up  activi- 
ties that  represent  conflicts. 

Mr.  DiNGELL.  You  do  not  remember  where  this  rule  or  regulation 
is,  do  you? 

Ms.  Broadman.  If  you  would  give  me  Part  12,  if  I  may  approach, 
I  would  be  happy  to  find  it. 

Mr.  DiNGELL.  All  right.  Now,  what  do  you  have  that  would  pro- 
hibit a  specific  confiict  of  interest  of  selling  a  stock  in  a  mutual 
fund  in  which  that  employee  would  have  some  interest?  Where  is 
that  in  the  rules  or  regulations? 

Mr.  LUDWIG.  That  would  be  in  Part  9. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  That  would  be  in  Part  9. 

Mr.  DiNGELL.  Part  9?  Now,  what  is  the 

Mr.  LuDWiG.  Part  12  deals  with  the  disclosure  of  the  employee, 
and  Part  9  deals  with  the  fiduciary  responsibilities. 

Mr.  DiNGELL.  There  is  a  big  difference  between  disclosure  and  a 
specific  prohibition,  is  there  not?  You  are  telling  me  that  they  are 
required  to  disclose? 

Mr.  LUDWiG.  Part 

Mr.  DiNGELL.  You  are  not  telling  me  that  there  is  a  specific  pro- 
hibition there.  Now,  what  are  your  rules  with  regard  to  supervising 
the  employees?  Let  me  read  you  the  language  here.  It  says:  "Ex- 
cluded from  this  requirement  are  transactions  for  the  benefit  of  the 
officer  or  the  employee  over  which  the  officer  or  employee  has  no 
direct  influence  or  control,  transactions  in  mutual  fund  shares  or 
U.S.  Government  or  Federal  agency  obligations,  and  all  trans- 
actions involving  in  the  aggregate  $10,000  or  less  during  the  cal- 
endar quarter."  So,  mutual  funds  are  specifically  by  your  language, 
not  ours,  excluded. 

Mr.  LuDWiG.  I  do  not  believe  that  is  the  case. 
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Mr.  DiNGELL.  Well  it  is  your  regulation.  Do  you  want  to  go  home 
and  change  it  or  do  you  want  to  read  me  something  that  tells  me 
they  are  not  excluded? 

Mr.  LUDWIG.  Every  person  who  sells  a  mutual  fund  is  covered  as 
a  fiduciary  under  Part  9,  and  they  simply  cannot  breach  their  fidu- 
ciary responsibilities. 

Mr.  DiNGELL.  Well,  now,  let  me  ask  you  a  different  question.  It 
also  says  all  transactions  which  in  aggregate  are  less  than  $10,000 
during  the  quarter.  Now,  a  lot  of  people  will  have  mutual  funds 
transactions  which  will  be  less  than  $10,000.  Are  they  excluded? 
Does  a  little  guy  who  runs  in  and  buys  $2,500  worth  of  mutual 
funds  every  quarter,  is  he  covered  by  that  regulation  or  is  he  not? 

Ms.  Broadman.  Just,  as  a  point  of  clarification 

Mr.  DiNGELL.  Pardon? 

Ms.  Broadman.  As  a  point  of  clarification,  my  understanding  of 
the  regulation — I  am  a  little  handicapped  because  I  do  not  have  it 
in  front  of  me — is  that  it  applies  to  personal  trades  in  the  securities 
that  the  mutual  fund  would  be  buying  and  selling,  because  that  is 
how  the  conflicts  come  up,  or  an  individual  goes  out  and  they  buy 
a  particular  security,  then  they  recommend  to  the  mutual  fund 
that  the  mutual  fund  purchase  that  security  in  order  to  enhance 
their  investment.  That  is  our  understanding  of  frontrunning. 

Mr.  DiNGELL.  Well,  he  could 

Ms,  Broadman.  So,  it  would  involve  large  transactions  in  the  se- 
curity of  over  $10,000,  but  the  mutual  fund  exception  would  not 
apply  to  his  purchase  of  the  underlying  securities. 

Mr.  DiNGELL.  Well,  there  is  a  credit  here  to  the  bank.  Do  they 
have  to  report  it  to  the  bank?  Do  they  have  to  report  it  to  the 
comptroller?  Do  they  have  to  report  it  to  the  SEC?  Do  they  have 
to  report  it  to  the  other  bank  regulators? 

Mr.  LuDWiG.  One  thing  is  worth  making  a  distinction  here? 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  One  thing  is  worth  making  a  distinction  here,  sir. 
That  is  that,  in  terms  of  the  bank  officer's  sale  of  mutual  fund 
shares  to  individuals,  that  is  covered  by  Part  9,  in  terms  of  his  con- 
flict of  interest  and  responsibilities,  irrespective  of  the  amount. 
These  provisions  deal  expressly  with  the  employee's  own  self-deal- 
ing and  disclosure  and  his  own  trades.  That  is  to  say,  when  an  em- 
ployee is  selling  investment  products  to  individuals,  the  Part  9  pro- 
visions apply,  irrespective  of  amount. 

Ms.  Broadman.  Let  me  also  answer  your  question  in  terms 
of 

Mr.  DiNGELL.  Does  Part  9 — I  am  sorry,  go  ahead. 

Ms.  Broadman.  The  disclosure  obligations  under  Part  12  are  to 
the  bank.  The  employee  has  to  disclose  the  information  to  the 
bank. 

Mr.  DiNGELL.  OK.  He  does  not  have  to 

Ms.  Broadman.  When  our  examiners  go  in  and  examine  the 
bank,  those  are  the  records  that  they  would  look  at  in  order  to 
identify  abusive  practices. 

Mr.  DiNGELL.  What  about  the  SEC?  He  has  not  a  responsibility 
to  disclose  these  matters  to  the  SEC? 

Mr.  LuDWiG.  He  might  if  he  were  an  employee  of  a  subsidiary 
of  the  bank. 
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Mr.  DiNGELL.  That  is  only  if  the  subsidiary  is  registered  with  the 
SEC,  isn't  that  right? 

Ms.  Broadman.  That  is  correct. 

Mr.  LUDWIG.  That  is  correct. 

Mr.  DiNGELL.  Now,  does  the  SEC  have  any  power  to  go  in  and 
to  look  at  these  statements  of  conflict  of  interest  on  the  part  of  the 
employee? 

Mr.  LuDWiG.  They  certainly  do  in  the  case  of  a  registered  sub- 
sidiary. 

Mr.  DiNGELL.  If  it  is  registered  with  the  SEC,  they  do;  is  that 
right? 

Mr.  LuDWiG.  That  is  correct. 

Mr.  DiNGELL.  If  it  is  not  registered  with  SEC,  do  they? 

Ms.  Broadman.  My  understanding  is  they  do  not  because  the  in- 
dividual would  be  subject  to  our  jurisdiction,  and  we  would  be  the 
Agency  that  would  take  an  action  against  that  individual  for 
breach  of  fiduciary  duty. 

Mr.  DiNGELL.  Well,  what  you  are  telling  me  is,  if  they  are  not 
registered  with  the  SEC  they  cannot  go  in  and  look,  the  SEC  does 
not  get  this  information,  do  they? 

Ms.  Broadman.  Well,  we  have  been 

Mr.  DiNGELL.  Now,  this  individual  is  marketing  a  security  which 
is  regulated  by  the  SEC,  but  they  cannot  go  in  and  find  out  who 
is  sheltered  by  this  exclusion  which  you  have  in  place  in  your  regu- 
lations. The  SEC  has  no  way  of  going  in  and  finding  out  whether 
this  is  going  on. 

Mr.  LuDWiG.  We,  in  fact,  make  referrals  to  the 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  We,  in  fact,  make  referrals  to  the  SEC,  and 

Mr.  DiNGELL.  Do  you  make  referrals  in  all  cases? 

Mr.  LuDWiG.  In  terms 

Mr.  DiNGELL.  Do  you  routinely  make  referrals  in  all  cases  where 
you  find  this  going  on? 

Mr.  LUDWiG.  I  cannot  give  you  an  answer  to  that  question. 

Mr.  DiNGELL.  As  a  matter  of  fact,  can  you  tell  me  you  do? 

Mr.  LuDWiG.  Well,  let  me  say,  sir,  since  I  have  taken  office,  we 
have  developed  a  cooperative  working  relationship 

Mr.  DiNGELL.  Friend,  would  you  just  humor  me  and  answer  my 
question?  Have  you  ever  referred  any  of  these  matters  to  the  SEC? 

Mr.  LuDWiG.  I  will  have  to  get  back  to  you  on  that  question. 

Mr.  DiNGELL.  In  other  words,  you  are  unaware  of  any  instance 
in  which  you  have  referred  these  matters  to  the  SEC?/ 

Mr.  LuDWiG.  I  know  we  have  engaged  in  a  reasonable  amount  of 
cooperative  activity  in  which  we  have  referred  a  number  of  matters 
to  the  SEC.  I  cannot  be  certain  of 

Mr.  DiNGELL.  What  is  a  "reasonable  amount  of  cooperative  activ- 
ity"? Does  that  constitute  drawing  up  a  memorandum  of  under- 
standing to  have  an  agreement  with  the  SEC  that  you  will  refer 
all  matters  of  this  sort  to  the  SEC  so  that  they  can  find  out  wheth- 
er somebody  is  frontrunning  and  engaging  in  a  conflict  of  interest 
or  some  practice  of  that  sort?  How  about  on  insider  trading?  Do  you 
have  any  requirements  with  regard  to  reporting  to  the  SEC?  Does 
the  SEC  have  any  authority  to  go  in  and  to  inquire  of  a  bank  em- 
ployee who  might  make  this  report  to  his  superior? 
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Mr.  LUDWIG.  Where  there  are  the  fraud  provisions  involved,  the 
SEC  has  jurisdiction. 

Mr.  DiNGELL.  The  SEC  has  jurisdiction  in  fraud  only. 

Mr.  LuDWiG.  Moreover,  let  me  say  we  have  a  number  of  inves- 
tigations currently  underway  with  the  SEC. 

Mr.  DiNGELL.  Now,  how  does  the  SEC  know  whether  there  is 
fraud  if  the  matter  is  not  reported  to  them — if  you  do  not  report 
it  to  the  SEC?  Let's  take  the  well-known  case  of  Dennis  Levine — 
insider  trading.  Let's  say  Dennis  Levine  had  been  an  employee  of 
a  bank  instead  of  having  been  an  employee  of  a  broker-dealer.  The 
bank  would  have  had  no  authority  and  no  requirement  to  refer  this 
to  the  SEC.  You  have  told  us  you  have  not  any  awareness  of  any 
instance  in  which  that  matter  had  been  referred  to  the  SEC  either 
by  your  Agency  or  by  the  bank. 

Mr.  LuDWiG.  My  staff  may  be  aware  of  it.  In  fact,  we  have 

Mr.  DiNGELL.  My  question  to  you  is 

Mr.  LuDWiG  [continuing].  Referred  cases  to  the  SEC  of  this  type, 
and  we  will  provide  that  information. 

Mr.  DiNGELL  [continuing].  Given  that  circumstance,  how  would 
Dennis  Levine  have  ever  been  caught  in  what  became  one  of  the 
largest  scandals  in  the  American  history  of  securities — the  Dennis 
Levine-Boesky-Milken  scandal? 

Mr.  LuDWiG.  Well 

Mr.  DiNGELL.  That  behavior  would  have  been  sheltered  beau- 
tifully behind  your  regulation. 

Mr.  LuDWiG.  Well,  sir,  we  have  a  different  supervisory  mecha- 
nism than  the  SEC,  but  we  have  a  very  active  supervisory  mecha- 
nism, in  which  we  have  literally  thousands  of  supervisors.  We  take 
our  responsibilities  very  seriously,  in  terms  of  using  the  resources 
of  the  Federal  Government 

Mr.  DiNGELL.  Beloved  friend,  I  am  not  asking  you  about  the  won- 
derful sincerity  of  all  of  these  good-hearted  bankers  and  employees 
of  yours.  I  am  asking  you  about  rascals  who  want  to  screw  the  pub- 
lic or  screw  some  unfortunate  investor.  I  am  dealing  with  a  very 
particular  instance  which  could  be  very  very  large,  because  it  could 
involve  not  just  taking  the  widow  Goodbody  to  the  cleaners,  but  it 
might  involve  the  manipulation  of  the  markets  and  the  whole 
structure  of  the  financial  integrity  of  the  financial  markets  in  this 
country.  I  am  just  asking  you  do  you  have  any  routine  way  of 
transferring  this  information  to  the  SEC?  Have  you  transferred 
this  information?  Do  you  have  any  rules  or  regulations  requiring 
that?  Does  it  get  transferred  to  you?  How  do  you  know  that  under 
this  regulation  the  banks  are  going  to  in  fact  receive  the  informa- 
tion or  make  it  available  to  you  and  what  coordination  do  you  have 
to  deal  with  the  SEC? 

Ms.  Broadman.  We  have  a  policy  of  referring  to  the  SEC  poten- 
tial violations  of  law  that  we  find  that  are  within  their  jurisdiction. 
That  policy  is  reflected  in  a  policy  statement  which  we  will  be 
happy  to  submit  for  the  record.  In  addition,  we  have  made  referrals 
to  the  SEC  where  we  have  found  insider  trading. 

Mr.  DiNGELL.  Well,  I  am  delighted  to  hear  that.  Now,  in  how 
many  instances  have  you  made  such  referrals  to  the  SEC? 

Ms.  Broadman.  I  do  not  have  the  numbers. 

Mr.  DiNGELL.  Have  you  ever  done  it? 
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Mr.  LUDWIG.  Yes. 

Ms.  Broadman.  Yes. 

Mr.  DiNGELL.  You  have? 

Mr.  LUDWiG.  Yes. 

Mr.  DiNGELL.  When  did  you  do  it? 

Mr.  LuDWiG.  We  will  provide  that  for  the  record. 

Mr.  DiNGELL.  Would  you  submit  to  us  all  instances  in  which  that 
has  been  done? 

Mr.  LUDWiG.  Absolutely. 

Mr.  DiNGELL.  Well,  the  Chair  has  got  to  adjourn  the  hearing 
briefly  because  we  have  a  vote  on  the  journal  to  which  I  must  go. 
I  will  return  here  in  approximately  15  minutes.  So,  we  will  recon- 
vene then  at  25  minutes  after.  The  committee  stands  in  recess 
until  that  time. 

[Brief  recess.] 

Mr.  DiNGELL.  The  subcommittee  will  come  to  order.  Mr.  Ludwig, 
welcome  back. 

When  you  met  with  the  staff  of  the  committee  last  week,  you 
were  asked  if  you  could  cite  an  instance  in  which  the  Comptroller 
or  the  Comptroller's  Office  had  taken  action  against  banks  for  mis- 
behavior with  regard  to  the  sales  of  securities.  You  told  the  staff 
at  that  time  that  you  could  recall  no  instance  of  that  or  were  un- 
aware of  any  and  that  you  were  going  to  inquire  into  that  matter 
to  fmd  out  whether  such  action  had  been  taken.  Can  you  tell  me 
if  you  have  inquired  and,  if  so,  what  your  findings  on  that  matter 
might  be? 

Mr.  Ludwig.  Well,  I  think,  as  we  mentioned  earlier,  we  have 
taken  action  in  some  securities  cases. 

Mr.  DiNGELL.  Would  you  tell  us,  please,  what  those  cases  might 
be? 

Mr.  Ludwig.  As  I  said  earlier,  I  would  be  pleased  to  submit  the 
answer  to  that  question  for  the  record. 

Mr.  DiNGELL.  Now,  do  these  matters  relate  to  investor  protec- 
tion? 

Mr.  Ludwig.  Yes. 

Mr.  DiNGELL.  Now,  when  you  say  bank  mutual  fund  operations 
must  incorporate  protections  and  safeguards,  what  you  are  really 
stating  is  that  they  do  not  exist  today,  is  that  right? 

Mr.  Ludwig.  Pardon  me,  sir?  I  did  not  hear  you. 

Mr.  DiNGELL.  When  you  say  bank  mutual  fund  operations  must 
incorporate  protections  and  safeguards,  what  you  are  really  saying 
is  they  do  not  exist  today,  is  that  right? 

Mr.  Ludwig.  I  do  not  understand  what  you  mean. 

Mr.  DiNGELL.  You  made  a  lengthy  comment  in  your  statement. 
You  said  "the  rapid  growth  of  banks'  sales  of  mutual  funds  must 
also  raise  a  number  of  serious  policy  issues  that  regulators  and  the 
banking  industry  need  to  address.  Mutual  fund  operations  must  in- 
corporate adequate  consumer  protections  and  safeguards  against 
potential  conflicts  of  interest." 

Now,  when  you  say  'Taank  mutual  funds  must  incorporate,"  what 
you  are  really  saying  is  they  do  not  exist  today,  isn't  that  so? 

Mr.  Ludwig.  No,  sir.  I  would  not  go  that  far.  That  is  to  say, 
clearly,  our  guidance,  BC-274,  has  been  out  since  July,  and  we 
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know  that  a  number  of  banks  do  in  fact  have  significant  disclo- 
sures, and  they  advise  their  customers 

Mr.  DiNGELL.  I  am  not  talking  about  what  the  banks  do.  Your 
mandates  to  the  bank  at  this  time  are  essentially  voluntary,  as  you 
have  said. 

Mr.  LUDWIG.  Oh,  they  are  not 

Mr.  DiNGELL.  What  I  am  asking  you  is  what  are  your  rules  and 
regulations  which  are  mandatory  in  character,  and  what  are  your 
statutory  powers  to  address  these  matters?  I  am  thinking  that 
what  you  are  telling  me  is  that,  neither  in  your  own  regulations, 
nor  in  the  practices  of  most  banks,  nor  in  your  basic  statutes  do 
those  protections  to  which  you  referred  in  your  statement  exist. 

Mr.  LuDWiG.  No,  sir.  Perhaps  I  have  not  been  clear.  The  guid- 
ance which  we  issued  last  July  is  enforceable  by  us,  and  we  expect 
it  to  be  followed. 

Mr.  DiNGELL.  This  is  what  we  are  trying  to  find  out. 

Mr.  LuDWiG.  Pardon  me? 

Mr.  DiNGELL.  Let  me  ask  you  about  protections  against  things 
like  frontrunning,  insider  trading  and  self-dealing.  You  say  they 
exist  in  Part  12? 

Mr.  LuDWiG.  In  terms  of  frontrunning  and  insider  trading,  we 
refer  to  these  as  Part  12  and  Part  9. 

Mr.  DiNGELL.  We  read  that  language  (Part  12)  and  we  do  not 
find  it.  Then  you  say  that  they  exist  in  Part  9.  We  read  those  provi- 
sions and  we  do  not  find  them  again.  I  am  trying  to  understand 
what  you  are  reading  there  that  I  am  reading  that  is  different,  or 
what  I  am  not  reading  that  I  should  be  reading.  Can  you  cite  the 
specific  language  of  those  sections? 

Maybe  Ms.  Broadman  can  do  that  for  us.  Having  a  discussion 
without  having  the  language  before  us  is  very  difficult.  Now,  Ms. 
Broadman,  you  have  a  copy  of  the  language.  Will  you  read  the  spe- 
cific language  that  affords  the  Office  of  the  Comptroller  of  the  Cur- 
rency these  powers  to  protect  investors? 

Ms.  Broadman.  OK.  I  think  the  first  statute  you  need  to  look  at 
is  12  use  section  1818,  which  gives  us  authority  to  bring  actions 
against  banks  that  engage  in  unsafe  and 

Mr.  DiNGELL.  That  gives  you  authority  to  do  what? 

Ms.  Broadman.  It  gives  us  authority  to  bring  actions  against 
banks  that  engage  in  unsafe  and  unsound  banking  practices.  We 
would  view  noncompliance  with  our  interagency  statement,  for 
example 

Mr.  DiNGELL.  Beloved  friend 

Ms.  Broadman  [continuing].  The  recommendation  of  unsuitable 
trades. 

Mr.  DiNGELL.  Let's  just  analyze  that.  It  says  unsafe  banking 
practices.  It  does  not  say  securities,  does  it? 

Mr.  LuDWiG.  We  would  view  this  practice  as 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  We  would  view  these  securities  practices  as  a  bank- 
ing practice. 

Mr.  DiNGELL.  How  do  you  do  that? 

Ms.  Broadman.  For  example,  let's  say  a  bank  was  to  recommend 
unsuitable  investments  to  a  customer.  That  is  something  that 
would  be  contrary  to  our  interagency  statement. 
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Mr.  DiNGELL.  It  would  be  contrary  to  what? 

Ms.  Broadman.  To  the  interagency  statement. 

Mr.  DiNGELL.  To  the  interagency  statement? 

Ms.  Broadman.  That  is  correct.  Our  interagency  statement 

Mr.  DiNGELL.  The  interagency  statement  is  a  list  of  voluntary 
practices,  is  it  not? 

Ms.  Broadman.  I  am  trying  to  explain  why  these  would  con- 
stitute unsafe  and  unsound 

Mr.  DiNGELL.  No,  no,  no,  beloved  friend.  I  am  trying  to  work 
with  you  as  we  do  this  together. 

Ms.  Broadman.  OK.  It  is  not  a  voluntary  statement.  Compliance 
with  the  interagency  guidelines  is  not  a  matter  of  voluntary  action. 
Failure  to  comply  with  our  interagency  statement,  in  our  view, 
could  constitute  an  unsafe  or  unsound  banking  practice,  for  which 
we  could  bring 

Mr.  DiNGELL.  Let's  read  your  language  then.  We  are  talking 
about  suitability  in  sales  practices,  that  is  paragraph  number  4  at 
page  12.  It  says:  "Depository  institution  personnel  involved  in  the 
selling  of  nondeposit  investment  products  must  adhere  to  fair  and 
reasonable  sales  practices  .  .  ." 

Mr.  LuDWiG.  Mr.  Chairman,  perhaps  I  could  answer  this  ques- 
tion for  you. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  Perhaps  I  could  answer  this  question  for  you. 

Mr.  DiNGELL.  Well,  before  you  do,  may  I  ask — "...and  be  subject 
to  effective  management  and  compliance  reviews  with  regard  to 
such  practices." 

Now,  what  are  the  "fair  and  reasonable  sales  practices,"  and  how 
are  they  defined,  and  on  what — on  what  power  that  you  have  to 
deal  with  these  questions  is  that  bottomed? 

Mr.  LUDWiG.  Perhaps  I  can  deal  with  this.  Our  supervisory 
mechanism  is  a  mechanism  that  involves  a  large  number  of  people 
in  banks  on  a  continual  basis.  They  are  in  the  largest  banks  in  this 
country  every  business  day  of  the  week.  They  are  actually  resident. 
In  terms  of  these  guidelines,  the  reason  we  issued  statements  and 
guidelines 

Mr.  DiNGELL.  This  large  number  of  people  you  have  got  in  there, 
those  are  examiners,  aren't  they? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  OK.  Now,  are  these  securities  specialists? 

Mr.  LuDWiG.  Our  examiners  are  trained  to — and  that  is  why 
these  examination  guidelines  are  so  important 

Mr.  DiNGELL.  Are  these 

Mr.  LuDWiG  [continuing].  Carry  out  those  guidelines  in  particu- 
lar. 

Mr.  DiNGELL.  Where  are  the  rules  and  regulations  under  which 
those  examiners  will  function  with  regard  to  assuring  the  "fair  and 
reasonable  sales  practices"  and  that  they  are  subject  to  effective 
management  and  compliance  reviews?  This  is  a  general  statement. 
Where  are  there  clear  instructions? 

Mr.  LuDWiG.  Let  me  explain  why  we  used  guidelines  originally. 
And  your  question  about  regulations  is  well-taken. 

Mr.  DiNGELL.  We  have  a  fairly  limited  amount  of  time.  I  would 
really  appreciate  it  if  you  would  respond  to  my  questions,  because 
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it  would  help  both  of  get  out  of  here  earlier.  Now,  here  is  the  NASD 
manual.  Are  you  familiar  with  this  document? 

Mr.  LUDWIG.  I  certainly  am.  We  have,  in  essence,  incorporated 
the  NASD  suitability 

Mr.  DiNGELL.  Do  you  have  anything  like  an  NASD  manual  with 
regard  to  the  behavior  of  broker  dealers  or  sellers  of  securities,  or 
with  regard  to  their  responsibilities,  with  regard  to  frontrunning, 
suitability,  insider  trading? 

Mr.  LuDWiG.  If  you  are  asking  have  we  integrated,  by  regulation, 
the  NASD  guidelines,  we  do  not  have  a  regulation 

Mr.  DiNGELL.  The  answer  is  you  do  not? 

Mr.  LuDWiG  [continuing].  That  does  that. 

Mr.  DiNGELL.  Do  you  have  any 

Mr.  LuDWiG.  However,  we  have  incorporated  the  NASD  stand- 
ards, by  reference,  in  the  guidelines,  so  that  the  banks  have 

Mr.  DiNGELL.  You  are  telling  me  that  you  incorporate  by  ref- 
erence the  NASD  manual? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Where  do  you  do  that? 

Mr.  LuDWiG.  In  our  guidelines 

Mr.  DiNGELL.  Where? 

Mr.  LuDWiG.  In  terms  of  the  suitability  standards,  that  is,  in  BC- 
274. 

Mr.  DiNGELL.  Read  me  the  language. 

Mr.  LUDWiG.  OK.  The  suitability — "consistent  with  the 
rules..." 

Mr.  DiNGELL.  What  page? 

Mr.  LuDWiG.  Page  8. 

Mr.  DiNGELL.  Page  8. 

Mr.  LuDWiG.  Of  the  exam  guidelines,  section  4(13)(1),  under  suit- 
ability. 

Mr.  DiNGELL.  From  where  are  you  reading  here,  please,  sir? 

Mr.  LuDWiG.  These  are  exam  guidelines. 

Mr.  DiNGELL.  You  have  been  referring  to  the  interagency  state- 
ment, have  you  not?  Where  is  it  in  the  interagency  statement? 

Mr.  LuDWiG.  The  reference  to  suitability  is  here  and  not  in  the 
interagency  statement.  I  was  corrected. 

Mr.  DiNGELL.  The  statement  applies  to  the  bank,  does  it  not? 

Mr.  LUDWiG.  Pardon  me? 

Mr.  DiNGELL.  The  statement  applies  to  the  bank,  does  it  not? 

Mr.  LuDWiG.  Excuse  me,  sir? 

Mr.  DiNGELL.  The  statement — this  interagency  statement  that 
we  are  addressing  applies  to  the  bank? 

Mr.  LuDWiG.  Yes,  it  does. 

Mr.  DiNGELL.  Now,  where  is  the  NASD  manual  incorporated  in 
that? 

Mr.  LuDWiG.  In  our  BC-274,  which  was  the  basis  for  the  inter- 
agency guidelines,  which  we  provided  to  all  of  the  banks,  we  in- 
cluded the  cross-reference  to  the  NASD  rules  explicitly. 

Mr.  DiNGELL.  Read  that  to  me  would  you  please? 

Mr.  LuDWiG.  Could  we  have  a  copy  of  BC-274?  We  could  submit 
that  for  the  record.  Let  me  see  if  we  have  a  copy.  If  not,  we  cer- 
tainly will  submit  it  for  the  record.  It  was  incorporated  again  in  our 
examination  guidelines,  which  I  can  read  you. 
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Mr.  DiNGELL.  Now,  wait,  that  is  for  the  examiners,  that  is  not 
for  the  bank,  though. 

Mr.  LUDWIG.  Let  me  say,  sir,  your  point  about 

Mr.  DiNGELL.  Beloved  friend,  we  must  talk  about  apples  and  ap- 
ples, and  oranges  and  oranges,  but  not  apples  and  oranges.  We 
cannot  move  back  and  forth.  This  is  an  instruction  here  to  your  ex- 
aminer, and  it  does  not  give  force  and  effect  to  this. 

Mr.  LuDWiG.  Let  me  read  BC-274.  We  did  bring  it  along.  Under 
minimum  standards  it  says:  "The  rules  of  fair  practice  of  the  Na- 
tional Association  of  Securities  Dealers  expressly  govern  sales  of 
securities  by  broker-dealers  who  are  members  of  the  NASD.  These 
rules  apply  to  bank-related  securities  sales  by  banking  subsidiaries 
registered  as  broker-dealers  affiliated..." 

Mr.  DiNGELL.  Now,  wait.  That  is  by  bank  subsidiaries  registered 
as  broker-dealers. 

Mr.  LuDWiG.  Now,  I  am  not  finished. 

Mr.  DiNGELL.  How  about  all  of  the  other  banks  who  are  not  so 
registered? 

Mr.  LUDWiG.  I  am  not  finished — "...and  unaffiliated  broker-deal- 
ers operating  under  agreements  with  banks.  These  rules  apply 
whether  such  sales  are  made  on  bank  premises  or  at  separate  loca- 
tions. Even  for  bank-related  sales  where  such  rules  do  not  ex- 
pressly apply,  the  rules  of  fair  practice  are  an  appropriate  reference 
in  constructing  a  compliance  program..." 

Mr.  DiNGELL.  Wait.  Wait.  "An  appropriate  reference."  It  does  not 
say  "will  be  complied  with"  by  the  persons  and  the  class  of  persons 
to  whom  you  have  just  referred. 

Mr.  LUDWiG.  Well,  the  way  our  examiners  would — and  that  is 
why  it  is  in  the  examination  guidelines 

Mr.  DiNGELL.  We  are  not  talking  about  your  examiners;  we  are 
talking  about  the  banks.  What  requirements  are  imposed  on  the 
banks  by  your  rules  and  regulations?  You  have  told  us  of  none. 

Mr.  LuDWiG.  It  is  to  have  a  compliance  program  for  safe  and 
sound  retail  sales  of  nondeposit  instruments.  In  constructing  that 
program,  they  are  to  make  specific  reference  to  NASD. 

Mr.  DiNGELL.  Beloved  friend,  where  are  these  made  mandatory 
on  banks  and  bank  employees  who  are  not  regulated  by  the  NASD 
or  the  SEC? 

Mr.  LuDWiG.  Those  rules  are  not  made  absolutely  expressly  man- 
datory. We  will  be  examining  them  on  that  basis. 

Mr.  DiNGELL.  What  does  that  mean?  They  are  "not  made  abso- 
lutely expressly  mandatory."  Does  that  mean  that  they  are  sort  of 
applied,  or  not  applied,  or  sort  of  not  applied?  If  they  are  sort  of 
applied  or  sort  of  not  applied,  in  which  instance  are  they  sort  of 
applied  or  sort  of  not  applied?  They  either  are  applied  or  they  are 
not  applied.  Now,  address  that,  please? 

Mr.  LuDWiG.  No,  I  do  not  think  so,  sir.  That  is  to  say,  we  have 
given  banks  some  flexibility  here  to  develop  their  own  programs 
with  reference  to  the  NASD. 

Mr.  DiNGELL.  You  have  given  "some  flexibility."  Now,  flexibility 
means  they  can  apply  these  or  not  apply  them,  does  it  not? 

Mr.  LuDWiG.  They  have  to  have  equivalent  programs. 

Mr.  DiNGELL.  Where  is  that  said  in  your  rules  and  regulations? 

Mr.  LuDWiG.  Well,  let  me  see  if  we  can  find  that  one. 
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Ms.  Broadman.  The  bottom  line  here  is  that  banks  have  to- 


Mr.  DiNGELL.  Beloved  friend,  please  let  Mr.  Ludwig  answer  that 
question. 

Mr.  Ludwig.  Even  for  bank-related  sales  where  such  rules  do  not 
expressly  apply,  the  rules  of  fair  practice  are  an  appropriate  ref- 
erence in  constructing  a  compliance  program  for  safe  and  sound  re- 
tail sales  of  all  nondeposit  investment  products. 

Mr.  DiNGELL.  They  do  not  expressly  apply. 

Mr.  Ludwig.  They  have  to  have  a  compliance  program  for  the 
safe  and  sound 

Mr.  DiNGELL.  What  test  must  the  compliance  program  meet? 

Mr.  Ludwig.  We  are  cross-referencing 

Mr.  DiNGELL.  Obviously  they  are  going  to  meet  some  test  when 
the  compliance  program  goes  into  place.  What  test  are  they  going 
to  meet,  and  what  kind  of  behavior  is  going  to  meet  the  require- 
ment that  you  are  laying  in  place  here? 

Mr.  Ludwig.  Well,  we  are  insisting  that  banks  have  a  compliance 
program  for  the  safe  and  sound  retail  sale 

Mr.  DiNGELL.  All  right.  What  is  "a  compliance  program"? 

Mr.  Ludwig.  Pardon  me? 

Mr.  DiNGELL.  What  is  "a  compliance  program,"  and  with  what  is 
that  compliance  program  to  comply  or  to  compel  the  bank  to  com- 
ply? 

Mr.  Ludwig.  As  I  mentioned,  in  some  cases,  we  expressly  require 
that  the  NASD  rules  are  met 

Mr.  DiNGELL.  In  some  cases,  you  expressly  require  what? 

Mr.  Ludwig.  That  the  NASD  rules  be  met. 

Mr.  DiNGELL.  All  right.  Now,  in  what  cases- 


Mr.  Ludwig.  In  these  cases,  we  incorporate- 


Mr.  DiNGELL.  In  what  cases  do  you  expressly  require  the  NASD 
rules  to  apply? 

Mr.  Ludwig.  Where  we  have  either  agreements  with  banks 

Mr.  DiNGELL.  Where  you  have  an  agreement  with  a  bank? 

Mr.  Ludwig.  Yes. 

Mr.  DiNGELL.  In  other  words,  you  go  hat  in  hand  to  the  president 
of  the  bank  and  say,  dear,  Mr.  President,  would  you  put  these  rules 
in  place? 

Mr.  Ludwig.  When  banks  apply  to  us,  as  is  the  case  of  Mellon- 
Dreyfus,  in  the  Mellon-Dreyfus  situation 

Mr.  DiNGELL.  Are  you  going  to  require  full  compliance  with  the 
NASD  rules  for  Mellon-Dreyfus? 

Mr.  Ludwig.  As  I  mentioned  to  your  staff,  we  will  be 
including 

Mr.  DiNGELL.  OK. 

Mr.  Ludwig  [continuing].  If  we  decide  to  go  forward  with  the  ap- 
proval, a  variety  of  commitments  and  conditions. 

Mr.  DiNGELL.  Well,  I  assume  you  can 

Mr.  Ludwig.  In  fact,  in  this  situation,  where  there  is  a  broker- 
dealer,  I  would  think  we  would  not  even  have  to  have  a  condition 
for  the  NASD  rules  to  apply. 

Mr.  DiNGELL.  All  right.  So,  you  are  very  comfortable  in  having 
this  applied  to  Dreyfus,  because  they  are  a  registered  broker-deal- 
er. What  about  the  other  people  in  the  bank  who  are  going  to  be 
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selling  these  mutual  funds?  To  what  criteria  are  you  going  to  com- 
pel them  to  adhere? 

Mr.  LUDWIG.  We  are  going  to  be  looking  at  bank  suitability  pro- 
grams very  carefully.  If  we  find  that  we  have  to  do  by  regulation 
what  we  are  not  now  doing  by  guidance,  in  order  to  make  sure  that 
they  are  suitable,  we  will  do  so. 

Mr.  DiNGELL.  Now,  banks  are  selling  securities  now.  Is  there  a 
suitability  program  in  place  now  in  all  banks? 

Mr.  LuDWiG.  We  require  suitability  as  a 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  We  require  a  suitability  of  sale  in  some- 


Mr.  DiNGELL.  How  many  banks  actually  have  a  suitability  pro- 
gram? 

Mr.  LUDWiG.  I  would  rather  be  accurate  and  submit  it  for  the 
record.  My  understanding  is  that  every  bank  that  is  selling  this 
product  has  to  have  a  suitability  program  or  be  violating  our  rules. 

Mr.  DiNGELL.  Would  you  be  surprised  if  they  did  not? 

Mr.  LuDWiG.  I  would  be  surprised  if  they  did  not. 

Mr.  DiNGELL.  Have  you  sent  anybody  out  to  check  to  see  whether 
they  do? 

Mr.  LuDWiG.  That  is  exactly  what  our  examination  procedures 
will  be  doing. 

Mr.  DiNGELL.  Have  they  done  it  yet? 

Mr.  LuDWiG.  We  have  been  reviewing  banks  this  year.  Since  I 
have  been  on  board,  we  have  reviewed  over  300  banks. 

Mr.  DiNGELL.  Over  300  out  of  how  many? 

Mr.  LuDWiG.  Out  of  roughly  3,400. 

Mr.  DiNGELL.  Out  of  3,400.  Can  you  make  the  flat  bald  state- 
ment that 

Mr.  LuDWiG.  That  is  this  year- 


Mr.  DiNGELL.  All  of  the  300  banks  that  you  have  reviewed  this 
year  have  a  suitability  program  in  place? 

Mr.  LuDWiG  [continuing].  Over  the  past  11  months.  They  would 
be  violating  our  rules  if  they  do  not  have  a  suitability  program. 

Mr.  DiNGELL.  How  many  have  adopted  the  NASD  Rules  of  Fair 
Practice  to  which  we  have  been  addressing  ourselves? 

Mr.  LuDWiG.  Those  banking  organizations 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  Those  banking  organizations  where  the  subsidiary 
is 

Mr.  DiNGELL.  Have  they  all  done  so? 

Mr.  LUDWiG.  Well,  those  banking  organizations  where  the  sub- 


sidiary of  the  broker-dealer- 
Mr.  DiNGELL.  All  the  300  have  done  so? 

Mr.  LuDWiG.  Pardon  me? 

Mr.  DiNGELL.  All  300  that  you  have  examined  this  year  have 
adopted  these — this  NASD  document  as  their  rules? 

Mr.  LuDWiG.  I  will  get  back  to  you. 

Mr.  DiNGELL.  Either  they  have  or  they  have  not,  or  you  do  not 
know.  Which  is  the  answer? 

Mr.  LuDWiG.  I  expect  that  they  have. 

Mr.  DiNGELL.  Well,  wait,  wait.  Do  you  know  or  do  you  not  know? 
I  take  certain  things  on  faith.  I  believe  in  the  Holy  Trinity,  but  I 
really  do  not  believe  in  the  Office  of  the  Comptroller  of  the  Cur- 
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rency — ^yet.  What  I  am  trying  to  do  is  to  have  you  tell  me;  you  are 
saying  you  believe.  Believe  means  that  you  do  not  know,  but  you 
think;  isn't  that  right? 

Mr.  LUDWIG.  I  believe  that  is  correct. 

Mr.  DiNGELL.  So,  you  do  not  know  how  many  banks  have  in  fact 
adopted  all  or  parts  of  the  NASD  document  entitled  the  Rules  of 
Fair  Practice  in  their  manual? 

Mr.  LuDWiG.  Well,  I  am  comfortable  that  all  of  our  banks  are  ob- 
ligated to  adopt  suitability  standards  that  are  either  the  NASD 
suitability  or  equivalent. 

Mr.  DiNGELL.  What  rules  have  the  banks  that  have  not  adopted 
this? 

Mr.  LuDWiG.  Our  examiners  examine  their  suitability  require- 
ments, and  when  they  incorporate 

Mr.  DiNGELL.  Your  examiners  examine  for  a  suitability  require- 
ment? Now,  how  many  of  them  have  reported  to  you  that  the  banks 
have  or  do  not  have  the  Rules  of  Fair  Practice,  as  set  forth  by  the 
NASD,  as  a  part  of  their  rules  and  regulations?  Where  do  you  man- 
date the  banks  to  do  that? 

Mr.  LuDWiG.  Well,  there  is  no  case,  my  staff  tells  me,  where  the 
bank  has  not  agreed  to  correct  suitability  problems  when  we  have 
identified  them  in  exams. 

Mr.  DiNGELL.  All  right.  Now,  wait.  What  about  rules  requiring 
them  to  do  that?  Or  what  do  these  suitability  requirements  require 
the  banks  to  do? 

Mr.  LuDWiG.  Well,  as  I  have  stated,  we  expect  them  to  have 

Mr.  DiNGELL.  Dear  friend,  I  did  not  ask  you  what  you  expect.  I 
asked  specifically  what  the  banks  are  doing. 

Mr.  LuDWiG.  They  are 

Mr.  DiNGELL.  Now,  they  are  either  not 

Mr.  LuDWiG.  They  are  either  violating  our  rules  or  they  have 
suitability  standards. 

Mr.  DiNGELL.  Well,  now,  what  kind  of  suitability  standard  meets 
your  rules? 

Mr.  LUDWiG.  A  suitability  standard  that  is  equivalent  to  the 
NASD,  that  is,  one  that  is 

Mr.  DiNGELL.  That  is  equivalent? 

Mr.  LuDWiG  [continuing].  To  the  fair  practice  standards. 

Mr.  DiNGELL.  What  is  "equivalent"  to  the  suitability  rules  set 
forth  in  here  and  what  is  not  equivalent  to  it? 

Mr.  LuDWiG.  Well,  our  examination  approach  deals  with  these  fi- 
nancial institutions  very  much  on  a  case-by-case  basis,  examining 
what  they  do. 

Mr.  DiNGELL.  How  do  you  deal  with  the  suitability  of  sale  of  se- 
curities to  Aunt  Minnie  Goodbody,  who  is  75  years  old,  just  lost  her 
husband,  and  is  bringing  in  the  CD  which  is  up  for  renewal?  Now, 
what  is  the  suitability  for  that,  and  how  do  you  define  it? 

Mr.  LuDWiG.  Well,  I  would  like  to  reserve  on  that  question,  and 
respond  to  it 

Mr.  DiNGELL.  Dear  friend,  we  do  not  get  you  before  this  sub- 
committee very  often.  I  assumed  that  you  had  prepared  as  carefully 
for  this  as  I  had,  so  that  we  would  both  know  what  we  were  talking 
about.  What  I  am  trying  to  find  out  is  are  the  banks  behaving 
properly  or  are  the  banks  not  behaving  properly?  Are  you  control- 
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ling  the  banks  properly  or  are  you  not  controlling  the  banks  prop- 
erly? So  far,  I  have  asked  you  what  you  have  in  the  way  of  suit- 
ability rules.  Now,  here,  you  have  got  the  NASD  rules  of  suit- 
ability, right? 

Mr.  LUDWIG.  That  is  right. 

Mr.  DiNGELL.  You  say  that,  if  they  approximately  comply  with 
them,  that  is  all  right.  Now,  my  question  to  you  is  what  is  approxi- 
mately all  right? 

Mr.  LuDWiG.  In  some  cases,  they  may  be  better. 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  In  some  cases,  they  may  be  better.  I  mean 

Mr.  DiNGELL.  Some  things  may  be  better  and  some  things  may 
be  worse.  You  are  in  the  unfortunate  position  of  not  knowing 
whether  the  banks  are  complying  with  a  better  standard  of  rules 
or  a  lesser  standard  of  rules,  because  you  have  never  told  the 
banks  what  they  have  really  got  to  do,  have  you?  You  have  just 
said,  "banks,  go  out  and  get  yourselves  a  set  of  suitability  rules," 
and  the  bank  hands  you  a  set  of  suitability  rules  and  says  "these 
are  suitability  rules";  or  your  examiner  goes  in  and  says  "you  got 
suitability  rules?",  and  the  banker  says,  "yes,  we  have  got  suit- 
ability rules",  and  your  examiner  says  "why,  that  is  wonderful,  con- 
gratulations." 

Now,  amidst  this,  how  do  you  protect  poor  old  aunt  Minnie 
Goodbody  who  at  75  is  walking  in  to  a  bank  with  a  $50,000  CD 
open  for  renewal,  and  it  is  everything  she  has  got  in  the  world? 
Now,  how  do  you  protect  her?  What  clear  guideline  do  you  have  to 
the  bank? 

Mr.  LuDWiG.  Well,  let  me  read  the  guidelines  here. 

Mr.  DiNGELL.  What  clear  guideline  do  you  have  to  the  bank, 

Mr.  LuDWiG.  It  is  explicitly 

Mr.  DiNGELL.  Do  you  have  any? 

Mr.  LUDWiG  [continuing].  Applied  to  banks.  First  of  all,  let  me 
say  that  we  expect  all  of  the  banks  to  have  suitability  rules  that 
are  either  equivalent  to  the  NASD  or  better.  It  is  not  a  matter  of 
their  being  approximately  worse. 

Mr.  DiNGELL.  You  do  not  know  what  that  is,  and  you  do  not  de- 
fine that  to  the  bank,  do  you? 

Mr.  LuDWiG.  We  have  yet  to  define  it  in  that  level  of  specificity 
because  of  the  nature 

Mr.  DiNGELL.  The  banks  are  selling  $2  billion  worth  of  mutual 
funds  a  week.  I  guess  that  is  a  fairly  good  sum  because  the  average 
guy  has  got  $30,000-$40,000  worth  of  mutual  funds,  and  that  is  all 
he  has  got  in  the  world. 

Mr.  LuDWiG.  Mr.  Chairman 

Mr.  DiNGELL.  How,  dear  friend,  are  you  going  to  have  me  under- 
stand that  you  know  what  these  suitability  rules  are  and  that 
these  suitability  rules  protect  the  average  blockhead  investor  that 
does  not  know  anjrthing  about  what  he  is  buying  and  he  goes  in 
and  he  talks  to  Mr.  Frank  B.  Sly,  his  friendly  broker  and  local 
bank  specialist  in  securities,  who  is  not  a  registered  broker-dealer 
and  who  is  simply  functioning  out  of  an  office  in  the  bank?  Now, 
how  is  poor  Aunt  Minnie  Goodbody  going  to  be  protected  against 
Mr.  Frank  B.  Sly  under  those  conditions?  What  rules  and  regula- 
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tions  do  you  have  in  place  which  would  afford  her  the  protection 
which  she  needs? 

Mr.  LUDWIG.  The  question  is  what  the  institution  is  doing  to  pro- 
tect the  individual.  They  can  have  all  of  the  rules  in  the  world  and, 
if  they  are  not  actually  doing  it,  and  they  are  not  actually  serious 
about  it 

Mr.  DiNGELL.  You  are  a  highly-intelligent  fellow,  but  will  you  let 
me  ask  the  questions?  When  I  appear  before  you,  you  ask  the  ques- 
tions, and  I  will  give  you  the  answer.  Now,  please  answer  my  ques- 
tion. 

Mr.  LuDWiG.  Yes.  Let  me  read  our  exam  guideline  actually  giving 
a  specific  example. 

Mr.  DiNGELL.  Well,  can  you  just- 


Mr.  LuDWiG.  One  example  of  critical- 


Mr.  DiNGELL  [continuing].  Tell  me  what  assurance  do  you  have 
that  all  these  banks  are  applying  NASD  rules  or  rules  which  afford 
equal  protection  in  connection  with  suitability  behavior? 

Mr.  LuDWiG.  We  have  3,300  examiners.  I  have  been  around  the 
country  and  met  many  of  these  examiners,  and  we  have  a  high- 
quality  examination 

Mr.  DiNGELL.  Beloved  friend,  I  have  not  asked  you  about  the 
quality  of  your  examiners.  As  far  as  I  am  concerned,  you  can  have 
the  College  of  Cardinals  functioning  as  examiners,  and  I  would  still 
ask  you  the  same  question.  What  assurance  do  you  have  that  the 
suitability  rules  equivalent  to  this  document  [waving  the  NASD 
Manual]  are  being  applied  by  the  banks?  What  assurance  do  you 
have  that  your  3,300  good-hearted  examiners  that  are  going  around 
and  examining  all  of  these  good-hearted  bankers  are  assuring  that 
we  have  equivalent  suitability  rules  to  the  NASD  manual? 

Mr.  LuDWiG.  Let  me  read  this  portion  of  our  examination  proce- 
dures. 

Mr.  DiNGELL.  Beloved  friend,  answer  my  question. 

Mr.  LuDWiG.  I  am  sorry. 

Mr.  DiNGELL.  Please,  answer  the  question.  Did  you  understand 
it? 

Mr.  LuDWiG.  Well,  I  do  not  imagine  that  we  have  any  less 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LUDWiG  [continuing].  Of  a  level  of  certainty  that  these  are 
seriously  being  applied  and  taken  into  consideration  than  the  SEC 
or  anybody  else  with  respect  to  other  providers  of  these  services. 
I  mean,  we  are  following  these  examination  procedures,  we  will  be 
in  and  examining  seriously,  aggressively,  in  terms  of  these  institu- 
tions' suitability,  and  other  requirements,  sir. 

Mr.  DiNGELL.  You  are  one  of  the  most  trusting  people  that  we 
have  ever  had  before  the  subcommittee.  I  am  sure  that  your  saint- 
hood is  assured,  because  you  trust  everybody.  Now,  I  want  you  to 
know  that  my  old  daddy  taught  me  to  trust  everybody,  but  he  also 
taught  me  to  cut  the  cards.  My  question  to  you  is  what  assurance 
do  you  have  that  these  rules  are  being  applied  or  equivalent  rules 
are  being  applied  by  every  bank  that  you  have  looked  at  amongst 
these  300  banks 

Mr.  LuDWiG.  If  the  suitability  rules 


Mr.  DiNGELL  [continuing].  That  are  selling  securities? 
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Mr.  LUDWIG.  Because,  if  they  are  not  applied,  we  will  take  action 
to  see  that  they  are  applied. 

Mr.  DiNGELL.  So,  how  are  you  going  to  find  out  that  they  are  not 
being  applied? 

Mr.  LuDWiG.  Our  examiners  are  out  there  examining  to  deter- 
mine whether  they  are  applied. 

Mr.  DiNGELL.  Let  me  go  back  into  something  I  learned  way  back 
when  I  was  learning  philosophy  and  when  I  was  learning  law. 
Good  law  requires  that  you  give  a  clear  standard  of  behavior,  right? 
Isn't  that  right?  In  other  words,  you  say,  this  is  permitted,  this  is 
forbidden,  right?  It  has  to  be  clear.  The  Constitution  even  requires 
it.  If  we  write  a  criminal  statute  so  vague  they  do  not  know  what 
it  means,  they  can  be  acquitted  because  the  law  is  unconstitutional. 

Now,  what  does  your  statute  or  your  regulatory  practice  require 
the  bankers  to  do  with  regard  to  suitability  rules?  I  want  a  clear 
statement  of  what  that  requires  the  banker  to  do? 

Mr.  LUDWiG.  They  must  determine  suitability.  They  must  ask 
about  tax  status,  financial  status 

Mr.  DiNGELL.  Where  is  that  required? 

Mr.  LuDWiG  [continuing]  And  investment  objectives. 

Mr.  DiNGELL.  Where  is  that  in  the  rule? 

Mr.  LuDWiG.  That  is  in  the  NASD  rules. 

Mr.  DiNGELL.  That  is  an  NASD  rule.  You  have  told  me  that  you 
are  requiring  something  approximately  equal  to  the  NASD  rules — 
in  some  instances  superior,  and  in  some  instances  inferior.  I  am 
trying  to  find  out  what  are  the  mandates  to  your  examiners,  or 
what  are  the  mandates  to  your  regulated  banks? 

Mr.  LuDWiG.  As  I  mentioned,  we  cross-reference  them. 

Mr.  DiNGELL.  Well,  there  either  is  a  regulation  which  requires 
this,  or  there  is  a  regulation  which  does  not.  There  is  either  a  regu- 
lation which  is  clear  or  there  is  a  regulation  which  is  not  clear.  I 
am  asking  you  to  tell  us  there  is  a  rule,  there  is  not  a  rule,  there 
is  a  regulation  which  is  clear,  there  is  a  regulation  which  is  un- 
clear. What  you  are  telling  me  is  that  you  have  at  this  moment  a 
vast  confabulation  between  your  examiners  and  the  bank  in  the 
event  the  examiner  asks  do  you  have  rules  of  suitability  in  place 
which  are  equivalent  to  the  NASD  manual.  Then  you  have  this 
enormous  discussion  which  takes  place. 

Mr.  LuDWiG.  I  do  not  agree  with  the  fact  that  we  have  a  vast 
confabulation.  I  think  we  supervise  pretty  well. 

Mr.  DiNGELL.  All  right.  I  am  a  poor,  unfortunate  banker,  and 
your  examiner  descends  upon  me  and  says  "where  are  your  rules 
of  suitability?"  I  say,  "we  have  got  rules  of  suitability."  He  says, 
"good,  what  are  they?"  I  say,  "they  are  approximately  equal  to  the 
National  Association  of  Securities  Dealers  Manual."  He  says,  "oh, 
that  is  wonderful.  What  does  that  mean?"  I  say  "it  means  they  are 
approximately  equal.  It  means  sometimes  they  are  better,  some- 
times they  are  worse."  He  says,  "oh,  that  is  wonderful."  Then  he 
comes  back  to  you  and  says  "Dingell  just  told  me  this  is  what  they 
are  doing  and  we  think  it  is  wonderful."  Are  you  going  to  say  yes, 
that  is  wonderful,  or  are  you  going  to  say  that  is  a  lot  of  hooey? 
Which  are  you  going  to  tell  me,  or  which  are  you  going  to  tell  your 
examiner? 
Mr.  LUDWiG.  Well,  I  can  tell  you  what  we  tell  the  banks. 
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Mr.  DiNGELL.  Pardon? 

Mr.  LUDWIG.  I  can  tell  you  what  we  tell  the  banks  because  I  have 
it  in  front  of  me. 

Mr.  DiNGELL.  Pardon. 

Mr.  LuDWiG.  Sir,  I  can  tell  you  what  we  tell  the  banks  because 
I  have  it  in  front  of  me.  I  would  expect  our  examiners  to  see  that 
this  is  adhered  to. 

Mr.  DiNGELL.  The  examiner  does  not  have  the  vaguest  idea  of 
what  is  equal  to  or  approximately  similar  to  the  NASD  manual 
which  he  is  supposed  to  inquire  about  and  as  to  whether  the  rules 
are  approximately  or  equal  or  roughly  similar  to  or  sort  of  like  the 
rules  of  the  National  Association  of  Securities  Dealers,  as  set  forth 
in  the  NASD  manual.  What  objective  criteria  do  you  give  them 
with  regard  to  specific  behavior? 

Mr.  LuDWiG.  That  is  why  we  cross-reference  the 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  That  is  why  we  cross-reference  the  NASD  rules  in 
the  BC-274,  so  that  they  in  fact  do  apply  that. 

Mr.  DiNGELL.  You  have  not  mandated  that  they  be  exactly  the 
same.  You  say,  please  consider  the  NASD  rule.  You  have  not  say 
the  NASD  rules  are  the  rules.  You  have  said  sort  of  consider  the 
NASD  rules. 

Mr.  LuDWiG.  We  have  not  done  that.  Let  me  say,  as  I  mentioned, 
we  are  very  serious  about  this.  If  we  find,  sir,  that  they  are  not  ap- 
plying the  equivalent  or  better,  we  might  well  adopt  a  more  specific 
standard. 

Mr.  DiNGELL.  Mr.  Ludwig,  you  have  not  been  serious  enough  to 
give  your  examiners  a  clear  appreciation  of  what  the  rules  of  suit- 
ability are.  You  say — ^you  tell  the  bank  to  refer  to  the  NASD  rules, 
but  you  do  not  tell  your  examiner  what  are  the  specific  items  of  be- 
havior in  there  that  are  supposed  to  be  applied  or  what  are  the 
specific  definitions  of  behavior  that  are  supposed  to  be  applied  in 
connection  with  these  matters. 

Mr.  LUDWiG.  Well,  I 

Mr.  DiNGELL.  Your  examiner  walks  in  there  fat,  dumb  and 
happy,  not  knowing,  accepting.  About  the  only  thing  under  your 
rules  is  he  can  say  to  me.  Banker  Dingell,  he  can  say,  now,  Banker 
Dingell,  have  you  referred  to  the  NASD  rules,  and  I  can  say,  yes, 
sir,  I  have,  and  he  goes  out  of  there  just  happy  as  all  get  out  be- 
cause I  have  referred  to  the  NASD  rules. 

Mr.  Ludwig.  I  think  I  can  answer  part  of  this  by  reading  the 
interagency  statement,  at  least  as  to  what  we  do. 

Mr.  Dingell.  Pardon? 

Mr.  Ludwig.  At  least  as  to  what  we  require  the  banks  to  do  or 
I  could  submit  it  for  the  record.  It  is  section  4,  page  12  of  the  inter- 
agency statement. 

Mr.  Dingell.  Well,  read  section  4.  I  would  like  to  hear  it.  Maybe 
it  solves  our  problem. 

Mr.  Ludwig.  "Depository  institutions'  personnel  involved  in  sell- 
ing nondeposit  investment  products  must  adhere  to  fair  and  rea- 
sonable sales  practices  and  be  subject  to  effective  management  and 
compliance  reviews  with  regard  to  such  practices.  In  this  re- 
gard..."  

Mr.  Dingell.  You  have — go  ahead. 
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Mr.  LUDWIG.  OK.  "...if  depository  institution  personnel  rec- 
ommend nondeposit  investment  products  to  customers,  they  should 
have  reasonable  grounds  for  believing  that  the  specific  product  rec- 
ommended is  suitable  for  the  particular  customer  on  the  basis  of 
information  disclosed  by  the  customer." 

Mr.  DiNGELL.  What  are  "fair  and  reasonable  sales  practices"? 

Mr.  LUDWiG.  I 

Mr.  DiNGELL.  In  the  NASD  manual,  they  are  defined  m  extenso. 

Mr.  LuDWiG.  Yes.  Let  me  just  go  on  just  a  shade  more  here,  be- 
cause— "the  personnel  should  make  reasonable  efforts  to  obtain  in- 
formation directly  from  the  customer  regarding  at  a  minimum  the 
customer's  financial  and  tax  status,  investment  objectives  and 
other  information  that  may  be  useful  or  reasonable  in  making  in- 
vestment recommendations  to  that  customer.  This  information 
should  be  documented  and  updated  periodically." 

Now,  the  information  collected  is  equivalent  and  I  think  it  is  ac- 
tually identical  to  the  NASD. 

Mr.  DiNGELL.  No,  no.  You  have  not  said  identical  anywhere  be- 
fore. You  have  only  said  approximately  equal  to  or  roughly  like, 
sort  of  like. 

Mr.  LuDWiG.  This  says,  at  a  minimum,  what  they  should  collect 
is  the  customer's  financial  and  tax  status,  investment  objectives 
and  other  information  that  may  be  useful.  I  think  that  that  criteria 
is  essentially  identical  to  the  NASD  standard. 

Mr.  DiNGELL.  Well,  you  have  got  3,400  banks  you  told  us  that 
are  out  there  trying  to  be  roughly  equivalent  or  sort  of  like  or  a 
little  bit  like  or  kind  of  like  the  suitability  practice  as  set  forth  in 
the  NASD  manual.  Why  don't  you  just  say  adopt  the  NASD  man- 
ual? What  is  wrong  with  having  a  banker  play  by  the  same  rules 
as  everybody  else?  What  is  wrong  with  having  a  banker  play  by  the 
same  rules  that  every  other  banker  plays  by? 

Mr.  LuDWiG.  Well,  I  take  your  comments  seriously. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  I  take  your  comments  seriously. 

Mr.  DiNGELL.  I  want  you  to  do  more  than  take  it  seriously.  I 
want  you  to  tell  me  why  you  should  not. 

Mr.  LuDWiG.  Well 

Mr.  DiNGELL.  You  have  demonstrated  up  until  this  time  a  sort 
of  a  reluctance  to  do  that.  You  seem  to  be  comfortable  with  the  sit- 
uation where  bankers  meet  a  completely  different  set  of  rules  with 
regard  to  suitability  than  do  people  who  are  licensed  broker-deal- 
ers, some  of  whom,  or  both,  are  working  for  the  bank.  You  have  got 
broker-dealers  who  are  working  for  the  bank  that  are  required  to 
comply  with  the  NASD  manual.  You  have  got  other  broker-dealers 
in  the  bank  who  are  not. 

Mr.  LuDWiG.  In  terms  of 

Mr.  DiNGELL.  You  have  got  some  banks  that  may  be  complying 
exactly  with  the  requirements  of  the  NASD  manual,  and  you  have 
got  others  that  may  be  sort  of  or  may  be  not  at  all.  You  have  got 
examiners  running  around  trying  to  figure  out  whether  this  fellow 
is  complying  with  the  NASD  manual  sort  of  or  just  whether  he  has 
read  it  or  not  or  referred  to  it.  There  is  a  difference  between  read- 
ing it  and  referring  to  it.  I  am  ti-ying  to  find  out  what  kind  of  a 
curious  conglomeration  of  differing  regulatory  impacts  this  has  on 
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bankers,  on  brokers,  and  on  the  buyers  of  securities  from  banks. 
Now,  you  have  got  a  whole  web  of  quite  different  rules.  One  guy 
could  go  to  jail  for  doing  something  and  another  guy  would  not. 
One — ^Aunt  Minnie  Goodbody  might  in  New  York  be  suckered  and 
sent  to  jail,  or  rather — and  the  broker  would  not  be — or  the  fellow 
who  sold  the  securities  would  not  go  to  jail.  It  might  happen  that 
it  would  be  different  in  Kansas  or  someplace  like  that,  or  vice 
versa.  I  am  trying  to  find  out  are  you  comfortable  with  all  of  this 
diversity  of  rules  that  you  have  set  up  for  your  examiners  and  for 
the  regulators? 
Mr.  LUDWIG.  Well,  the  floor  of  suitability  standards  is  equivalent 

to 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  The  floor  of  suitability  standards  is  equivalent  to 
the  NASD. 

Mr.  DiNGELL.  No,  no,  no.  You  said  approximately  equivalent. 
That  is  quite  different.  The  floor  is  not.  Your  rules  only  mandate 
that  they  refer  to  them.  That  is  quite  different  than  saying  the 
NASD  rules  are  the  floor  and  we  are  going  to  be  better.  What  is 
your  comment? 

Mr.  LuDWiG.  We  are  trying  to  make  sure  that  the  banks  do  at 

least  as  well,  and  particularly  when  they  are 

Mr.  DiNGELL.  Well,  you  are  trying,  beloved  friend,  but  you  have 
not  shown  me  in  any  particular  that  you  are  making  them  do  so 
or  that  you  are  giving  them  clear  guidelines  or  that  you  are  giving 
clear  guidelines  in  the  form  of  clear  rules  to  either  your  examiners 
or  to  the  bank. 
Mr.  LuDWiG.  Well,  we  believe  our  rules  are  clear. 
Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  We  believe  our  rules  are  clear  and  they  are  new. 
I  take  your  point.  Obviously,  you  do  not.  It  is  worth  a  serious  act 
of  consideration,  there  is  no  doubt  about  it. 

Mr.  DiNGELL.  I  am  comforted  to  hear  you  say  it. 
The  Chair  is  going  to  recognize  the  friend  from  Colorado. 
Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman.  I  have  searched  and 
searched  and  cannot  find  any  questions  to  ask  beyond  what  the 
chairman  has  already  been  able  to  gleen  of  these  witnesses. 
I  would  yield  back  my  time. 

Mr.  DiNGELL.  Now,  Mr.  Ludwig,  yesterday  we  heard  from  dif- 
ferent people  involved  in  the  Lincoln  Case.  Now,  the  Lincoln  Case 
was  not  a  bank,  it  was  a  savings  and  loan.  They  called  themselves 
a  bank,  but  they  were  not.  They  were  a  savings  and  loan.  They  all 
agreed  that  the  single  most  important  aspect  to  the  customer's  un- 
derstanding of  the  transaction  was  not  the  prospectus  or  what  was 
written  on  other  documents,  instead  it  was  what  is  being  told  to 
them  by  their  sales  persons.  Does  your  office  currently  use  any 
testers  at  any  bank  to  evaluate  what  sales  people  are  telling  poten- 
tial customers? 

Mr.  LUDWiG.  We  are  just  implementing  our  examination  proce- 
dures. We  have  been  the  first  Federal  financial  Agency  to  use  test- 
ers in  the  area  of  discrimination.  We  are  in  the  process  of  rolling 

out 

Mr.  DiNGELL.  You  are  using  testers? 
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Mr.  LUDWIG  [continuing].  In  discrimination  the  first  agency  to 
use  testers  is  being  rolled  out  this  quarter.  The  issue  of  using  test- 
ers or  mystery  shoppers,  is  an  open  question  with  us.  I  have  not 
made  up  my  mind. 

Mr.  DiNGELL.  You  do  this  on  discrimination  matters,  do  you  not? 

Mr.  LuDWiG.  Yes.  We  are  rolling  out  a  pilot  program  to  see  how 
effective  it  is  on  discrimination  matters.  That  is  right. 

Mr.  DiNGELL.  That  is  with  regard  to — that  is  with  respect  to 
lending  and  discrimination  in  connection  with  lending.  Do  you  do 
that  in  connection  with  security  sales? 

Mr.  LuDWiG.  As  I  said,  this  is  an  open  question  with  us.  It  has 
not  been  done.  We  want  to  see  how  effective  our  examination  proce- 
dures are;  but  it  is  something  we  are  seriously  thinking  about. 

Mr.  DiNGELL.  OK.  Now,  your  examiner — he  goes  into  the  bank 
and  he  looks  at  the  books,  doesn't  he? 

Mr.  LUDWiG.  Yes.  He  talks 

Mr.  DiNGELL.  Does  he  do  anything  else? 

Mr.  LUDWiG.  He  interviews  the  personnel  involved  in  bank  ac- 
tivities. 

Mr.  DiNGELL.  Is  he  instructed  to  interview  the  bank  personnel 
about  application  of  the  suitability  rules? 

Mr.  LuDWiG.  He  would  typically  discuss  in  a  full  scope  examina- 
tion the  suitability  rules  and  other  bank  practices  with  respect  to 
the  sale  of  securities,  yes,  sir. 

Mr.  DiNGELL.  How  do  you  know  that?  Do  you  have  any  rules 
mandating  him  to  do  so? 

Mr.  LuDWiG.  The  examination  rules  that  our  examiners  follow. 

Mr.  DiNGELL.  Now,  aren't  we  failing  to  learn  the  lesson  that  has 
been  demonstrated  in  many  cases  and  many  times,  and  most  re- 
cently in  the  Lincoln  case — that  the  prospectuses  and  the  signs  are 
nice,  but  that  fast-talking  salesman  are  really  the  people  who  make 
the  sale? 

Mr.  LuDWiG.  The  Lincoln  case,  in  a  lot  of  ways,  was  different, 
but  the  implications  you  are  drawing  as  to  the  seriousness  of  mak- 
ing sure  that  people  do  not  misrepresent,  either  in  their  literature 
or  in  their  oral  presentation,  a  situation  is  very  very  important. 
Under  the  exam  requirements  in  the  interagency  guidelines,  the 
banks  are  required  to  state  clearly  their  disclosures  in  communica- 
tions with  the  customers  and  in  written  material.  We  are  examin- 
ing for  that.  What  you  say — your  implication,  sir,  that  can  we  de- 
termine how  the  customer  is  really  treated  when  the  customer 
walks  in  the  door,  which  is  before  the  fact  of  examination,  without 
using  testers,  is  a  difficult  question.  It  is  for  that  reason  that  I  am 
considering  whether  or  not  testers  might  make  sense. 

Mr.  DiNGELL.  You  also  need  very  clear  rules  so  that  the  banker 
knows  what  he  is  supposed  to  do,  don't  you? 
Mr.  LuDWiG.  I  think  in  terms  of  disclosure  our  rules  are  clear. 
Mr.  DiNGELL.  All  right. 

Mr.  LuDWiG.  They  must  disclose 

Mr.  DiNGELL.  Let's  just  talk  about  it  in  general.  You  need  clear 
rules  so  that  the  banker  knows  what  he  is  supposed  to  do,  right? 
Mr.  LuDWiG.  I  think  it  is  important  that  the  banker  does  know 
what  he  is 
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Mr.  DiNGELL.  You  need  clear  rules  so  that  your  examiner  knows 
how  and  on  what  to  examine  the  banker  and  the  bank's  books? 

Mr.  LUDWIG.  Yes,  sir. 

Mr.  DiNGELL.  Now,  have  you  ever  performed  any  follow-up  sur- 
veys on  customers  who  have  recently  purchased  securities,  such  as 
mutual  funds  in  banks? 

Mr.  LuDWiG.  We  are,  in  fact,  in  the  process  of  surveying,  both 
with  the  SEC  and  on  our  own,  to  determine  the  amount  of  cus- 
tomer awareness  in  this  area,  including  how  effective  programs 
are.  I  am  actually  very  proud  of  part  of  this,  sir,  in  that  I  do  not 
think  anybody  has  ever  tested  before  how  effective  their  rules  real- 
ly are  in  the  area  of  disclosure.  We  are  trying  to  be  ahead  of  the 
curve  by  figuring  out  which  methods  of  disclosure  are  most  effec- 
tive with  the  customer.  So,  yes,  sir,  we  are  surveying.  We  are  sur- 
veying seriously  and  will  continue  to  do  so. 

Mr.  DiNGELL.  Well,  Mr.  Ludwig,  I  am  prepared  to  give  you  the 
accolade  of  saying  you  are  ahead  of  any  of  your  predecessors.  It  is 
also  fair  to  say  that  banks  are  now  selling  $2  billion  worth  of  mu- 
tual funds  a  week.  They  are  also  selling  an  assortment  of  other  se- 
curities too.  Now,  does  that  tell  me  that  you  are  ahead  of  the  curve 
or  that  you  are  behind  the  curve? 

While  you  are  putting  all  of  these  protections  in  place,  banks  are 
selling  $2  billion  worth  of  mutual  funds  and  other  securities  every 
week.  Are  you  ahead  or  behind  the  curve? 

Mr.  Ludwig.  Well,  sir,  there  is  clearly  a  problem  here,  there  is 
no  doubt  about  it.  That  is  why  we  are  working  so  aggressively. 
There  is  no  doubt  that  there  is  an  area  of  customer  confusion,  and 
an  area  of  customer  confusion  in  the  sale  of  mutual  funds  by 
nonbanks  as  well.  The  statistics  there  are  also  pretty  disturbing. 

Mr.  DiNGELL.  Well,  if  it  comforts  you,  we  are  going  to  take  a  lit- 
tle look  at  them  too. 

Now,  Mr.  Ludwig,  you  have  established  as  the  measures  of  suc- 
cess and  failures  from  the  findings  of  this  effort  what  kind  of  cri- 
teria and  what  kind  of  judgments?  What  have  you  found  in  connec- 
tion with  this  inquiry  that  you  have  made? 

Mr.  Ludwig.  Well,  we  have  engaged  in  some  focus  groups. 

Mr.  DiNGELL.  Pardon? 

Mr.  Ludwig.  We  have  engaged  with  the  SEC  in  some  focus 
groups,  prior  to  the  rolling  out  of  the  joint  study.  The  study  is  in- 
complete, so  that  I  really  cannot  give  you  a  finding  at  this  time. 

Mr.  DiNGELL.  Well,  what  would  be  an  acceptable  level  of  confu- 
sion here  on  the  part  of  the  banks,  on  the  part  of  the — on  the  part 
of  the  purchasers  of  these  securities  that  you  would  find  to  be  ac- 
ceptable? 

Mr.  Ludwig.  Personally,  I  obviously  want  to  work  to  see  that 
there  is  no  confusion.  The  problem  is,  in  these  complex  financial 
transactions,  whether  it  is  with  banks  or  it  is  nonbanks,  there  is 
always  a  level  of  confusion  that  is  very  hard  to  get  rid  of. 

Mr.  DiNGELL.  What,  then,  is  an  acceptable  level?  One  in  10,  1  in 
2,  8  in  10?  Five  percent?  What? 

Mr.  Ludwig.  We  are  working  to  get  the  level  of  confusion  to  sort 
of  a  de  minimis  level. 

Mr.  DiNGELL.  Well,  help  me  understand  what  is  an  acceptable 
level  of  confusion.  How  many  people  can  think,  for  example,  that 
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a  bank-sold  mutual  fund  is  guaranteed  by  the  bank?  What  percent- 
age would  you  regard  as  an  acceptable  level  of  people  who  would 
think  that? 

Mr.  LUDWIG.  Well,  I  certainly  do  not  believe  that  it  is  acceptable 
that  people  are  confused.  We  are  working  very  hard  to  make  sure 
that  they  are  not  confused. 

Mr.  DiNGELL.  Well,  what  is  an  acceptable  level?  Should  banks  be 
able  to  peddle  to  20  percent  of  their  customers  mutual  funds  on  the 
assumption  that  these  are  insured  by  the  FDIC? 

Mr.  LUDWiG.  As  I  say,  we  are  working  very  hard  to  eliminate 
confusion. 

Mr.  DiNGELL.  Well,  what  is  a  number? 

Mr.  LUDWiG.  Well,  sir,  I  mean,  it  seems  to  me  that  it  is  very  dif- 
ficult to  define  the  acceptable  level.  I  mean,  obviously,  those  of  us 
who  care  about  customer  confusion,  and  I  do,  want  to  see  zero  con- 
fusion. But,  the  reality 

Mr.  DiNGELL.  It  ought  to  be  zero,  ought  it  not? 

Mr.  LuDWiG.  Yes,  but  the  reality 

Mr.  DiNGELL.  Is  any  number  higher  than  zero  acceptable  to  you? 

Mr.  LuDWiG.  Well,  in  a  personal  sense,  no.  But  the  fact  is 

Mr.  DiNGELL.  All  right.  How  about  a  professional  sense? 

Mr.  LUDWiG.  Well,  in  a  professional  sense,  the  fact  is,  unfortu- 
nately, when  you  deal  in  the  financial  arena,  some  people,  regard- 
less of  what  you  do,  end  up  confused.  The  question 

Mr.  DiNGELL.  Some  people  wind  up  profiting  by  that.  Some  peo- 
ple wind  up  sewing  that  confusion  so  that  they  can  profit.  Now, 
what  is  the  level  of  acceptability  on  that?  You  have  said,  person- 
ally, you  think  it  ought  to  be  zero,  professionally,  you  think  it  is 
a  higher  number.  What  is  the  higher  number  that  you  will  accept 
professionally? 

Mr.  LuDWiG.  We  have  not  set  any  numbers  because  we  genuinely 
want  to  work  on  this  problem  to  have  as  little  confusion  as  is  hu- 
manly possible. 

Mr.  DiNGELL.  Well,  that  requires  then  some  rather  clear  instruc- 
tions to  the  banks,  doesn't  it? 

Mr.  LuDWiG.  That  is  what  we  have  been  working  on. 

Mr.  DiNGELL.  They  have  got  to  know  what  is  acceptable  and 
what  is  not.  It  also  requires  clear  instruction  to  you  examiners; 
isn't  that  right? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Have  you  got  that  now? 

Mr.  LUDWiG.  Well,  we  have  rolled  out  this  30-plus  pages  of  exam- 
iner guidance  that  are  our  examiner  requirements.  What  they  are 
supposed  to  do 

Mr.  DiNGELL.  What  are  the  rules  for  the  banks?  NASD  does  it 
in  a  book  that  is  approximately  an  inch  thick.  You  do  it  in  about 
one  paragraph.  Now,  the  good  Lord  gave  us  the  10  commandments 
on  two  tablets  of  stone,  but  none  of  us  here  have  that  power.  They 
are  very  clear  and  very  understandable.  Now,  why  is  it  that  NASD 
has  to  do  this  in  however  heck  many  pages — I  looked  for  the  num- 
ber of  pages  and  I  could  not  find  them — 4,270-some  pages,  and  you 
do  it  in  about  two  paragraphs? 
Mr.  LuDWiG.  Well,  as  I  said 
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Mr.  DiNGELL.  Now,  is  this  because  your  folks  are  smarter  than 
that  or  because  the  bankers  are  smarter  than  the  securities  deal- 
ers, or  what  is  it? 

Mr.  LUDWIG.  Well,  we  are  trying  to  be  certain  what  really  works 
before  we  lock  anything  in  stone.  I  take  your  point  on  the  NASD 
rules,  and  it  is  something  that  we  want  to  actively  consider,  wheth- 
er or  not  we  are  being  clear  enough.  I  believe  we  have  been  clear. 

Mr.  DiNGELL.  Securities  law  has  been  in  place  for  60  years,  and 
they  have  stopped  enormous  amounts  of  fraud.  Lots  of  deserving 
people  have  gone  to  jail.  A  lot  of  people  have  gone  out  of  the  busi- 
ness. There  have  been  some  huge  fines  leveled.  Investors  have  been 
protected.  How  am  I  to  be  comfortable  that  you  can  do  this  in  two 
paragraphs  and  that  you  can  do  it  better  in  two  paragraphs  for  the 
employees  of  the  banks  who  are  not  broker-dealers? 

Mr.  LuDWiG.  Well,  as  I  say,  I  take  your  point.  That  is,  we  be- 
lieve— and  somebody  just  gave  me  our  side-by-side  comparison,  in 
terms  of  whether  or  not  we  are  covering  all  of  the  important  items 
in  the  NASD  rules.  I  take  your  point,  in  terms  of  specificity,  and 
we  will  actively  look  at  this  issue. 

Mr.  DiNGELL.  Well,  you  know,  I  hope  you  do  not  view  this  just 
as  an  intellectual  exercise.  I  mean,  we  are  talking  about  widows 
whose  life's  savings  can  be  dissipated.  We  are  talking  about  retir- 
ees who  can  lose  everything  they  have  got.  We  are  talking  about 
youngsters  who  can  lose  their  moneys  that  are  saved  for  a  house 
or  a  college  education.  We  are  talking  about  the  kind  of  hardship 
we  caw  in  connection  with  the  Lincoln  Savings  and  Loan.  What  we 
are  trying  to  find  out  is  what  are  you  doing  to  see  to  it  that  that 
is  not  visited  on  some  poor,  unfortunate  soul?  17,000  people  lost 
money  at  Lincoln.  People  were  evicted  from  their  homes.  Elderly 
were  forced  to  move  back  in  with  their  families,  children's  edu- 
cation was  being  halted  in  midstream,  and  huge  economic  hardship 
was  imposed  on  innocent,  trusting  people  because  there  were  no 
clear  guidelines  to  how  Lincoln  was  to  conduct  its  business. 

Now,  the  next  group  of  potential  victims  is  probably  out  there 
right  now  receiving  sales  pitches.  They  are  getting  brochures  and 
they  are  getting  ads  that  are  going  to  cause  them  to  transfer  mon- 
eys from  insured  instruments,  such  as  CD's,  into  uninsured  instru- 
ments such  as  mutual  funds,  without  knowing  about  the  risk,  or 
perhaps  into  derivatives  or  other  things,  because  you  are  going  to 
permit  banks  to  sell  derivatives  and  futures,  aren't  you? 

Mr.  LuDWiG.  Banks  are  in  the  derivatives  business. 

Mr.  DiNGELL.  OK.  Those  are  enormously  risky,  aren't  they? 

Mr.  LuDWiG.  Well,  they  are  very  complex  instruments  that  in- 
volve risk.  There  is  no  financial  product  that  does  not  involve  risk. 
There  is  no  doubt  about  it.  Derivatives  involve  risk. 

Mr.  DiNGELL.  I  do  not  think  there  is  any — as  you  say — any  in- 
strument which  offers  the  complexity  that  a  derivatives  offering 
does.  Futures  are  pretty  bad  because,  if  you  look  at  what  goes  on 
in  the  exchange  in  Chicago,  you  will  find  one  in  10  of  the  ordinary 
people  who  goes  in  there  makes  money.  The  rest  get  skinned. 

We  have  talked  about  mutual  funds.  What  are  you  doing  about 
derivatives?  What  are  you  doing  about  futures? 

Mr.  LuDWiG.  Actually,  we  are  the  first  Federal  banking  Agency 
to  have  detailed  guidance  in  the  derivatives  area.  We  have  an  ac- 
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tive  derivatives  task  force.  We  are  working  with  the  administration 
and  the  other  bank  regulators  on  derivatives.  It  is  an  area  of  seri- 
ous concern.  Any  emerging  market  in  the  financial  service  area  is 
something  that  has  to  be  looked  at  and  worked  with  closely. 

Mr.  DiNGELL.  Well,  let's  look  at  a  specific  behavior.  A  bank  puts 
the  FDIC  disclaimer  in  small  print  or  in  a  footnote.  What  do  you 
think  ought  to  be  done  about  that? 

Mr.  LUDWIG.  Where  we  found  that,  and  we  are  examining  to  find 
it,  we  have  required  that  that  be  changed. 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  We  have  required  that  that  be  changed. 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  We  have  required  that  that  be  changed.  Now,  let 
me  say 

Mr.  DiNGELL.  It  requires  them  to  change? 

Mr.  LuDWiG.  Absolutely. 

Mr.  DiNGELL.  Do  you  have  a  rule  on  that? 

Mr.  LuDWiG.  Yes,  we  do.  You  must 

Mr.  DiNGELL.  What  is  the  rule? 


Mr.  LuDWiG.  You  must,  under  our  interagency  rules,  have 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  You  must,  under  our  interagency  rules,  make  con- 
spicuous disclosures  of  the  items 

Mr.  DiNGELL.  Now,  is  that  a  rule  or  a  guideline? 

Mr.  LuDWiG.  It  is — the  reason  we  use  guidelines  is  because  you 
can  get  them  out  faster.  If  you  use  regulations,  you  have  to  get 

Mr.  DiNGELL.  Beloved  friend,  tell  me  what  the  difference  is  be- 
tween a  rule  and  a  guideline? 

Mr.  LuDWiG.  Well 

Mr.  DiNGELL.  A  rule  is  mandatory,  right? 

Mr.  LUDWiG.  Well,  we  view  our  guidelines  as  mandatory. 

Mr.  DiNGELL.  Well,  a  guideline  and  a  rule — are  they  the  same? 

Mr.  LuDWiG.  Well,  we  expect  the  banks  who  receive  our  guide- 
lines to  comply  with  that  guidance. 

Mr.  DiNGELL.  Is  that — I  am  trying  to  understand — a  guideline — 
if  I  were  to  get  a  dictionary  out  here,  would  a  guideline  be  classed 
as  a  mandatory  behavior  or  just  something  a  person  should  con- 
sider as  he  does  something? 

Mr.  LuDWiG.  Well 

Mr.  DiNGELL.  Would  a  rule  be  considered  as  being  mandatory  or 
simply  hortatory? 

Mr.  LUDWiG.  Well,  when  we  give  guidance  to  banks  under  our 
system  of  supervision,  the  banks  comply  with  that  guidance,  or 
they  are  sanctioned — or  they  change  their  behavior,  or  they  are 
sanctioned. 

Mr.  DiNGELL.  Let's  read  the  dictionary.  Guideline.  This  is  from 
the  New  College  American  Heritage  Dictionary.  I  assume  that  is  a 
citable  source.  "Guideline:  A  mark  used  to  orient  lettering.  A  state- 
ment of  policy  by  a  person  or  group  having  authority  over  an  activ- 
ity." Now,  do  these  guidelines  carry  penalties  for  failure  to  comply 
or  do  they  not? 

Mr.  LuDWiG.  Yes.  They  carry  penalties  for  failure 

Mr.  DiNGELL.  Do  they  have  a  penalty  section  in  them? 

Mr.  LUDWiG  [continuing].  To  comply. 


328 

Mr.  DiNGELL.  Here  is  the  language.  It  says:  "Supervision  by 
banking  agencies."  I  assume  that  is  page  14.  Maybe  Ms.  Broadman 
would  want  to  consult  with  it,  because  it  might  be  useful  to  us  all. 
It  says:  "The  failure  of  a  depository  institution  to  establish  and  ob- 
serve appropriate  policies  and  procedures  consistent  with  this 
statement,  in  connection  with  sales  activities,  involving  non-deposit 
investment  products,  will  be  subject  to  criticism  and  appropriate 
corrective  action." 

Now,  what  is  the  appropriate  corrective  action  to  which  they  will 
be  subject? 

Mr.  LUDWIG.  If  the  bank  is  instructed  by  our  examiners  to 
change  their  behavior  as  a  result  of  their  not  complying  with  the 
guidelines,  and  they  do  not,  they  will  be  sanctioned. 

Mr.  DiNGELL.  They  will  be  sanctioned? 

Mr.  LuDWiG.  Absolutely. 

Mr.  DiNGELL.  On  what  authority  will  they  be  sanctioned? 

Mr.  LUDWiG.  Under  our  1818  authority,  because  they  would  not 
be  engaging  in  a  safe  and  sound  practice. 

Mr.  DiNGELL.  What  specific  regulation  and  what  specific  penalty 
will  be  assessed  against  them  for  that  kind  of  behavior? 

Mr.  LuDWiG.  We  have  a  variety  of  penalties  that  can  be  assessed, 
everything  from  cease  and  desist 

Mr.  DiNGELL.  What  one  will  be  applied?  A  rule — a  statute  which 
is  violated  always  carries  integral  to  itself  a  penalty  for  that  mis- 
behavior. I  assume  that  there  is  a  penalty  defined  for  this  kind  of 
misbehavior,  and  I  am  asking  you  what  it  is, 

Mr.  LuDWiG.  Well 

Mr.  DiNGELL.  What  will  be — what  will  be  there  amongst  this 
enormous  variety  of  sanctions  that  you  have  that  will  be  applied 
in  this  case? 

Mr.  LuDWiG.  It  depends  on  the  case. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  It  depends  on  the  case. 

Mr.  DiNGELL.  Well,  what 

Mr.  LuDWiG.  It  can 

Mr.  DiNGELL.  Pick  a  number.  Tell  us  which  one  it  is  going  to  be? 

Mr.  LuDWiG.  Well,  you  have  to  look  at  the  individual  facts  and 
circumstances  before  you  could  decide  what  to  do. 

Mr.  DiNGELL.  What  rule  or  what  penalty  will  be  imposed? 

Mr.  LuDWiG.  Well,  first  of  all,  the  nature  of  our  supervision  effort 
is  to  try  to  insist  that  they  get  it  right.  The  important  thing  is  not 
whether  they  are  sanctioned.  The  important  thing  is  whether  they 
get  it  right  for  the  consumer. 

Mr.  DiNGELL.  Are  you  telling  us  that  you  are  not  going  to  penal- 
ize them  then? 

Mr.  LuDWiG.  In  appropriate  cases,  we  will  penalize  them. 

Mr.  DiNGELL.  Well,  let's  look  at  this  ad  here.  It  says  alternative 
investments  are  now  available  where  you  bank.  It  goes  on  and 
talks  about  alternatives  to  CD's,  wishing  to  learn  about  tax  advan- 
taged investment.  *Tou  will  want  to  visit  the  Investment  Center  at 
Commerce  Bank.  Their  licensed  investment  executives  offer  Com- 
merce Bank  customers  a  variety  of  investment  products,  including 
annuities  and  mutual  funds.  They  can  assist  you  in  developing  a 
financial  strategy,  based  on  your  personal  objectives.  Best  of  all. 
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consultations  are  free  and  without  obligation.  It  is  easy  to  get  start- 
ed." Then  it  goes  on  and — "speak  directly  with  your  investment  ex- 
ecutives. You  may  arrange  an  appointment  with  them  through  any 
bank  representative."  Then,  way  down  at  the  bottom,  there  is  a  lit- 
tle footnote  that  says:  "Commerce  Bank  and  Trust  and  Liberty  Se- 
curities Corporations  are  providing  insurance  and  securities  invest- 
ments exclusively  respectively  to  customers  of  Commerce  Bank  and 
Trust.  Liberty  Securities,  a  registered  broker-dealer,  member  of 
NASD,  is  not  affiliated  with  Commerce  Bank  and  Trust.  These  in- 
vestment products  are  not  deposits  or  obligations  of  Commerce 
Bank  and  Trust,  and  are  not  insured  or  guaranteed  by  FDIC  or 
any  Government  agency." 

Now,  this  is  a  small  footnote.  It  is  hard  for  me  to  read.  Does  that 
comply  with  your  idea  of  good  practices? 

Mr.  LUDWIG.  From  your  description,  it  is  not  conspicuous  and  it 
would  not  comply. 

Mr.  DiNGELL.  It  is  on  the  financial  page  of  a  major  U.S.  news- 
paper. As  a  matter  of  fact,  it  is  running  right  now.  Does  that  com- 
ply with  your  requirements? 

Mr.  LuDWiG.  Well,  let  me  say  that  we  are,  in  the  coming  weeks, 
going  to  be  very  aggressive  about  reviewing  the  advertising  mate- 
rials of  banking  organizations.  We  are  in  the  process  of  doing  more 
than  merely  going  out  and  examining.  Although  that  is  very  signifi- 
cant, that  takes  place  over  a  period  of  time.  As  I  mentioned,  over 
the  next  year,  we  will  have  examined  all  of  our  institutions  to 
make  sure  they  are  complying. 

Mr.  DiNGELL.  This  is  going  on  right  now.  This  is  running  right 
as  we  talk. 

Mr.  LUDWiG.  That  is  why  we  want  to  review  their  advertise- 
ments. We  intend  to  be  very  aggressive  about  that 

Mr.  DiNGELL.  Are  these  one  of  the  300  that  you 

Mr.  LuDWiG  [continuing].  In  the  coming  months. 

Mr.  DiNGELL.  Are  these  one  of  the  300  that  you  have  reviewed? 

Mr.  LuDWiG.  Well,  I  must  say,  I  do  not  know  from  your  descrip- 
tion whether  or  not  it  is  even  a  national  bank.  It  sounds  like  it 
probably  is  not.  I  think  it  is  probably  not  a  national  bank. 

Mr.  DiNGELL.  Let's  talk  about 

Mr.  LuDWiG.  It  did  not  say  national  bank  in  the  title.  It  has  ei- 
ther got  to  say  national  bank  or  have  N.A.  after  it.  If  it  does  not, 
it  is  not  one  of  our  banks. 

Mr.  DiNGELL.  All  right.  Let's  talk  about  Bank  One.  Here  is  a  bro- 
chure that  is  put  out  and  says  "customize  your  investments  with 
the  help  of  Bank  One  Securities  Corporation."  Down  at  the  bottom, 
they  talk  about  protection  insurance.  It  says  here:  "Protection  In- 
surance." The  inference  is  that  they  are  protected  by  SIPC.  Securi- 
ties Investor  Protection  Corporation,  including  $100,000  in  cash,  up 
to  $500,000,  then  Equitable  Casualty  and  Surety  Company,  $9.5 
million.  Total  coverage  $10  million.  This  is  on  an  offering  which 
they  make  in  connection  with  a  portfolio.  It  says  "mutual  funds, 
municipal  bonds,  U.S.  Treasuries,  Federal  Agencies,  collateralized 
mortgage  obligations,  CMC's,  unit  investment  trusts." 

Now,  does  that  seem  to  you  that  that  is  a  fair  advertisement? 

Mr.  LUDWiG.  Well,  I  have  not  looked  at  the  advertisement,  but 
to  the  extent  that  the  advertisement 
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Mr.  DiNGELL.  Get  him  a  copy  of  that,  will  you?  Does  that  seem 
to  be  a  fair  impression?  SIPC  only  protects  against  the  failure  or 
the  broker-dealer,  isn't  that  right? 

Mr.  LUDWIG.  Yes.  Having  not 

Mr.  DiNGELL.  It  does  not  protect  against  the  loss  of  values,  does 
it? 

Mr.  LUDWiG.  Yes.  The  notion  that  you  can  sell  these  things  and 
pretend  that  SIPC  insurance  is  equivalent  to  FDIC  is  misleading 
and  really  is  an  unacceptable  practice. 

Mr.  DiNGELL.  Now,  you  have  it  before  you  there.  Is  that  a  fair 
advertisement  to  poor  old  Aunt  Minnie  Goodbody?  Is  she  going  to 
think  that  she  has  got  $10  million  worth  of  protection  for  her  in- 
vestment that  is  offered  to  her  by  dear  Mr.  Frank  B.  Sly  at  the 
Rock  Solid  Bank  or  Financial  Investments  'R'  Us? 

Mr.  LUDWiG.  The  company  that  puts  out  this  advertisement  is  a 
member  of  the  NASD.  It  appears  to  be  a  registered  broker-dealer. 
I  do  not  want  to  comment  on  this  because  it  is  obviously  related 
to  a  bank,  and  there  are  certain  Banc  One  subsidiaries  that  are  na- 
tional banks.  As  I  said,  to  the  extent  that  this  applies,  I  would  like 
to  study  it.  I  do  not  like  to  comment  publicly  about  individual  bank 
matters  that  may  involve  enforcement  actions.  I  would  be  happy  to 
discuss  that  with  you  privately  or  prepare  a  document  to  submit 
to  the  committee.  I  am  loathe  to  discuss  an  individual  bank  matter. 
Just  glancing  at  this  advertisement,  I  would  say  that  where  a  bank 
or  anybody  else  implies  that  SIPC  insurance  is  the  equivalent  of 
FDIC  insurance  is  simply  wrong.  I  mean,  that  simply  is  wrong.  It 
should  not  be  done.  It  is  not  the  same  kind  of  insurance.  It  does 
not  provide  nearly  the  same  kind  of  protections  as  FDIC  insurance. 

Mr.  DiNGELL.  All  right.  Let's  do  a  little  bit  of  inquiry  here.  Now, 
let's  take  a  bank  purchasing — owning  and  operating  a  mutual  fund 
business.  You  have  stated  that  the  disclosure  and  disclaimer  re- 
quirements go  beyond  the  norm;  is  that  correct? 

Mr.  LUDWiG.  I  have  stated — I  have  given  examples  of  our  disclo- 
sure and  disclaimer  requirements. 

Mr.  DiNGELL.  All  right.  Hypothetically  speaking,  if  the  Mellon- 
Dre3^us  merger  had  already  been  approved,  and  was  now  an  oper- 
ating entity,  it  goes  without  saying  that  Dreyfus  mutual  funds  and 
the  Mellon  Bank  would  have  to  have  all  of  the  appropriate  dis- 
claimers associated  with  it;  is  that  correct? 

Mr.  LuDWiG.  I  am  just  trying  to  make  sure  I  understand  your  hy- 
pothetical. The  Dreyfus  Mutual  Fund,  were  it  a  subsidiary  of  Mel- 
lon Bank,  would  be  a  broker-dealer,  and  it  would  be  subject  to  our 
rules,  as  well  as  the  SEC's  rules,  and  it  would  be  a  member  of  the 
NASD. 

Mr.  DiNGELL.  I  am  not  sure  whether  I  know  whether  you  are 
saying  yes  or  no. 

Mr.  LuDWiG.  If  you  are 

Mr.  DiNGELL.  Let  me  read  the  question  again. 

Mr.  LuDWiG.  If  your  question  is  whether  or  not  the — I  am  just 
trying  to  understand — whether  or  not  the  securities  sold  by  Drey- 
fus, as  a  subsidiary,  would  have  to  include  the  same  kind  of  disclo- 
sure that  we  require  for  sales  of  bank  proprietary  mutual  funds  or, 
put  differently,  whether  we  would  apply  the  interagency  guidance 
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to  Dreyfus,  the  answer  is  that  it  is  something  under  review.  It  may 
or  may  not  be  a  condition  of  the 

Mr.  DiNGELL.  Aren't  we  saying 

Mr.  LUDWIG.  We  do  not  want  to  discuss  the  individual  applica- 
tion. I  mean,  I  have  got  to  decide  it,  and  it  is  certainly  one  of  the 
issues.  I  mean,  I  think  it  is  going  to  be  one  of  the  issues  they  raise. 

Mr.  DiNGELL.  Aren't  you  telling  me  then  that  Dre3rfus  mutual 
funds  sold  in  the  Mellon  Bank  would  have  to  have  all  the  appro- 
priate disclaimers  associated  with  them? 

Mr.  LuDWiG.  I  think  that  is  right.  Yes. 

Mr.  DiNGELL.  All  right.  It  is  also  true  that,  based  on  media  cov- 
erage, people  across  the  country  would  be  aware  that  Dre3^us  is 
now  part  of  the  Mellon  Bank,  isn't  that  so? 

Mr.  LuDWiG.  Well,  those  sophisticated  investors,  who  review 
that,  would  conclude  that  Dreyfus  is  part  of  the  Mellon  Bank,  that 
is  right,  of  course. 

Mr.  DiNGELL.  Well,  in  such  situations,  wouldn't  you  then  be  com- 
pelled to  require  that  all  Dreyfus  Advertisements,  brochures,  and 
the  practice  of  cold  calls  contain  the  necessary  disclosures  to  sepa- 
rate the  subsidiary  from  the  bank? 

Mr.  LuDWiG.  As  I  said,  that  is  clearly  an  issue  before  us.  We  take 
it  very  seriously.  It  is  one  of  the  kinds  of  issues  we  are  dealing 
with.  I  cannot  publicly  discuss  how  we  might  come  out  on  an  indi- 
vidual application. 

Mr.  DiNGELL.  Well,  let's  say  a  fellow  from  Dreyfus  Mutual  Fund 
is  calling  dear  old  Aunt  Minnie  Goodbody  in  Maybe,  Michigan,  and 
let's  assume  that  Aunt  Minnie  has  read  the  Wall  Street  Journal  or 
the  local  press  or  somebody  who  said  that  Dre3dus  is  now  part  of 
the  Mellon  Bank,  isn't  there  going  to  be  confusion  over  FDIC  insur- 
ance and  whether  or  not  the  bank  will  follow  and  that  the  funds 
of  the  individual,  Aunt  Minnie  are  going  to  be  protected  by  FDIC? 
Is  there  a  strong  possibility  of  that? 

Mr.  LuDWiG.  Certainly,  that  confusion  is  certainly  one  of  the  rea- 
sons you  would  consider  applying  these  same  disclosure  standards 
to  the  subsidiary.  It  is  something  that  we  are  considering,  but  I  do 
not  want  to  discuss  the  application  further. 

At  the  same  time,  and  it  is  fair  to  note  that  that  kind  of — and 
it  really  depends  how  they  operate  the  subsidiary — that  kind  of 
confusion  does  not  necessarily  arise  from  ordinary  day-to-day  oper- 
ations if  they  are  entirely  separate.  It  is  a  complex  question.  We 
are  very  sympathetic  to  the  concern  that  people  may  be  confused 
merely  by  the  fact  that  there  is  a  corporate  linkage  here.  We  are 
looking  at  the  question  very  closely. 

Mr.  DiNGELL.  What  you  are  saying  is  that  it  is  your  duty  to  pro- 
tect the  consumer  or  the  investor  that  requires  that  you  take  steps 
to  see  to  it  that  that  confusion  exists,  as  you  said,  in  your  personal 
view,  at  a  level  of  zero  or  at  least  some  very  low  level;  isn't  that 
right? 

Mr.  LuDWiG.  It  means  that  we  have  to  be  very  very  cautious  in 
terms  of  trying  to  protect  the  consumer  and  apply  appropriate 
standards. 

Mr.  DiNGELL.  Now,  the  consumer  groups  that  appeared  before 
the  subcommittee  yesterday  described  three  types  of  banks  operat- 
ing out  there:  Those  that  are  going  beyond  the  guidelines,  trying 
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to  find  the  cutting  edge  towards  educating  their  consumers;  the 
second  group  that  is  complying  with  the  guidelines,  but  not  going 
beyond  it;  and  a  third  group  that  have  been  referred  to  as  bottom- 
feeders,  who  are  not  complying  with  the  guidelines  and  appear  to 
treat  their  customers  accordingly.  You  would  agree  that  their — do 
you  agree  that  there  is  a  spectrum  of  bank  activity  out  there  which 
runs  from  highly-ethical  to  substantially  less  ethical? 

Mr.  LUDWIG.  I  would  hope  that  there  is  nobody  out  there  that  is 
a  national  bank  that  is  substantially  less  than  ethical. 

Mr.  DiNGELL.  You  would  hope? 

Mr.  LuDWiG.  That  is  exactly  why  we  are  examining.  That  is  why 
we  do  not  leave  it  just  to  trust.  That  is  why  we  have  these  exam- 
ination guidelines  and  have  done  all  of  these  things  this  year  is  in 
order  that  we  will,  in  fact,  be  out  on  the  street  examining  to  make 
sure  that,  if  there  are  bottom  feeders,  that  they  are  dealt  with  seri- 
ously. 

Mr.  DiNGELL.  Well,  it  is  fair  to  say  that  we  are  not  there  yet.  You 
would  want  this  committee  to  believe  that  your  office  is  aggres- 
sively attempting  to  determine  the  solutions  to  consumer  protection 
problems? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Now,  in  reality,  is  it  fair  to  say  we  are  in  a  state 
of  transition,  attempting  to  find  what  constitutes  adequate  disclo- 
sure and  adequate  protection  of  investors  and  to  implement  them? 

Mr.  LuDWiG.  We  are,  as  I  mentioned,  aggressively  going  forward 
with  our  new  guidelines  and  examination  procedures.  It  is  fair  to 
say,  given  the  studies,  that  investors  who  buy  mutual  funds  from 
banks  and  nonbanks  are  confused.  The  studies  are  not  perfect. 
That  is  why  we  are  doing  an  in-depth  study  with  the  SEC.  Based 
on  what  we  have  seen  so  far,  one  would  think  that  investors  from 
a  considerable  number  of  mutual  fund  sellers,  whether  they  are 
banks  or  nonbanks,  are  confused. 

Mr.  DiNGELL.  Are  you  prepared  to  say  that  we  have  figured  out 
all  of  the  answers  to  what  needs  to  be  done  to  protect  consumers 
or  that  all  of  the  banks  are  aggressively  attempting  to  solve  the 
problem  or  to  comply  with  regulations  that  they  understand  which 
have  come  forth  from  the  Office  of  the  Comptroller? 

Mr.  LuDWiG.  I  would  think,  honestly,  we  have  moved  a  long  way. 
We  have  still  got  some  way  to  go.  In  some  ways,  there  is  always 
going  to  be  some  way  to  go.  This  is  a  hard  area. 

Mr.  DiNGELL.  Can  you  tell  me  whether  we  ought  to  permit  banks 
which  do  not  engage  in  proper  practices  with  regard  to  consumer 
protection  or  compliance  with  the  NASD  manual  or  your  regula- 
tions should  be  permitted  to  continue  selling? 

Mr.  LuDWiG.  This  is  a  very  hard  area.  There  are  benefits  to 
banks  being  in  the  mutual  fund  business,  as  I  mentioned  earlier 
in  answer  to  a  question.  At  the  same  time,  we  have  got  to  make 
sure  that  consumers  are  protected  and  proper  consumer  disclosures 
are  made.  When  a  bank  intentionally  violates  our  guidelines  and 
when  we  are  not  convinced  that,  after  proper  examination  they  are 
not  taking  this  seriously,  we  would  take  very  serious  steps  in  those 
cases.  We  do  not  intend  to  sit  back  passively  and  have  institutions 
ignore  our  guidelines,  because  we  do  care  about  these  consumer 
protections.  It  is  essential  that  they  take  this  seriously,  like  their 
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other  safety  and  soundness  responsibilities  and  consumer  respon- 
sibilities. 

Mr.  DiNGELL.  Now,  Mr.  Ludwig,  your  charter,  which  goes  back 
a  long  time,  charges  you  with  the  paramount  responsibility  of  as- 
suring the  safety  and  soundness  of  banks;  is  that  right? 

Mr.  Ludwig.  We  are  certainly  responsible  for  the  safety  and 
soundness  of  national  banks. 

Mr.  DiNGELL.  Now,  Chairman  Levitt,  of  the  SEC,  testified  yester- 
day that  that  is  what  separates  you  from  the  SEC,  where  investor 
protection  is  paramount.  Can  you  state  unequivocally  that  when 
the  interest  of  the  banks  diverge  from  the  interest  of  investors, 
that  you  would  side  with  investors  like  the  SEC  does? 

Mr.  Ludwig.  Well,  I  do  not  think  it  is  a  matter  of  taking  sides, 
sir.  I  honestly  do  not.  I  think  that  a  bank  that  fails  to  treat  its  cus- 
tomers appropriately  is  committing  an  unsafe  and  unsound  prac- 
tice. That  is  a  very  serious  responsibility  on  the  part  of  the  banks. 

Mr.  DiNGELL.  Well,  let's  look.  Banks  have  capital  requirements, 
do  they  not? 

Mr.  Ludwig.  Yes. 

Mr.  DiNGELL.  And  broker-dealers  have  capital  requirements,  do 
they  not? 

Mr.  Ludwig.  They  do. 

Mr.  DiNGELL.  Now,  let's  assume  that,  in  the  case  of  Mellon-Drey- 
fus, as  you  have  told  us — that  the  capital  of  the  bank  is  going  to 
be  made  larger  and  more  secure  by  the  inclusion  of  the  capital  of 
Dreyfus  m  Mellon  Bank. 

Mr.  Ludwig.  As  I  said,  capitalization  of  the  banking  entity  is  one 
of  the  things  we  would  look  at,  in  terms  of  deciding  whether  or  not 
to  approve  or  deny  the  application. 

Mr.  DiNGELL.  OK.  Now,  SEC  has  got  requirements  with  regard 
to  capitalization  of  the  broker-dealer,  do  they  not? 

Mr.  Ludwig.  They  do.  The  net  capital  rules. 

Mr.  DiNGELL.  Now,  you  are  going  to  be  dealing  with  the  capital- 
ization requirements.  So,  if  capital  is  moved  from  the  broker-dealer 
to  the  bank,  the  bank  is  more  secure.  That  makes  you  happy, 
doesn't  it? 

Mr.  LUDWIG.  We  view  it  as  a  consolidated  entity.  Let  me  say  that 
the  subsidiary  must  comply  with  the  net  capital  rules,  or  we  would 
view  it  in  violation  of  our  own  rules.  It  must  comply  with  all  appli- 
cable laws,  including  the  net  capital  requirements  at  the  subsidiary 
level. 

Mr.  DiNGELL.  Well,  under  what  circumstances  will  you  permit 
the  bank  to  draw  capital  from  the  broker-dealer  to  the  bank  to  add 
to  the  stability  and  the  substance  of  the  bank? 

Mr.  Ludwig.  We,  as  I  said,  will  require  them  to  comply  vvith  ap- 
plicable law,  including  the  net  capital  rules.  They  simply  cannot 
fail  comply  without  violating  the  law. 

Mr.  DiNGELL.  All  right.  Now,  what  rules  and  regulations  do  you 
have  on  this? 

Mr.  Ludwig.  I  guess  I  have  mentioned  our  12  USC  1818  author- 
ity. They  are  explicitly  required 

Mr.  DiNGELL.  Let's  go  back. 

Mr.  Ludwig.  There  is  a  requirement  that  they  comply  with  law. 
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Mr.  DiNGELL.  What  are  your  rules  which  deal  with  the  taking  of 
capital  out  of  the  broker-dealer  and  putting  it  into  the  bank?  Do 
you  have  any  clear  rules  which  are  written  down  which  say  you 
can  take  capital  out  of  the  broker-dealer  at  a  certain  time? 

Mr.  LUDWIG.  Well,  as  I  said 

Mr.  DiNGELL.  You  do  not — I  beg  your  pardon? 

Mr.  LuDWIG.  Section  1818  requires  them  to  comply  with  law. 
They  have  net  capital 

Mr.  DiNGELL.  Well,  1818  is  your  cease  and  desist  authority,  isn't 
it? 

Mr.  LuDWiG.  Section  1818  is  our  overall  statutory  authority  for 
enforcement. 

Mr.  DiNGELL.  It  does  not — but,  1818  does  not  deal  with  capital 
does  it? 

Mr.  LuDWiG.  It  explicitly  requires  that  institutions  comply  with 
laws  that  are  applicable  to  them. 

Mr.  DiNGELL.  Where  is  the  law  on  this? 

Mr.  LuDWiG.  It  is  the  net  capital  rules,  in  terms  of  the  capitaliza- 
tion requirements  of  the  subsidiary.  In  addition 

Mr.  DiNGELL.  What  are  your  regulations  that  say  that  a  bank 
may  withdraw  capital  from  a  broker-dealer? 

Mr.  LuDWiG.  We  expect  banks  and  their  affiliates  to  be  operated 
in  a  safe  and  sound  manner. 

Mr.  DiNGELL.  Beloved  friend,  you  are  describing  expectations.  I 
am  describing  rules.  I  am  saying  where  is  the  statutory  authority 
or  where  is  your  rule  which  relates  to  this? 

Mr.  LuDWiG.  Well,  our  capital  adequacy  requirements  are  set 
forth  in  detail. 

Mr.  DiNGELL.  Capital  adequacy  requirements  relate  to  banks,  do 
they  not?  Do  they  relate  to  broker-dealers  who  are  subsidiaries? 

Mr.  LuDWiG.  The  actual  capital  adequacy  requirements  relate  to 
the  entire  banking  enterprise,  including  its  subsidiaries.  Actually, 
the  bank  capital  requirements,  the  leverage  requirements,  which 
are  more  stringent  than  the  net  capital  rules,  would  apply  to  the 
subsidiary  as  well  as  the  bank. 

Mr.  DiNGELL.  Mr.  Ludwig,  that  is  a  wonderful  answer,  but  it  was 
not  to  the  question.  Now,  I  would  really  appreciate  it  if  you  would 
tell  us  what  are  the  specific  rules  which  relate  to  movement  of  cap- 
ital from  the  broker-dealer  to  the  bank.  You  must  have  a  rule  on 
this,  or  maybe  you  do  not.  I  will  accept  you  telling  me  you  do  not 
have  a  rule  on  it  or  that  you  do  not  know  what  the  rule  is. 

Mr.  Ludwig.  No,  we  do 

Mr.  DiNGELL.  Please  answer  the  question. 

Mr.  Ludwig.  We  do  have  a  rule,  and  the  rule  is  that  they  have 
to  comply  with  law,  the  1818  rule,  and  that  incorporates  their  SEC 
requirements. 

Mr.  DiNGELL.  1818  is  an  enforcement  rule.  That  is  your  cease 
and  desist  authority.  Where  is  the  rule  which  permits  you  to  ad- 
dress or  which  dictates  how  the  bank  will  deal  with  the  movement 
of  capital  from  the  broker-dealer  to  the  bank? 

Mr.  Ludwig.  Well,  the  broker-dealer  will  be  subject  to  all  the 
SEC  requirements. 

Mr.  DiNGELL.  Is  that  in  your  rules  or  is  that  in  the  SEC's  rules? 

Mr.  Ludwig.  That  is  in  the  SEC's  rules. 
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Mr.  DiNGELL.  That  has  nothing  to  do  with  the  movement  of  cap- 
ital, does  it? 

Mr.  LUDWIG.  Well,  it  does.  They  cannot  move  the  required  net 
capital  out  of  the  subsidiary. 

Mr.  DiNGELL.  I  do  not  think  you  are  answering  my  question. 
Let's  look.  Here  the  bank  says  to — here  Mellon  says  to  Dreyfus,  you 
are  going  to  move  $200  million  to  the  bank.  Now,  that  money  is 
staying  in  the  overall  bank,  and  the  overall  structure  of  the  bank 
is  a  solid  bank.  You  are  happy  because  now  the  bank  has  another 
hundred  or  $200  million  in  capital.  That  makes  you  feel  good  be- 
cause you  are  sure  of  the  soundness  of  the  structure  of  the  bank. 
Then,  what  about  Dreyfus?  Dreyfus  has  moved  capital  from  Drey- 
fus to  Mellon  at  the  instruction  of  Mellon.  What  particular  rules  do 
you  have  with  regard  to  the  movement  of  this  capital  or  the  capital 
adequacy  of  Dreyfus? 

Mr.  LuDWiG.  The  SEC  rules,  which  apply  to  them  now  and  which 
limit  the  movement  of  capital.  In  other  words,  they  would  be  no 
less  or  no  more  able  to  move  capital  out  of  Dreyfus  as  a  result  of 
the  acquisition 

Mr.  DiNGELL.  Do  you  enforce  SEC  rules? 

Mr.  LuDWiG.  Through  1818  we  sure  do. 

Mr.  DiNGELL.  You  do? 

Mr.  LuDWiG.  Yes,  sir,  we  do.  If  they  violate  the  net  capital 

Mr.  DiNGELL.  Do  you  have  a  rule  that  says  you  enforce  SEC 
rules  on  this  matter? 

Mr.  LuDWiG.  12  use  1818. 

Mr.  DiNGELL.  I  beg  your  pardon? 

Mr.  LuDWiG.  12  use  1818. 

Mr.  DiNGELL.  That  is  simply  you  cease  and  desist  order.  That  is 
essentially — that  empowers  you  to  tell  people  to  stop  doing  things. 

Mr.  LUDWiG.  That  empowers  us  to  issue  civil  penalties,  to  remove 
people  from  banks,  if  they  violate  law.  If  they  violate  the  SEC 
rules,  they  are  violating  law,  and  we  can  impose  the  full  panoply 
of  our  enforcement  powers. 

Mr.  DiNGELL.  This  is  not  an  unsafe  or  unsound  practice  in  bank- 
ing. It  may  be  an  unsafe  or  unsound  practice  with  regard  to  the 
security  subsidiary,  but  it's  not  an  unsafe  or  unsound  practice  with 
regard  to  the  bank. 

Mr.  LuDWiG.  The  change  in  ownership  doesn't  change  the  appli- 
cability of  the  SEC 

Mr.  DiNGELL.  I'm  sorry? 

Mr.  LuDWiG.  The  change  of  ownership  doesn't  change  the  appli- 
cability of  the  SEC  standards.  The  one  thing  that  does  change,  ac- 
tually, is  that  you  have,  in  a  sense,  two  agencies 

Mr.  DiNGELL.  We  are  not  talking  about  the  SEC's.  Tell  us  where 
your  standards  might  be. 

Mr.  LuDWiG.  We  incorporate  them  by  reference. 

Mr.  DiNGELL.  Where  do  you  incorporate  them  by  reference? 

Mr.  LUDWiG.  Under  1818. 

Mr.  DiNGELL.  Well,  earlier  you  said  it's  not  important  that  they 
be  sanctioned.  It's  just  important  that  they  just  get  it  right.  Now, 
we've  been  talking  about  the  behavior  of  people  who  are  selling  se- 
curities out  of  the  bank.  I  gather  we're  talking  about  people  who 
pull  capital  out  of  brokers  and  put  it  into  the  bank. 
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What  I  sense  you're  telling  me  here,  in  spite  of  what  you  said 
earlier,  is  there  is  nothing  in  your  rules  that  restricts  the  ability 
of  the  bank  to  drain  the  capital  from  a  broker-dealer  subsidiary 
right  down  to  the  bare  minimum  required  by  the  securities  laws. 
Is  that  right? 

In  other  words,  as  long  as  they  meet  the  bare  minimum  that's 
required  by  the  SEC,  they  can  pump  all  the  capital  they  want  out 
of  that. 

Mr.  LUDWIG.  Isn't  that  the  case  now  with  respect  to  the  current 
ownership?  If  the  current  ownership  wanted  to  take  capital  out, 
they  would  have  to  comply  with  the  SEC  rules.  After  the  trans- 
action, they  would  have  to  comply  with  the  SEC  rules,  as  well. 

Mr.  DiNGELL.  I'm  not  going  to  quarrel  with  you  about  that.  In 
any  event,  to  the  extent  that  a  subsidiary  has  capital  in  excess  of 
regulatory  minimum,  the  bank  is  then  free  to  take  it  and  use  it  for 
its  own  purposes,  isn't  it?  And  it  can  declare  dividends  from  it.  It 
can  make  further  investments  with  it.  It  can  do  whatever  it  wants 
with  those  moneys  above  the  bare  minimum.  Is  that  right? 

Mr.  LUDWlG.  Well,  I  don't  want  to  prejudge  what  we  will  do  with 
the  application.  I  would  say  that  for  a  subsidiary  of  a  bank,  we  look 
at  the  capital  on  a  consolidated  basis.  In  terms  of  setting  the  cap- 
ital standards  for  the  banking  organization,  we  take  into  consider- 
ation a  variety  of  activities  that  can  be  engaged  in  by  the  bank  and 
a  subsidiary,  so  that  the  combined  entity  is  well  capitalized. 

We  have  very  detailed  rules  on  capitalization  of  banking  organi- 
zations. They  are  very  detailed  and  we'd  be  happy  to  submit  them 
for  the  record. 

Mr.  DiNGELL.  Let's  go  back  to  1818  issues  that  we  had  been  dis- 
cussing before.  Am  I  fair  to  infer  that  this  is  a  charter  to  protect 
and  amend — and  a  power  to  protect  the  banks?  I'm  still  curious 
about  where  in  1818  we  find  anything  which  mandates  you  to  pro- 
tect the  investor  or  the  consumer  of  nonbank  services  here. 

Mr.  LuDWiG.  Well,  1818  applies  to  the  banking  organization. 

Mr.  DiNGELL.  Pardon? 

Mr.  LUDWiG.  Our  1818  authority  applies  to  the  banking  organiza- 
tion, including  the  operating  subsidiary.  As  I've  mentioned  before, 
that  1818  authority  says  that  you  can't  violate  law,  you  can't  oper- 
ate in  an  unsafe  and  unsound  manner. 

Mr.  DiNGELL.  That  means  operate  a  bank  in  an  unsafe  or  un- 
sound manner. 

Mr.  LUDWiG.  Banking  organization. 

Mr.  DiNGELL.  Where  does  it  say  that  you  don't  engage  in  insider 
trading,  manipulation,  frontrunning  or  other  practices  that  would 
be  prohibited  by  the  securities  laws? 

Mr.  LUDWiG.  As  I  said,  if  you  violate  the  securities  laws,  you  are 
violating  1818  and  we  would  feel  free  to  use  our  entire  panoply  of 
powers  against  the  institution. 

Mr.  DiNGELL.  Mr.  Ludwig,  are  you  familiar  with  the  Policy  State- 
ment on  Mutual  Funds  filed  by  Mellon  Bank  as  a  part  of  its  notice 
or  application  with  you? 

Mr.  Ludwig.  Yes,  sir. 

Mr.  DiNGELL.  The  document  referred  to  says  it  provides  a  num- 
ber of  guiding  principles  designed  to  ensure  consumer  protection, 
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prevent  conflicts  of  interest,  provide  for  the  safety  and  soundness 
of  both  Mellon  Bank  subsidiaries  and  the  funds.  Isn't  that  so? 

Mr.  LUDWIG.  That  sounds  right  to  me,  yes.  Here  it  is.  Yes. 

Mr,  DiNGELL.  The  general  areas  covered  by  the  Policy  Statement 
include:  independence  of  the  mutual  fund  boards;  independence  of 
the  fund;  relationship  between  Mellon  and  the  advised  funds  (in- 
cluding extensions  of  credit  and  purchases  of  securities);  conflicts 
of  interest;  consumer  protection  (with  particular  emphasis  on  suit- 
ability and  ensuring  that  the  customer  understands  that  mutual 
fund  shares  are  not  FDIC-insured  or  bank  obligations);  SEC  regu- 
lation; board  of  directors  and  management  oversight;  and  compli- 
ance reviews. 

Now,  the  American  Heritage  dictionary  that  we've  been  referring 
to  defines  "voluntary  as  "acting  on  one's  own  free  will  or  one's  own 
initiative"  and  "acting  or  performed  without  external  persuasion  or 
compulsion  or  without  legal  obligation." 

Accordingly,  then,  is  this  statement,  which  is  essentially  a  vol- 
untary document  and  which  defines  itself  as  being  voluntary,  a  doc- 
ument which  carries  with  it  the  force  and  effect  of  law  and  is  it 
a  regulatory  document? 

Mr.  LuDWiG.  Let  me  answer  that  a  couple  of  ways.  Were  we  to 
accept  this  statement  or  a  statement  like  it,  we  would  enforce  vio- 
lations of  this  statement. 

Mr.  DiNGELL.  How  can  you  do  that?  This  is  a  voluntary  state- 
ment. 

Mr.  LuDWiG.  We  can  include  it  as  a  condition  of  our  approval. 
But  even  if  it's  given  by  a  bank  voluntarily,  and  it  was  the  basis 
of  our  approval,  we  would  view  a  violation  of  it  as  something  that 
we  would 

Mr.  DiNGELL.  You're  saying  then  that  you  are  going  to  require 
this  to  be  a  condition  of  approval. 

Mr.  LuDWiG.  I  am  saying  that  when  we  come  out  with  our  appli- 
cation or  give  approval,  if  we  do,  we  will  quite  possibly  include  con- 
ditions. The  conditions  may  be  more  extensive  than  this,  they  may 
be  these,  they  may  be  whatever.  But  whatever  is  included  as  the 
basis  of  that  approval  we  will  expect  to  be  enforceable. 

We  are  certainly  not  going  to  approve  something  on  the  basis  of 
representations  that  we  don't  believe  are  enforceable. 

Mr.  DiNGELL.  But  we've  been  talking  about  1818(b)(1).  Mr.  Lud- 
wig,  that  provision  states  in  relevant  part  that  you  are  authorized 
to  seek  cease  and  desist  orders  based  on,  and  I  quote,  "reasonable 
cause  to  believe  that  the  bank  or  any  director,  officer,  employee, 
agent,  or  other  person  participating  in  the  conduct  of  the  affairs  of 
such  bank  is  about  to  violate  a  law,  rule,  or  regulation,  or  any  con- 
dition imposed  in  writing  by  the  Agency  in  connection  with  the 
granting  of  any  application  or  other  request  by  the  bank  or  any 
written  agreement  entered  into  with  the  Agency." 

Now,  I  want  to  ask  you  a  series  of  questions  about  what  I've  just 
read  and  I  would  request  that  you  answer  just  yes  or  no.  Are  vol- 
untary commitments  a  law? 

Mr.  LuDWiG.  They're  not  a  law. 

Mr.  DiNGELL.  Are  voluntary  commitments  rules  or  regulations? 

Mr.  LuDWiG.  Not  rules  or  regulations. 

Mr.  DiNGELL.  Beg  your  pardon? 
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Mr.  LUDWIG.  They're  not  rules  or  regulations. 

Mr.  DiNGELL.  Mellon's  testimony  says  they're  "willing  to  have  the 
commitments  set  forth  therein  converted  into  conditions  of  regu- 
latory approval  should  the  OCC  so  desire."  Your  testimony  states: 
"if  we  were  to  approve  the  Notice,  the  written  conditions  the  OCC, 
at  a  minimum,  would  likely  impose  would  cover  the  voluntary  com- 
mitments set  forth  in  the  Policy  Statement." 

Now,  that  leaves  us  the  great  big  question.  Are  you  going  to  im- 
pose the  Policy  Statement's  voluntary  commitments  as  conditions 
imposed  in  writing  by  the  OCC  in  connection  with  the  granting  of 
the  Mellon-Dreyfus  application,  should  you  decide  to  approve  the 
transaction? 

Mr.  LuDWiG.  I  don't  mean  not  to  be  forthcoming.  I  think  I've 
been  clear  about  our  seriousness  in  enforcing  the  application  and 
conditions  of  its  approval,  but  I  really  don't  want  to  make  state- 
ments about  our  application.  I  can  assure  you  that  we  take  it  seri- 
ously and  we  might  well  impose  conditions.  But  when  we  have  an 
application  before  us  and  I'm  the  judge,  it  seems  to  me  that  I've 
just  got  to  not  prejudge  it  and  give  you  that  kind  of  assurance. 

Mr.  DiNGELL.  You  have  in  a  number  of  instances — for  example, 
in  the  case  of  First  Union,  at  least  initially,  not  put  these  matters 
out  for  public  comment.  Does  that  represent  a  change  in  policy 
when  you  now  have  First  Union  essentially  out  for  comment,  as 
well  as  Mellon-Dreyfus  out  for  public  comment?  Is  that  a  practice 
that  you're  going  to  continue  from  now  on? 

Mr.  LuDWiG.  I'm  glad  you  raised  that  question.  I  committed 
when  I  came  in  to  review  all  our  rules  and  regulations  from  A  to 
Z.  We're  in  the  process  of  revising  our  entire  rule  book.  One  of  the 
areas  we're  revising  is  Part  52  that  deals  with  this  kind  of  issue. 

We  have  under  consideration — had  under  consideration  when 
this  came  in — putting  this  kind  of  application  out  for  public  com- 
ment. To  be  honest,  we  might  not  have  done  so  because  we're  in 
the  process  of  revising  the  rules. 

You  and  Chairman  Gonzalez  raised  the  issue  of  whether  or  not 
this  should  be  out  for  public  comment.  Given  the  magnitude  and 
the  complexity  of  these  transactions,  it  seemed  to  us  that  although 
it  was  on  a  sui  generis  basis  because  we  haven't  revised  our  rules 
yet,  it  made  sense  to  go  ahead  and  do  it.  Incidentally,  I  misstated 
myself.  It's  Part  5,  not  Part  52,  we're  changing. 

But  we  realir.ed  the  benefit  of  public  comment  in  complex  and 
large  situations  and  we  are  revising  our  rules  with  that  in  mind. 
That's  one  of  the  reasons  we  decided  that  it  made  some  sense  in 
this  case  to  go  ahead  and  put  it  out  for  public  comment. 

Mr.  DiNGELL.  I  would  note  that  we  find  ourselves  in  a  situation 
where  others  previously  have  not  been  required  to  meet  this  kind 
of  an  open  process  and  that  others  in  the  future  may  or  may  not 
be  required  to  meet  this  kind  of  open  process. 

I'm  curious.  Is  an  open  process  desirable  or  undesirable  in  this 
instance? 

Mr.  LuDWiG.  I  think  an  open  process  is  very  desirable.  Let  me 
say  the  interesting  thing  about  our  rules  is  that  we  really  have 
quite  a  bit  of  transparency  in  terms  of  the  public.  Everything  is 
available  to  the  public  in  bulletins  and  FOIA  requests,  et  cetera. 
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One  of  the  problems  with  our  rules  is  that  there  are  disclosures 
here  and  disclosures  there  and  they're  not  made  in  a  coherent  fash- 
ion. One  of  the  things  we  want  to  change  is  to  make  them  acces- 
sible to  the  public,  so  that  the  public  disclosures  are  easily  identifi- 
able. This  kind  of  open  comment  period,  I  think,  is  desirable  in 
complex  and  large  situations  like  this. 

We're  working  hard  to  change  our  rules  so  that  we  do,  indeed, 
address  this  kind  of  issue. 

Mr.  DiNGELL.  Let's  look  at  this,  because  heretofore  you  have  an- 
nounced these  by  bulletin,  have  you  not?  Essentially,  you  put  out 
a  bulletin. 

Mr.  LuDWiG.  That's  right. 

Mr.  DiNGELL.  What  has  preceded  that  bulletin  in  the  way  of  pub- 
lic rulemaking? 

Mr.  LUDWiG.  We  historically  give  public  notice  after  an  applica- 
tion is  filed. 

Mr.  DiNGELL.  I'm  sorry? 

Mr.  LuDWiG.  We  historically  have  given  public  notice  after  an  ap- 
plication is  filed. 

Mr.  DiNGELL.  How  much  detail  has  that  had? 

Mr.  LuDWiG.  It  is  not  very  detailed. 

Mr.  DiNGELL.  Has  it  identified  the  applicant? 

Mr.  LuDWiG.  Yes. 

Mr.  DiNGELL.  It  has.  In  all  cases? 

Mr.  LuDWiG.  I  believe  that's  correct.  I'd  have  to  get  back  to  you, 
but  I'm  virtually  certain  that's  correct. 

Mr.  DiNGELL.  Does  it  identify  the  powers  being  sought? 

Mr.  LuDWiG.  Currently  it  does  not  and  it's  one  of  the  areas  of 
change  that  we  will  be  considering.  There's  no  doubt  about  it. 
That's  one  of  the  reasons  we're  looking  at  changing  this  whole  area. 
If  we  thought  it  was  perfect,  we  wouldn't  be  changing. 

Mr.  DiNGELL.  What  does  it  just  say,  then?  It  says  so  and  so  has 
made  an  application  to  the  OCC,  but  it  doesn't  say  what  the  appli- 
cation is  for.  Is  that  right? 

Mr.  LuDWiG.  That's  correct. 

Mr.  DiNGELL.  What  does  the  announcement,  the  bulletin  which 
announces  what's  been  done,  say?  Does  it  identify  the  applicant? 

Mr.  LuDWiG.  Well,  where  there  are  novel  and  important  cases, 
not  only  does  the  bulletin  go  into  some  description,  but  also  the  in- 
terpretive letters  are  often  made  quite  public.  That  is,  they're  all 
public,  but  they're  also  published. 

Mr.  DiNGELL.  What  is  a  novel  or  important  question  that's  de- 
cided? In  other  words,  some  are  going  to  be  publicly  announced  and 
some  are  not  going  to  be  publicly  announced.  I'm  trying  to  find  out 
which  ones  are  going  to  be  announced  publicly  because  they're 
novel  and  important  and  which  ones  are  not. 

Mr.  LuDWiG.  Where  they  depart  materially  from  past 

Mr.  DiNGELL.  Pardon? 

Mr.  LUDWiG.  Where  they  depart  materially  from  past  precedent 
would  be  the  basis  on  which  one  would  conclude  that  they  were 
novel. 

Mr.  DiNGELL.  Isn't  this  the  public's  business? 

Mr.  LuDWiG.  Pardon  me? 
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Mr.  DiNGELL.  This  is  public  business.  You're  saying  a  bank  can 
do  this  or  a  bank  can't  do  that. 

Mr.  LUDWIG.  Let  me  say  that  all  the  approvals  and  all  the  inter- 
pretations are  publicly  available.  The  issue  is  not  whether  they're 
publicly  available.  The  issue  is  whether  or  not  we  have  the  kind 
of  mechanism  in  place  that  incorporates  public  comment  and  where 
the  documents  are  easily  accessible  to  the  public,  and  that's  why 
we're  changing.  That's  why  we're  in  the  process  of  revising. 

Mr.  DiNGELL.  Let  me  ask  you.  Are  you  subject  to  the  Administra- 
tive Procedures  Act? 

Mr.  LuDWiG.  Absolutely. 

Mr.  DiNGELL.  You  are? 

Mr.  LuDWiG.  Absolutely. 

Mr.  DiNGELL.  The  Administrative  Procedures  Act,  when  you  take 
a  regulatory  act  of  this  kind,  requires,  first  of  all,  notice;  second  of 
all,  opportunity  for  comment;  and,  in  many  instances,  it  mandates 
a  hearing  and  a  public  process.  Then  it  mandates  that  you  should 
announce  your  process  or,  rather,  the  result  of  your  process  in  an 
opinion  which  is  subject  to  judicial  review. 

How  have  you  been  able  over  the  years,  then,  not  to  comply  with 
those  requirements? 

Mr.  LuDWiG.  The  op  sub  notices  are  not  subject  to  the  APA. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  The  op  sub  notices  are  not  strictly  subject  to  the 
APA.  It's  one  of  the  reasons  we're  changing  in  this  area. 

Mr.  DiNGELL.  These  are  functioning  under  an  exception  from  the 
APA. 

Mr.  LuDWiG.  Let  me  get  back  to  you  in  writing  on  that  question 
in  some  detail. 

Mr.  DiNGELL.  All  right.  Mr.  Ludwig,  I  note  that  there  is  a  vote 
on  the  floor.  We  have  much  more  to  do  here.  Would  it  meet  your 
approval  if  we  were  to  recess  for,  let's  say,  1  hour  so  everybody  can 
get  some  lunch  and  come  back  at  2:00? 

Mr.  Ludwig.  Sure. 

Mr.  DiNGELL.  Then  that's  what  we  will  do.  We  will  return  at 
2:00.  In  the  meantime,  the  committee  will  stand  in  recess. 

[Whereupon,  at  1:02  p.m.,  the  subcommittee  was  recessed,  to  re- 
convene this  same  day  at  2  p.m.] 

AFTER  RECESS 

Mr.  DiNGELL.  Mr.  Ludwig,  last  evening  you  delivered  to  the  sub- 
committee a  letter  dated  March  3  in  response  to  an  investigative 
letter  of  February  23  by  the  subcommittee.  That  document  included 
a  list  of  all  approvals.  I  counted  65  granted  since  1985,  the  year 
your  database  began  collecting  such  information  for  national  banks 
to  engage  in  investment  advisory  services  through  operating  sub- 
sidiaries. 

The  list  includes  both  acquired  and  de  novo  operations  in  the  na- 
tional bank  operating  subsidiaries.  I  want  to  thank  you  for  this  in- 
formation. 

You  have  put  out  for  public  comment,  as  we  have  noted  earlier, 
Mellon's  proposed  acquisition  of  Dreyfus  and  First  Union's  pro- 
posed acquisition  of  Lieber  and  Evergreen.  Will  you  apply  the  same 
requirements  to  everyone?  Because  as  of  this  particular  minute. 
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you  have  leveled  these  requirements  on  two,  but  apparently  not  on 
others. 

Mr.  LUDWIG.  Mr.  Chairman,  two  things  I'd  like  to  make  clear.  I 
just  want  to  make  certain.  The  document  we  submitted  last 
evening  was  not  complete.  We  submitted  a  substitute  this  morning 
because  there  had  been  a  computer  error. 

Ms.  Washington.  You  are  correct.  The  document  that  you  sub- 
mitted last  evening  had  a  list  of  33. 

Mr.  LuDWiG.  Fine.  Just  so  you  have  the  complete 

Ms.  Washington.  We  received  the  new  document  and  the  chair- 
man used  the  new  number,  which  is  65. 

Mr.  LuDWiG.  That's  fine.  I  just  want  to  make  sure.  As  I  men- 
tioned, we  are  looking  very  hard  at  changing  our  Part  5  so  that 
novel  and  complex  applications  of  this  sort  are  subject  to  a  public 
comment  period.  We're  in  the  process  of  reviewing  that  regulation 
right  now. 

Mr.  DiNGELL.  We've  dealt  so  far  with  the  questions  with  regard 
to  the  procedure;  in  other  words,  whether  these  would  be  put  out 
for  comment  and  that  sort  of  thing.  But  we  have  not  discussed 
whether  you  would  impose  the  same  regulatory  requirements  on  all 
these  people.  In  other  words,  are  you  going  to  impose  one  set  of 
regulatory  requirements,  for  example,  on  Dreyfus  and  Mellon  and 
perhaps  on  First  United  or  are  you  going  to  impose  them  on  all 
previous  and  all  subsequent  applicants? 

Because  you  have  defined  a  certain  set  of  rules  and  procedures 
that  you've  indicated  to  us  you  expect  to  see  followed  by  the  banks 
which  go  into  this  kind  of  activity.  I'm  curious.  Would  you  then 
apply  these  same  kind  of  requirements  to  others,  including  those 
previous  or  those  who  will  come  after? 

Mr.  LuDWiG.  In  many  cases,  maybe  even  most,  and  we're  pre- 
pared to  provide  to  the  committee  the  specific  approvals,  we  have, 
in  fact,  imposed  conditions  or  have  had  commitments  that  we 
thought  were  substantial. 

Your  question  as  to  whether  or  not  there  is  a  core  here  of  re- 
quirements that  we  might  impose  on  a  consistent  basis  is  some- 
thing we're  looking  at  and  considering. 

Mr.  DiNGELL.  Here's  the  situation.  You  have  two  banks  doing 
business  in  the  same  State  or  same  town.  They  have  branches 
across  the  street  from  each  other.  If  you  apply  one  set  of  rules  to 
one  and  one  set  of  rules  to  another,  you  have  a  competitive  advan- 
tage or  disadvantage  between  the  two. 

If  you  apply  one  set  of  rules,  for  example,  in  Michigan  and  an- 
other set  in  Ohio,  you,  again,  have  a  different  competitive  situation 
and  money  flows  according  to  the  most  advantageous  return  to  the 
holder  of  the  money. 

My  question  is  doesn't  fairness  require  that  you  achieve  a  level 
playing  field  on  this  matter? 

Mr.  LuDWiG.  With  respect,  we  very  much  want  to  achieve  a  level 
playing  field.  Let  me  say,  however,  that  in  terms  of  these  individ- 
ual applications,  depending  on  the  application  and  the  actual  activ- 
ity involved  and  the  precise  nature  of  an  institution's  business,  we 
might  well  impose  conditions  that  would  be  idiosyncratic  to  the  in- 
dividual institution  in  terms  of  our  concerns  about  safety  and 
soundness  in  the  specific  case.  So  while  we  may  well  come  to  a  core 
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of  requirements,  we  might  well  have  certain  approval-specific  re- 
quirements in  one  case  that  we  might  not  have  in  another. 

Mr.  DiNGELL.  So  you  have,  then,  the  question  of  both  investor 
protection  and,  very  frankly,  the  question  of  fairness  between  dif- 
ferent participants  in  the  financial  business,  and  you  would  want 
to  achieve  fair  treatment  of  both. 
Mr.  LUDWIG.  Absolutely. 

Mr.  DiNGELL.  All  right.  Mr.  Ludwig,  there  is  a  rather  simple  so- 
lution out  of  this  quagmire.  Rather  than  having  you  have  to  stretch 
the  interpretation  of  your  statutes,  it  appears  to  me  to  be  quite 
sensible  to  simply  repeal  the  bank  investment  adviser  and  broker- 
dealer  exclusions  in  the  securities  laws  and  to  impose  the  voluntary 
commitments  in  Mellon's  policy  statement  by  law. 

Mr.  Moorhead,  Mr.  Markey,  Mr.  Fields  and  I  have  a  little  bill, 
H.R.  3447,  that  would  do  just  that.  Would  you  have  any  strong  ob- 
jections to  us  doing  that?  .  . 

Mr.  Ludwig.  Well,  the  administration  does  not  have  a  position 
on  that  legislation  at  this  time.  As  a  matter  of  fact,  we  do  take,  as 
you  know  and  as  I  think  you'll  hear  today,  a  number  of  your  con- 
cerns seriously.  At  the  same  time,  we  don't  have  a  position  on  the 
legislation  and  I'm  not  at  liberty  to  take  a  position  on  it. 

Mr.  DiNGELL.  Of  course,  Mellon's  policy  statement  adopts  most  of 
the  provisions  of  H.R.  3447.  Their  testimony  acknowledges  that 
fact.  The  Mellon-Dreyfus  letter  of  February  18,  1994  to  the  sub- 
committee says  that  this  "reflects  Mellon's  and  Dreyfus'  agreement 
with  Chairman  Dingell's  statement  that  H.R.  3447  provides  a 
strong  and  responsible  framework  for  functional  regulation  to 
strengthen  taxpayer  and  investor  protections  in  the  wake  of  recent 
decisions  allowing  banks  to  expand  their  securities  activities." 

Would  you  be  willing  to  work  with  the  committee  to  help  get 
H.R.  3447  enacted? 

Mr.  Ludwig.  As  I  said,  the  administration  doesn't  have  a  position 
on  the  legislation  and  I'm  not  at  liberty  at  this  point  to  make  that 
commitment. 

Mr.  DiNGELL.  I  would  be  rather  naive  if  I  didn't  assume  that  you 
had  a  substantial  influence  on  the  position  that  the  administration 
is  ultimately  going  to  take. 
Mr.  Ludwig.  I  would  have  some. 

Mr.  DiNGELL.  Now,  Mr.  Ludwig,  some  of  us  had  the  privilege  of 
watching  your  Senate  testimony  on  consolidation  of  bank  regu- 
lators on  C-SPAN  yesterday  and  you  said  one  thing  which  I 
thought  was  very  interesting  and  I  think  quite  persuasive.  You 
said:  "one  bank  regulator  is  necessary  because  fraud  could  fall 
through  the  cracks."  You  also  said:  "one  uniform  set  of  rules  should 
apply  to  all  banks." 

Earlier  this  week,  Secretary  of  the  Treasury  Bentsen  was  quoted 
as  saying  "Bank  regulation  should  not  be  like  Noah's  Ark— two  of 
everything."  Also,  yesterday's  Wall  Street  Journal  article,  "Senate 
Banking  Panel  Hears  Regulatory  Plan,"  reported  that  Secretary 
Bentsen  called  the  cost  and  complexity  of  overlapping  regulation  "a 
serious  disadvantage  in  today's  competitive  world." 
Do  you  agree  with  those  statements? 
Mr.  Ludwig.  I  agree  with  those  statements. 
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Mr.  DiNGELL.  Mr.  Ludwig,  I  then  find  it  somewhat  amusing  and 
I  think  a  little  bit  inconsistent  the  way  things  are  going.  You  are 
out  creating  a  second  SEC  within  the  OCC.  I'm  not  sure  that  you 
really  need  to  go  to  all  that  sweat  and  blood  and  tears  and  suffer- 
ing to  achieve  it  when  we  have  a  perfectly  good  SEC  out  there 
ready,  willing  and  able  to  regulate  people  who  are  doing  the  busi- 
ness, that  they  regulate  in  exactly  the  same  way  that  they  regulate 
everybody  else  that  does  that  business. 

Doesn't  this  have  a  modest  level  of  appeal  to  you? 

Mr.  Ludwig.  I  understand  your  functional  regulation  argument, 
and  I  can  say  that  given  our  current  system,  there  is,  I  think,  a 
valued  cooperative  effort  between  our  regulatory  apparatus  and  the 
SEC.  The  difference  with  a  consolidated  bank  regulator  is  that 
what  you're  doing  is  regulating  the  same  type  of  entity.  Why  have 
different  regulators  regulating  the  same  type  of  entity  different 
ways? 

In  respect  to  the  SEC  versus  the  bank  regulator's  jurisdiction, 
the  bank  is  a  specialized  entity.  And  it  seems  to  me  as  long  as 
there  is  cooperation,  using  our  mechanisms  in  a  cooperative  and 
genuinely  forthcoming  manner,  we  can  do  a  good  job. 

Now,  I'm  not  saying  that  that's  the  ultimate  solution  or  the  best 
solution.  I'm  saying  that  we're  working  with  the  system  we  have 
and  we're  trying  to  do  it  aggressively  and  effectively. 

Mr.  DiNGELL.  One  of  the  things  that  seemed  to  make  the  Chair- 
man of  the  SEC  sad,  and  he  seemed  to  be  quite  sad  about  it,  was 
the  fact  that  somehow  or  other,  never  have  you  and  he  or  your 
Agency  and  his  Agency  gotten  into  firm  agreement  on  how  you're 
going  to  regulate  the  banks  in  their  securities  activities;  that  you 
held  infrequent  meetings;  that  your  meetings  had  brought  you  to 
no  successful  conclusion  of  the  controversies  between  you  or  the  is- 
sues that  you  were  trying  to  address. 

Can  you  tell  us  of  any  solid  agreements  you  have  with  the  SEC 
which  relate  to  their  conduct  of  their  business  and  the  conduct  of 
your  business  with  regard  to  broker-dealers  or  people  who  are  pro- 
viding full  broker-dealer  services  inside  banks? 

Mr.  Ludwig.  Absolutely.  We  have  agreed  with  them.  We  don't 
have  it  in  writing,  but  we  have  agreed  with  them  and  are  working 
with  them  on  a  consumer  study  and  on  various  enforcement  actions 
which  are  going  on  right  now. 

Mr.  DiNGELL.  You've  agreed  that  you  were  going  to  work  with 
them.  Do  you  have  a  memorandum  of  understanding  with  them? 

Mr.  Ludwig.  We  do  not  have  a  written  memorandum  of  under- 
standing. 

Mr.  DiNGELL.  You  have  agreed  with  them  that  you're  going  to 
work  together.  Now,  what  form  has  that  agreement  taken?  That 
you're  going  to  apply  their  rules  to  the  bankers  who  are  engaged 
in  the  sales  of  securities  inside  the  bank's  premises  or  by  a  bank's 
subsidiary? 

Mr.  Ludwig.  I  am  definitely  committed  to  a  more  cooperative  ef- 
fort. 

Mr.  DiNGELL.  More  cooperative.  Now,  when  you  tell  me  you're 
going  to  be  more  cooperative,  does  that  mean  that  you've  been  less 
cooperative  up  till  now?  I'm  trying  to  understand  this.  I  get  the  in- 
ference that  perhaps  up  till  now  you've  been  less  cooperative. 
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Now,  this  comforts  me  greatly  to  understand  you're  going  to  be 
more  cooperative,  but  the  question  is  why  have  you  been  less  coop- 
erative and  how  are  you  going  to  be  more  cooperative? 

Mr.  LUDWIG.  Well,  I  think  there  is  a  great  deal  of  cooperation 
that  we  can  achieve  with  the  SEC  which  past  Comptrollers  have 
not.  I  think  that  both  the  Chairman  of  the  SEC  and  I  are  commit- 
ted to  that.  We've  met  several  times,  our  staffs  are  meeting,  and 
we're  doing  a  great  deal  more  together  than  has  been  done  in  the 
past. 

Mr.  DiNGELL.  Well,  he  didn't  seem  as  comfortable  with  this  mat- 
ter as  you  do.  The  record  says  that  there's  a  lot  of  things  that  he 
would  like  to  do  with  regard  to  people  who  are  selling  securities, 
on  matters  where  it's  affecting  the  integrity  and  the  soundness  of 
the  market,  and  he  can't  do  them  because  under  your  law  and  his 
law,  he  can't  go  in  there  and  do  it. 

He  couldn't  tell  us.  I  asked  him  to  tell  us  of  one  concrete  agree- 
ment, one  concrete  conclusion  which  he  had  arrived  at  which  would 
make  his  mission  and  your  mission  of  regulating  the  sales  of  secu- 
rities out  of  banks  more  effective,  and  he  couldn't  tell  me  of  any. 

So  my  question  to  you  is  what  have  you  done  in  terms  of  coming 
to  a  solid  agreement  with  him  that  makes  the  regulation  of  securi- 
ties sold  by  banks  better? 

Mr.  LuDWiG.  Well,  we  don't  have  a  written  agreement.  I  take 
your  point  on  a  written  agreement,  and  maybe  there's  some  value 
in  it.  It's  something  we  haven't  explored  together,  but  we  are  work- 
ing more  cooperatively  than  the  organizations  have  worked  in  the 
past,  and  we  intend  to  continue. 

Mr.  DiNGELL.  Go  ahead.  I'm  sorry. 

Mr.  LuDWiG.  I'm  sorry.  I  said  that  we  intend  to  continue  to  work 
cooperatively. 

Mr.  DiNGELL.  Would  you  submit  to  us,  please,  a  list  of  any  and 
all  meetings  that  you've  had  with  the  SEC  or  that  officials  of  the 
OCC  have  had  with  the  SEC. 

Mr.  LUDWiG.  Absolutely,  pleased  to  do  so. 

Mr.  DiNGELL.  The  conclusions  that  were  arrived  at  at  the  meet- 
ings, the  subjects  which  were  discussed,  the  agreements  which 
were  achieved,  and  the  progress  which  was  made  on  the  issues  that 
are  before  two  of  you  which  relate  to  the  sale  of  securities  by 
banks. 

Mr.  LuDWiG.  Absolutely.  We'll  be  pleased  to  do  it. 

Mr.  DiNGELL.  Now,  I  guess  we've  got  to  get  this — we're  talking 
here  about  a  broker-dealer  who  is  inside  a  bank,  and  a  broker-deal- 
er who  is  outside  the  bank.  The  broker-dealer  outside  the  bank  is 
regulated  by  the  SEC.  The  broker  within  the  bank  is  regulated  by 
OCC. 

Why  should  that  be? 

Mr.  LuDWiG.  Well,  I  must  say  that  we  have,  I  think,  a  very  able 
supervisory  force,  as  I  mentioned,  and  I  think  we  do  a  good  job.  I 
think  we  can  enforce  these  rules  well  using  our  supervisory  mecha- 
nism. 

Mr.  DiNGELL.  Well,  here  is  what  you  said  the  other  day.  You  said 
"one  bank  regulator  is  necessary  because  fraud  could  fall  between 
the  cracks."  Can't  you  substitute  "one  secuiities  regulator"  for  that 
so  that  fraud  doesn't  fall  between  the  cracks? 
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Mr.  LUDWIG.  We're  certainly  committed  to  no  fraud  falling  be- 
tween the  cracks. 

Mr.  DiNGELL.  You  are  committed  to  that,  but  how  can  you  give 
me  the  firm  assurance  that  this  situation  is  going  to  work  that 
way? 

Mr.  LuDWiG.  As  I  mentioned,  we  can  enforce  the  securities  laws, 
the  fraud  provisions  of  the  securities  laws,  and — — 

Mr.  DiNGELL.  What  is  there  that  is  so  unique  about  a  bank  that 
the  securities  laws  should  be  enforced  by  a  bank  regulator  rather 
than  by  a  securities  regulator? 

Mr.  LuDWiG.  I  would  say 

Mr.  DiNGELL.  Same  document,  same  obligations,  same  financial 
questions,  often  the  same  buyers.  Why  does  this  require  your  spe- 
cial attention  rather  than  the  attention  of  the  SEC  and  the  applica- 
tion of  this  wonderful  document  which  you  asked  people  to  refer  to, 
the  manual  of  the  NASD? 

Mr.  LuDWiG.  The  fact  that  we're  in  these  institutions  all  the 
time,  I  think,  is  advantageous  in  terms  of  actually  enforcing  seri- 
ously in  this  area.  I  think  there  is  a  virtue  to  using  the  various 
arms  of  the  Federal  Government  in  an  efficient  fashion.  That  is  to 
say  we're  in  there  anyway  and  we're  also  doing  a  serious  job  in  a 
variety  of  areas  of  the  institution. 

We  have  a  number  of  people  in  this  enforcement  area  in  our  mu- 
tual fund  effort  that  I  think  are  being  put  to  good  use. 

Mr.  DiNGELL.  Do  you  want  me  to  believe  that  your  success  in  giv- 
ing firm  protection  to  the  Widow  Goodbody  is  complete  and  that 
she  is  receiving  the  same  protection  with  regard  to  the  securities 
that  she  gets  from  her  banker  that  she  is  when  she  goes  down  to 
somebody  who  is  regulated  by  NASD? 

For  example,  your  capital  requirements  are  different.  Your  rules 
on  paper  trails  are  different.  Your  rules  on  insider  trading  are  dif- 
ferent. Your  rules  on  frontrunning  are  different.  You  actually  have 
no  specific  legislative  powers  to  address  these  matters. 

Now,  while  we're  talking  about  that,  what  specific  rules  do  you 
have  on  frontrunning,  any? 

Mr.  LuDWiG.  As  I  mentioned,  we  have  our  Part  9  trust  powers, 
fiduciary  powers  that  would  apply  in  this  case,  and  we  have  our 
Part  12  disclosure  rules. 

Mr,  DiNGELL.  Those  are  sort  of  general.  How  about  insider  trad- 
ing? What  specific  rules  have  you  got?  The  same  rules? 

Mr.  LuDWiG.  Violations  of  insider  trading  rules  would  violate  all 
kinds  of  things.  They  would  violate  the  fraud  provisions  of  the  se- 
curities laws,  which  we  can  apply.  They  would  violate  our  fiduciary 
rules,  and  we  would  use  our  1818  powers  in  this  kind  of  a  case. 

Mr.  DiNGELL.  Would  you  submit  to  us  a  list  of  all  the  actions 
taken  against  banks  which  were  engaged  in  the  securities  business 
by  the  OCC  where  insider  trading,  frontrunning,  conflict  of  inter- 
est, lack  of  proper  supervision  or  failure  to  supervise,  unsuitability, 
which  is  a  major  question,  and  also  any  questions  that  relate — 
rather,  any  other  enforcement  proceedings  which  you've  had  over 
time?  Would  you  do  that  for  us,  please? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Mr.  Ludwig,  an  insurance  company  and  its  employ- 
ees who  want  to  sell  securities  and  render  investment  advise  have 


346 

to  register  with  the  SEC.  Why  is  a  bank  different  in  this  matter 
than  an  insurance  company  or  registered  broker-dealer?  What  is  it 
that  requires — what  unique  character  in  the  bank  requires  them  to 
be  treated  differently  than  an  insurance  company  or  registered 
broker-dealer  in  the  securities  business? 

Mr.  LUDWIG.  In  respect  to  national  banks,  you've  got  a  national 
charter  and,  in  essence,  national  registration.  Why  on  earth  would 
you  want  to  have  them  registered  twice?  I  mean,  I  can  understand 
the  benefit  of  registering  a  company  that  is  otherwise  unknown  as 
a  broker-dealer  with  the  SEC  because  otherwise  it's  just  simply  out 
there.  The  banks  are  already,  if  you  will,  federally-registered  by 
reason  of  obtaining  a  national  charter. 

Mr.  DiNGELL.  That's  the  best  reason  you  could  give,  that  they've 
already  registered  with  you  folks.  I  think  you've  conceded  that 
you've  not  done  as  good  a  job  of  regulating  them  on  these  matters 
as  you  could. 

Ms.  Broadman.  May  I  make  a  brief  point?  For  registered  banks 
under  the  1934  Act,  the  OCC  has  cross-referenced  the  SEC  rules. 
So  the  same  rules  apply.  With  respect  to  bank  offerings,  our  rules 
are  similar,  but  we  have  put  out  for  public  comment  and  we  are 
in  the  process  of  rewriting  our  rules  so  that  they  are  comparable 
to  the  SEC  rules,  as  well.  So  that  there  is  similarity  here.  I  think 
the  OCC  has  recognized  the  value  of  a  level  playing  field. 

Mr.  DiNGELL.  This  is  all  very  good,  but  we've  agreed  that,  first 
of  all,  one,  the  rules  that  you  apply  are  quite  different  in  the  in- 
stances that  I've  alluded  to  frontrunning,  insider  trading  and  that 
sort  of  thing,  suitability.  As  a  matter  of  fact,  from  what  I  could 
read  with  regard  to  the  applications  that  I  gather  you're  receiving, 
they  are  different  between  banks. 

Mr.  LuDWiG.  It's  not  so  much  that  the  rules  are  different  be- 
tween banks.  But  if  you're  going  to  have  an  acquisition  situation 
where  you're  dealing  with  different  facts  and  circumstances  in 
terms  of  safety  and  soundness  responsibilities,  I  don't  think  you 
can  guarantee  a  one-size-fits-all  approval.  I  don't  think  it  can  be. 

Mr.  DiNGELL.  All  investment  advisers  and  all  broker-dealers  who 
are  registered  with  the  SEC  have  to  comply  with  the  same  rules. 
So  what  we're  seeing  here  is  the  situation  where  Mellon-Dreyfus 
and  First  United  Bank  and  Evergreen  and  Lieber  are  going  to  be 
complying  possibly  with  different  rules,  or,  if  they  are  complying 
with  the  same  rules,  they  may  very  well  be  complying  with  dif- 
ferent rules  than  all  the  other  65  or  so  cases  to  which  we've  re- 
ferred in  the  past  and  may  very  well  perhaps  be  confronting,  again, 
different  rules  than  others  will  be  confronting. 

Mr.  LuDWiG.  As  I  say,  I  can  see  that  there  is  value  in  identifying 
a  core  set  of  rules  by  way  of  the  commitments  that  have  been  given 
which  ought  to  apply  on  a  consistent  basis  across  institutions.  But 
as  you  well  know,  a  bank  acquiring  a  subsidiary  engaged  in  invest- 
ment-related activities  is  a  serious  business.  It's  serious  for  the 
investee,  for  the  public,  and  serious  for  the  safety  and  soundness 
of  the  institution.  We  would  not  want  to  lock  ourselves  into  a  one- 
size-fits-all  set  of  rules. 

Mr.  DiNGELL.  Are  you  telling  me,  then,  that  you  want  to  have 
different  rules  for  everybody  or  perhaps  that  you  wish  to  have  the 
ability  to  establish  different  rules  for  everybody? 
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Mr.  LUDWIG.  I  don't  believe  that  the  rules  are  materially  dif- 
ferent now,  and  they  wouldn't  be  materially  different  on  a  going- 
forward  basis  in  terms  of  the  responsibilities  of  the  institution. 

Mr.  DiNGELL.  You're  telling  me  you  don't  regard  these  rules  as 
materially  different,  but  you  are  having  different  rules.  They're  ei- 
ther identical  or  they  are  materially  different. 

Mr.  LuDWiG.  They  can  be  different,  but  not  materially  different. 

Mr.  DiNGELL.  Or  not  materially  different.  But  not  materially  dif- 
ferent doesn't  mean  not  different. 

Mr.  LuDWiG.  It  doesn't  mean  not  different. 

Mr.  DiNGELL.  So  you  have  different  rules. 

Mr.  LuDWiG.  It's  something  I'd  like  to  go  back  and  think  about. 
I  think  I  could  give  you  a  hypothetical  case  where  you  wouldn't 
want  to  permit  an  acquisition  or  you  would  want  to  so  condition 
it,  given  the  state  of  the  bank's  financial  picture,  or  other  reasons 
that  would  not  necessarily  go  to  the  questions  of  how  investment 
products  are  sold  or  what  kind  of  suitability  requirements  are  ap- 
plied. The  reasons  would  go  to  the  individuality  of  the  institution. 

Mr.  DiNGELL.  Here  we've  got  poor,  dear  Widow  Goodbody  going 
in  and  if  she  goes  into  one  bank,  she's  going  to  be  addressing  one 
set  of  suitability  rules.  If  she  goes  into  another,  she's  got  to  be  ad- 
dressing another  set  of  suitability  rules.  If  she  goes  into  40  or  50 
banks,  probably  she's  going  to  face  a  different  rule  in  each  and 
every  one  of  them. 

I  wonder  if  that's  in  the  best  interest  of  the  Widow  Goodbody. 

Mr.  LuDWiG.  It  seems  to  me  that  what  I've  said 

Mr.  DiNGELL.  It's  in  the  interest  of  the  banks,  I'm  sure,  but  is 
it  in  the  interest  of  poor  Widow  Goodbody? 

Mr.  LUDWiG.  Well,  as  I've  said,  we  want  to  make  sure  the  suit- 
ability rules  here  are  at  least  as  good  as  the  NASD  rules. 

Mr.  DiNGELL.  I  applaud  you  for  the  fact  that  you  want  to  be  care- 
ful, but  during  the  time  that  you  and  I  are  sitting  here  talking, 
banks  are  selling  a  fairly  good  part  of  their  $2  billion  sales  in  their 
mutual  funds  and  other  financial  instruments. 

Mr.  LUDWiG.  What  if  you  had  a  bank — in  fact,  we  do  have  banks 
that  really  will  go  quite  far  on  their  own  to  have  what  you  might 
call  exceptional  suitability  and  other  standards  which  far  exceed 
the  norm.  We'd  want  to  encourage  that,  as  well.  We  want  to  en- 
courage that,  as  well. 

Mr.  DiNGELL.  I  do,  too.  But,  again,  you  have  some  that  are  meet- 
ing extraordinarily  high  standards  and  then  you  have  some  that 
may  be  meeting  less  than  extraordinarily  high  standards. 

Mr.  LuDWiG.  And  we  intend  to  go  after  the  ones  that  are  meeting 
less  than  adequate  standards,  as  I  mentioned,  and  make  sure  that 
they  are  meeting 

Mr.  DiNGELL.  You've  got  3,400  banks.  You've  looked  at  300  of 
them. 

Mr.  LuDWiG.  Three  hundred. 

Mr.  DiNGELL.  And  you've  got  3,100  unlooked  at.  You  don't  really 
know  what  you  found  in  the  300  that  you've  looked  at  and  you 
don't  have  any  idea  what's  going  on  in  the  other  3,100. 

Mr.  LuDWiG.  I  don't  admit  that  we  don't  know  what  we  found  in 
the  300. 

Mr,  DiNGELL.  Pardon? 
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Mr.  LUDWIG.  I  don't  admit  that  we  don't  know  what  we  found  in 
the  300.  Indeed,  we're  prepared  to  submit  to  you  any  changes  that 
we've  asked  for  in  those  institutions  in  terms  of  their  practices. 

Mr.  DiNGELL.  The  difference  between  us  is  you're  a  very  trusting 
fellow  and  I'm  not.  I  like  to  be  sure  that  where  I'm  talking  about 
Widow  Goodbody  and  the  other  folks  I'm  supposed  to  look  at  here 
that  the  Widow  Goodbody,  when  she  walks  in,  she's  going  to  know 
she's  going  to  get  something  suitable. 

You're  telling  me  that  you're  telling  them  to  sell  them  something 
suitable  and  then  they  will  sell  her  something  that  they  think  is 
suitable.  Now,  it  may  be  suitable  to  Widow  Goodbody's  financial  in- 
terest or  it  may  be  suitable  to  the  commission  of  the  seller. 

Now,  does  she^— we've  talked  about  this — does  the  Widow 
Goodbody  under  your  rules  and  regulations  have  the  right  of  rescis- 
sion? 

Mr.  LuDWiG.  As  I  mentioned,  there  have  been  14  cases  in  the 
last  year  out  of 

Mr.  DiNGELL.  Fourteen. 

Mr.  LuDWiG.  Out  of  15,000  complaints,  we  only  had  14  in  the 
mutual  fund  area,  and  of  those  14,  7  were  associated 

Mr.  DiNGELL.  Does  she  have  a  right  of  rescission  under  your 
rules?  Yes  or  no? 

Mr.  LuDWiG.  I'm  sorry.  Maybe  I  wasn't  clear.  Of  the  15,000  com- 
plaints, 14  were  in  the  mutual  fund  area.  Seven  of  them  involved 
rescission  for  the 

Mr.  DiNGELL.  How  many  of  them  got  rescission? 

Mr.  LuDWiG.  Seven  of  them. 

Mr.  DiNGELL.  Ail  of  them. 

Mr.  LuDWiG.  Seven. 

Mr.  DiNGELL.  Is  that  because  of  the  rule  or  because  you  and  your 
folks  at  OCC,  out  of  the  goodness  of  your  heart,  went  to  the  bank- 
ers and  said  you  might  have  problems  if  you  don't  give  her  her 
money  back?  Is  it  because  you  had  a  clear  rule  or  not?  Do  you  have 
a  clear  rule  on  this? 

Mr.  LuDWiG.  We  can  order  rescission. 

Mr.  DiNGELL.  Pardon? 

Mr.  LuDWiG.  We  can  order  rescission. 

Mr.  DiNGELL.  You  what? 

Mr.  LuDWiG.  We  can  order  rescission.  Our  rules  permit  us  to 
order  rescission. 

Mr.  DiNGELL.  If  they  permit  you  to  order  it,  but  she  has  no  right 
on  her  own  to  rescind.  She's  got  to  come  hat  in  hand  to  you. 

Mr.  LuDWiG.  Yes. 

Mr.  DiNGELL.  Is  that  right? 

Mr.  LuDWiG.  If  it's  fraud,  she  can  bring  an  action. 

Mr.  DiNGELL.  She's  got  to  come  hat  in  hand  to  you  to  get  you  to 
order 

Mr.  LuDWiG.  If  it's  fraud,  she  can  bring  a  private  right  of  action. 

Mr.  DiNGELL.  Without  fraud,  on  just  the  question  of  suitability, 
does  she  have  the  private  right  of  action? 

Mr.  LuDWiG.  If  it  isn't  fraud,  she  brings  the  case  to  us,  and  we've 
found  that,  as  I  mentioned,  in  those  cases,  at  least,  it's  been  an  ef- 
fective remedy. 


349 

Mr.  DiNGELL.  So  she's  got  to  come  to  you  instead  of  going  to  the 
courts. 

Mr.  LuDWiG.  Other  than  in  fraud  cases  right  now,  I  think  that's 
correct. 

Mr.  DiNGELL.  On  fraud  cases,  she  can  go  to  the  courts,  right? 

Mr.  LuDWiG.  Yes. 

Mr.  DiNGELL.  Now,  does  she  have  the  right  to  come  to  you,  too? 

Mr.  LuDWiG.  She  does  have  the  right  to  come  to  us,  as  well. 

Mr.  DiNGELL.  And  what  happens?  Will  you  put  in  the  record  the 
specific  rules  that  you  have  with  regard  to  the  rights  of  somebody 
who  is  aggrieved  by  fraud? 

Mr.  LuDWiG.  Yes,  sir. 

Mr.  DiNGELL.  Does  she  have  the  right  to  arbitration? 

Mr.  LuDWiG.  In  the  banking  context,  certainly  where  there's  a 
subsidiary,  she  would  be  covered  by  the  securities  laws  and  appli- 
cable right  to  arbitration. 

Mr.  DiNGELL.  Not  if  they're  not  registered  with  the  SEC. 

Mr.  LuDWiG.  That's  what  I  said.  When  you  get  into  the  bank 

Mr.  DiNGELL.  Are  these  cases  that  you're  referring  to  all  cases 
in  which  the  rights  that  the  aggrieved  party  has  because  she  is 
dealing  with  a  registered  broker-dealer  or  because  you  have  some 
specific  provision  in  your  statute? 

Mr.  LUDWiG.  No.  In  the  14  cases,  I  can't  tell  you,  frankly,  wheth- 
er or  not  they  involved  registered  broker-dealers.  But  I  can  tell  you 
that  it  would  make  no  difference  to  us;  the  complaints  are  handled 
the  same  and  the  remedies  would  be  meted  out  the  same  from  the 
perspective  of  our  complaint  process. 

Mr.  DiNGELL.  So  there  is  no  right  of  arbitration.  I  want  you  to 
cite  to  us  the  specific  provisions  in  your  rules  and  in  your  statutes 
and  in  your  regulations  which  confer  rights  on  the  persons  that  I 
have  described  as  being  aggrieved  in  these  particular  instances. 

Mr.  LuDWiG.  I  will  definitely  do  that. 

Mr.  DiNGELL.  So  we  can  have  that  for  the  record.  Mr.  Ludwig, 
we  thank  you  very  much  for  being  with  us.  We  appreciate  your 
kindness.  We  will  probably  have  some  other  inquiries.  Since  you're 
going  to  be  broadly  in  the  securities  business,  I  suspect  we'll  be 
seeing  quite  a  bit  of  each  other, 

Mr.  LuDWiG.  I  expect  that.  Somehow  I'm  not  surprised. 

Mr.  DiNGELL.  I'm  sure  we  will  both  enjoy  it  and  look  forward  to 
our  visits  which  will  occur,  I  think,  fairly  regularly. 

Mr.  Ludwig.  I'm  not  surprised. 

Mr.  DiNGELL.  Mr.  Ludwig,  we  want  to  thank  you  and  we  should 
probably  both  learn  these  new  statutes  that  we  are  going  to  have 
to  learn.  I  know  you're  going  to  have  to  learn  the  securities  stat- 
utes and  I  would  suggest  that  we  should  commence  doing  so  with 
all  vigor,  because,  as  I've  indicated,  I  think  we  will,  now  that  you're 
in  the  securities  business,  see  rather  more  of  you  and  we  look  for- 
ward to  it. 

Mr.  Ludwig.  Thank  you,  sir. 

Mr.  DiNGELL.  We  thank  you.  The  next  witnesses  are  a  panel 
composed  of  Mr,  Frank  Cahouet,  Mr.  Martin  G.  McGuinn,  Mr. 
Howard  Stein,  and  Mr.  Joseph  DiMartino.  Gentlemen,  we  thank 
you  for  being  with  us.  We  apologize  for  keeping  you  so  long,  but 
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as  you  know,  this  has  been  a  matter  which  has  been  carried  for- 
ward with  great  enthusiasm  by  both  Mr.  Ludwig  and  myself. 

We  thank  you  for  being  with  us.  You  have  heard  the  fashion  in 
which  the  committee  conducts  its  business.  Do  any  of  you  object  to 
testifying  under  oath? 

[No  response.] 

Mr.  DiNGELL.  Very  well.  The  Chair  would  also  inquire  do  any  of 
you  desire  to  be  advised  by  counsel,  given  the  fact  that  you  are  tes- 
tifying under  oath? 

[No  response.] 

Mr.  DiNGELL.  The  Chair  would  observe  that  copies  of  the  rules 
of  the  subcommittee,  the  rules  of  the  committee  and  the  rules  of 
the  House  are  there  to  advise  you  of  your  rights  and  limitations  on 
the  power  of  the  committee. 

Gentlemen,  if  you  have  no  reservations  about  testifying  under 
oath,  if  you  would,  please,  each  rise  and  raise  your  right  hand. 

[Witnesses  sworn.] 

Mr.  DiNGELL.  Gentlemen,  you  may  each  consider  yourself  under 
oath.  We  will  recognize  you  for  such  statement  as  you  choose  to 
give.  You  may  submit  your  statements  in  such  order  as  you  choose. 
One  of  you  may  testify  on  behalf  of  all  or  several  or  you  may  each 
proceed  in  your  order.  We  leave  the  choice  of  your  statement  to 
you,  gentlemen,  with  our  good  wishes. 

TESTIMONY  OF  FRANK  V.  CAHOUET,  CHAIRMAN,  MELLON 
BANK  CORP.,  ACCOMPANIED  BY  MARTIN  G.  McGUINN,  VICE 
CHAIRMAN;  AND  HOWARD  STEIN,  CHAIRMAN,  DREYFUS 
CORP.,  ACCOMPANIED  BY  JOSEPH  S.  DiMARTINO,  PRESI- 
DENT 

Mr.  Cahouet.  Mr.  Chairman,  Mr.  Stein  and  I  would  like  to  make 
opening  statements,  with  your  permission. 

Mr.  DiNGELL.  Very  well. 

Mr.  Cahouet.  And  Mr.  McGuinn,  on  my  left,  is  Vice  Chairman 
and  he  is  in  charge  of  the  retail  group  within  the  bank.  Mr. 
DiMartino  is  the  President  of  Dreyfus  Corporation. 

To  begin  my  statement,  my  name  is  Frank  V.  Cahouet  and  I  am 
Chairman,  President  and  Chief  Executive  Officer  of  Mellon  Bank 
Corporation  and  Mellon  Bank.  I  appreciate  this  opportunity  to  re- 
spond to  your  questions  regarding  our  proposed  transaction  with 
the  Dreyfus  Corporation. 

I  want  to  emphasize  three  basic  points  at  the  outset.  First,  Mel- 
lon shares  the  concerns  that  the  chairman  and  other  members  of 
this  subcommittee  have  expressed  regarding  depositor  and  investor 
protection  and  bank  safety  and  soundness.  Second,  Mellon  has  put 
into  place  comprehensive  policies  and  procedures  which  are  de- 
signed to  address  those  concerns.  We  have  done  so  not  only  as  a 
matter  of  compliance,  but  also  because  of  our  125-year  track  record 
of  building  lasting  customer  relationships. 

Third,  Mellon  and  Dreyfus  share  a  compatible  culture  and  tradi- 
tion of  conservatism  and  concern  for  the  consumer.  Together  we  are 
uniquely  well  positioned  to  complete  this  transaction  in  a  manner 
that  assures  consumers'  best  interests. 

Given  our  carefully  planned  approach  to  this  union  between  Mel- 
lon and  Dreyfus,  we  respectfully  submit  that  the  proposed  trans- 


351 

action  will,  one,  be  beneficial  for  consumers;  two,  will  provide  to 
purchasers  of  Dre3^us  mutual  funds  substantial  protections  that 
extend  beyond  industry  practice;  and,  three,  will  result  in  a  strong- 
er Mellon,  better  able  to  play  its  rightful  role  for  customers  and 
shareholders  and  within  the  economy. 

Let  me  discuss  each  of  those  conclusions  in  greater  detail. 
Consumer  benefits.  The  Mellon-Dreyfus  transaction  is  beneficial  to 
the  consumers  because  it  responds  to  what  many  consumers  have 
said  they  want,  a  convenient,  single  source  of  financial  services, 
preferably  a  bank  which  offers  mutual  funds. 

Indeed,  the  23  percent  annual  growth  rate  in  mutual  fund  assets 
over  the  last  12  years  as  compared  to  a  6.3  percent  growth  rate  in 
bank  deposits  clearly  attests  to  the  fact  that  mutual  funds  have  be- 
come an  investment  vehicle  of  preference.  Mellon's  three-State 
branch  network,  when  coupled  with  Dreyfus'  extensive 
teleservicing  capabilities,  has  a  potential  to  greatly  enhance  con- 
venience of  access  for  both  Mellon  and  Dreyfus  customers  and  po- 
tentially for  millions  of  other  customers. 

This  transaction  also  means  that  professional  financial  advice 
will  be  easier  to  obtain  for  those  customers  at  a  time  when  they 
must  make  ever  more  complex  personal  financial  decisions  which, 
in  the  past,  have  been  made  frequently  by  their  employers,  notably 
with  respect  to  retirement  planning. 

The  extraordinary  growth  in  40  IK  defined  contribution  plans  to 
the  current  level  of  approximately  $480  billion  in  total  assets  is 
compelling  evidence  of  this  trend.  Finally,  the  operating  synergies 
between  Mellon  and  Dreyfus,  coupled  with  Mellon's  well  known 
technological  capacity  and  expertise,  virtually  assure  Mellon  and 
Dreyfus  customers  of  state-of-the-art  products  and  services  at  com- 
petitive prices. 

Consumer  protection.  Because  we  share  your  concern  for  deposi- 
tor and  investor  protection,  Mellon's  policy  statement  on  mutual 
funds  previously  provided  to  this  subcommittee  and  other  applica- 
ble policies  and  procedures  go  well  beyond  current  bank  practice 
and  conform  substantially  to  the  requirements  of  H.R.  3447. 

Our  responses  to  earlier  questions  posed  by  this  subcommittee, 
as  well  as  our  accompanying  written  statement,  detail  the  many 
consumer  protection  provisions  we  have  in  place.  In  general,  they 
are  designed  to  ensure,  first,  that  all  of  our  employees  who  provide 
financial  advice  or  sell  mutual  funds  are  well  qualified  and  prop- 
erly trained  to  discharge  their  responsibilities. 

This  includes  a  requirement  that  all  employees  of  Mellon  who 
recommend  or  sell  mutual  funds  in  Mellon  Bank  branches  are  reg- 
istered with  the  National  Association  of  Security  Dealers  and  are, 
therefore,  subject  to  NASD  regulation.  These  duties  range  from  de- 
termining the  suitability  of  an  investment  for  a  particular  customer 
to  providing  timely,  accurate  disclosures,  and,  second,  that  the  in- 
vestment risk,  lack  of  deposit  insurance  and  the  distinction  be- 
tween bank  deposits  and  mutual  fund  shares  are  disclosed  to  pur- 
chasers of  mutual  fund  shares  through  the  bank. 

I  would  also  emphasize  that  the  r)re3rfus  name  will  be  retained 
and  that  the  Mellon  name  will  not  be  used  on  any  mutual  funds. 
Bear  in  mind  that  separate  from  the  statutory  and  regulatory  re- 
quirements with  which  we  must  comply,  our  proactive  stance  on 
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consumer  protection  makes  especially  good  business  sense  for  us. 
We  are,  after  all,  a  financial  services  company  whose  reputation 
and  return  to  shareholders  rests  on  our  ability  to  attract  and  main- 
tain long-term  customer  relationships. 

When  we  announced  this  transaction  in  December,  we  said  we 
need  to  make  it  a  model  that  others  could  emulate  in  the  future. 
The  thorough  employee  training  and  consumer  protections  that  we 
have  created  are  the  very  foundation  of  that  model. 

A  stronger  Mellon  Bank  and  Mellon  Bank  Corporation.  Mellon 
Bank  Corporation  is  today  a  diversified  financial  services  company 
with  a  bank  at  its  core.  Our  business  strategy  has  been  targeting 
this  type  of  organization  for  the  past  7  years  because  we  believe 
it  positions  us  well  to  compete  in  an  industry  that  is  changing  pro- 
foundly. 

The  combination  of  Mellon  and  Dreyfus  is  not  only  a  logical  next 
step  in  pursuing  that  business  strategy,  but  greatly  strengthens 
both  the  corporation  and  Mellon  Bank  in  several  important  ways. 
The  transaction  adds  greater  stability  to  Mellon's  revenue  base  by 
bringing  fee-based  revenue  which  is  known  to  be  less  volatile  than 
interest  revenue  to  52  percent  of  our  total  revenue  stream  and  it 
strengthens  our  balance  sheet  by  improving  significantly  our  cap- 

In  addition,  this  fee-based  income  further  strengthens  the  quality 
of  our  earnings.  The  transaction  also  builds  on  certain  of  Mellon's 
key  strengths  and  past  investments  for  the  benefit  of  our  cus- 
tomers. For  example,  it  will  utilize  more  effectively  both  our  retail 
delivery  system  of  more  than  400  branch  offices  and  our  techno- 
logical capacity  and  expertise,  both  long  recognized  strengths  for 
Mellon. 

In  addition,  the  combined  Mellon-Dreyfus  will  be  the  second  larg- 
est investment  advisory  firm  in  the  Nation,  combining  two  firms 
with  extensive  experience  and  outstanding  reputations  in  money 
management  and  customer  service.  This,  in  turn,  will  enable  us  to 
attract  and  keep  the  best  investment  and  management  expertise  to 
such  firms. 

At  the  same  time,  Mellon  has  put  into  place  a  number  of  proce- 
dures and  policies  that  are  designed  to  ensure  the  safety  and 
soundness  of  the  bank.  As  detailed  in  our  written  submissions,  they 
include  commitments  to  apply  sections  23(a)  and  23(b)  of  the  Fed- 
eral Reserve  Act  to  transactions  between  Mellon  and  Dreyfus  and 
to  refrain  from  a  series  of  transactions  that  could  create  a  conflict 
of  interest. 

Overall,  the  combination  of  Mellon  and  Dreyfus  creates  a  new  fi- 
nancial institution,  stronger  than  either  could  be  alone,  one  that, 
as  to  financial  marketing  and  management  capabilities,  is  uniquely 
able  to  meet  changing  consumer  demands  into  the  21st  Century. 

In  conclusion,  it  is  important  to  remember  as  we  consider  this 
transaction  that  banks  play  a  key  role  in  the  economic  infrastruc- 
ture of  this  Nation.  Bank  lending  to  consumers  in  small  businesses 
and  bank  support  of  their  local  communities  are  unique  and  critical 
elements  of  a  healthy  U.S.  economy. 

But  Mellon  and  other  banks  can  continue  to  provide  that  essen- 
tial economic  fuel  only  if  we  are  permitted  to  sell  to  consumers  the 
services  and  products  they  need  at  times  and  places  convenient  to 
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them.  To  the  extent  that  Mellon  and  Dreyfus  are  approaching  this 
transaction  with  comprehensive  protections  in  place  for  depositors 
and  investors,  and  we  believe  we  are  doing  so,  this  union  of  two 
great  companies  is  a  natural  step  in  the  reshaping  of  a  financial 
services  industry  which  must  continue  to  evolve  if  it  is  to  remain 
responsive  to  consumers'  changing  demands. 

There  are  always  potential  risks  in  change.  We  believe  we  have 
accurately  identified  and  analyzed  those  risks  in  this  transaction 
and  have  in  place  the  management  expertise,  operating  capabilities 
and  procedures  to  address  them  successfully.  In  the  end,  the  much 
greater  risk  for  our  customers,  our  industry  and  our  companies  is 
to  stand  still  when  the  environment  in  which  we  must  compete  is 
changing. 

Thank  you. 

[Testimony  resumes  on  p.  378.] 

[The  prepared  statement  of  Mr.  Cahouet  follows:] 
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TESTIMONY  OF  FRANK  V.  CAHOUET 

MELLON  BANK  CORPORATION 

before 

U.S.  House  of  Representatives 

Conunlttee  on  Energy  and  Commerce 

Subcommittee  on  Oversight  and  Investigations 

concerning 

Proposed  Merger  of  The  Dreyfus  Corporation 
with  Mellon  Bank,  N.A. 

INTRODUCTION 

Three  major  industries  in  the  United  States  are  undergoing 
profound  change  at  the  present  time:  health  care, 
telecommunications  and  financial  services.   All  three  industries 
have  been  shaped  over  the  years  both  by  economic  and  market 
forces,  including  consvimer  demands,  and  by  legislative  and 
regulatory  initiatives.   The  Committee  on  Energy  and  Commerce  is 
in  the  unique  position  today  to  shape  the  public  policy  which 
will  help  manage  the  changes  occurring  in  all  three  industries. 

Mellon  Bank  Corporation  ("MBC")  believes  that  fundamental  change 
is  best  dealt  with  not  by  ignoring  or  resisting  the  change,  but 
rather  by  managing  the  change  through  identification  of  the 
risks  accompanying  such  change  and  the  development  of  and 
implementation  of  techniques  to  manage  those  risks.   We  welcome 
the  opportunity  to  work  with  the  Committee  to  undertake  such  a 
process  in  connection  with  the  risks  that  may  be  posed  by  one 
such  fundaunental  aspect  of  change  in  the  financial  services 
industry;  namely,  the  increasing  affiliations  between  the  banking 


355 


and  mutual  fund  segments  of  the  financial  services  market.   MBC's 
proposed  transaction  with  The  Dreyfus  Corporation  ("Dreyfus")  Is 
a  part  of  that  change. 

What  MBC  and  Dreyfus  have  attempted  to  do  Is  develop  a  model  for 
dealing  with  this  change.   This  model  has  five  objectives,  each 
of  which  must  be  accomplished  if  the  model  is  to  be  successful: 
(1)  worthwhile  products  for  the  consumer;  (2)  safety  and 
soundness  of  both  the  bank  and  the  mutual  funds;  (3)  disclosure 
to  enable  the  customer  to  make  an  Informed  decision; 
(4)  minimization  of  conflicts  of  interest;  and  (5)  benefits  for 
both  the  constituent  parties  to  the  merger.   In  particular,  MBC 
has  developed  an  extensive  Policy  Statement  on  Mutual  Funds  (the 
"Policy  Statement") ,  which  is  designed  to  build  on  its  existing 
policies  and  procedures  and  those  of  Dreyfus,  in  order  to 
accomplish  these  five  objectives.   In  developing  the  Policy 
Statement,  MBC  has  also  attempted  to  address  the  Issues  and 
concerns  in  H.R.  3447,  the  Securities  Regulatory  Equality  Act, 
H.R.  3306,  the  Depository  Institution  Retail  Investment  Sales  and 
Disclosure  Act,  and  the  banking  agencies'  guidelines  on  sales  of 
nondeposlt  Investment  products. 

After  an  overview  of  relevant  changes  in  the  financial  services 
industry,  this  testimony  is  divided  into  eight  sections  which 
correspond  to  the  topics  listed  in  Chairman  Dingell's  letter  of 
February  17,  1994:  (a)  the  structure  of  the  transaction; 
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(b)  MBC's  business  reasons  for  the  transaction;  (c)  required 
regulatory  approvals;  (d)  post-merger  regulation;  (e)  federal 
securities  and  banking  law  issues;  (f)  risk  of  depositor/ investor 
confusion  and  the  need  for  particular  and  focused  disclosure; 
(g)  conflicts  of  interest;  and  (h)  legally  enforceaUale 
safeguards . 

CHAN0E8  IH  THE  FIMANCIAL  SERyiCES  IHDDSTRY 

The  transaction  between  MBC  and  Dreyfus  tzikes  place  within  the 
context  of  a  generation  of  sweeping  changes  in  the  financial 
services  sector  and  a  steadily  growing  involvement  of  banks  with 
mutual  funds,  precipitated  in  significant  measure  by  changes  in 
consumers'  savings  and  investing  patterns. 

MBC  believes  that  this  transaction  responds  to  consumer  demand 
for  a  wider  range  of  financial  services  easily  accessed  at 
convenient  locations.   It  is  also  responsive  to  the  massive 
outflow  of  bank  deposits  into  mutual  funds  and  to  the 
relationship  between  increased  fee  income  and  the  safety  and 
soundness  of  the  banking  industry  in  the  context  of:  slow  growth 
in  total  bank  loans;  the  demonstrated  past  impact  of  credit  risk; 
and  the  volatility  of  interest  rate  margins. 

By  the  end  of  1980,  there  were  564  mutual  funds  with  11  million 
customer  accoiints  and  assets  of  $146.1  billion.   Twelve  years 
later,  at  the  end  of  1992,  there  were  3,848  mutual  funds  with  76 
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million  customer  accounts  and  assets  of  $1.7  trillion.   During 
that  12-year  period,  mutual  fund  assets  increased  at  an  annual 
growth  rate  of  23  percent.   At  year-end  1993,  in  fact,  new 
investments  flowing  into  mutual  funds  were  approaching  new 
deposits  in  banks  for  the  first  time  ever. 

The  growth  in  mutual  funds  has  taken  place  to  a  large  degree  at 
the  expense  of  bank  deposits 

While  mutual  fund  assets  have  been  growing  at  a  dramatic  23 
percent  annual  rate,  bank  deposits  have  been  expanding  at  a  much 
slower  rate.   Since  1980,  bank  deposits  have  grown  at  one-quarter 
the  rate  of  mutual  funds.   Moreover,  annual  deposit  growth  has 
been  at  an  even  lower  rate  in  the  last  five  years,  and  non- 
interest-bearing  deposits  have  declined  sharply. 

First  Manhattan  Consulting  Group  (FMCG) ,  which  advises  many  major 
United  States  banks,  has  analyzed  the  relative  growth  of  bank 
deposits  and  mutual  funds  within  the  broader  context  of  total 
household  financial  resources.   Projecting  to  the  year  2000  the 
various  components  of  household  financial  resources,  FMCG 
concluded  that  bank  deposits  will  grow  at  4  percent  per  year 
while  mutual  funds  will  grow  at  15  percent  per  year. 
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The  increased  competition  for  traditional  bank  loans  has  created 
a  greater  need  for  bank  fee  income 

Banks  are,  and  are  intended  to  be,  a  significant  source  of  credit 
for  households  and  businesses  in  the  United  States.   Their  unique 
role  as  supplier  of  credit  to  small  businesses  is  especially 
important  given  the  expectation  that  small  businesses  are 
expected  to  be  the  leading  source  of  new  jobs  creation  in  the 
economic  recovery. 

Between  1980  and  1992,  bank  loans  only  modestly  increased.   This 
modest  rate  of  growth  took  place  within  the  context  of  rapid 
expansion  of  other  credit  facilities  outside  the  banking 
industry.   For  example,  the  commercial  paper  market  grew 
fourfold,  from  $124  billion  at  the  end  of  1980  to  $531  billion  at 
the  end  of  1991.   Further,  the  credit  risk  involved  in  bank  loans 
increased  sharply  during  this  period. 

Banks  involvement  with  mutual  funds  has  increased 
Until  the  mid  1980s,  very  few  banks  offered  customers  mutual 
funds  or  advised  mutual  funds.   As  a  direct  result,  however,  of 
the  rapid  growth  in  mutual  funds,  banks  began  to  provide  both 
services,  frequently  in  conjunction,  in  order  to  meet  their 
customers '  needs . 

At  the  end  of  1993,  Lipper  Analytical  Services,  Inc.  listed  1,256 
bank-related  mutual  funds.   The  assets  of  bank-related  mutual 
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funds  now  approximate  $200  billion.   Annex  A  lists  more  than  75 
institutions  that  offer  their  own  advised  funds,  so-called 
proprietary  funds. 

As  the  number  of  bank-advised  mutual  funds  has  expanded,  so  has 
the  range  of  activities  that  banks  perform  in  relation  to  those 
mutual  funds. 

In  May,  1993,  Wilmington  Trust  Co.  became  the  first  bank  in  the 
country  to  assume  the  role  of  "distributor"  for  its  own  mutual 
fund  after  receiving  an  opinion  letter  from  the  Federal  Deposit 
Insurance  Corp.  expressing  "no  objection"  to  the  action. 

In  November,  the  American  Banker  reported  that  "The  boom  in  fund 
sales  at  banks  over  the  past  two  years  has  accelerated  many 
banks'  development  in  the  field,  making  marketing  firms  less 
important.  ..  big  banks  increasingly  are  choosing  to  manage 
investment -product  sales  programs  on  their  own." 

Earlier,  in  September,  the  American  Banker  reported  that 
"administrators  and  distributors  of  bank-related  mutual  funds 
could  face  competition  from  their  own  clients:  the  biggest 
banks...   Some  banking  giants  [are]  eyeing  ways  of  doing  more 
fund  servicing  in  house."   Banks  cited  in  these  and  other 
articles  included  Bank  America,  Wells  Fargo  and  Chase  Manhattan 
Bank. 
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Thus,  bank-related  mutual  funds — and  the  banks'  performance  of 
not  only  investment  advice  but  a  variety  of  other  services  for 
those  mutual  funds — is  no  longer  a  new  or  untried  concept.   It 
reflects  the  needs  of  consumers  and  the  desire  of  banks  to 
respond  to  those  needs  in  the  most  efficient  and  effective  way. 
And  clearly,  it  continues  to  find  growing  acceptance  among 
consumers  who  find  attractive  the  ability  to  access  mutual  funds 
through  their  banks. 

STRDCrnRE  OF  THE  MEROER 

On  December  6,  1993,  MBC  and  Dreyfus  announced  that  their 
respective  boards  of  directors  had  unanimously  adopted  and 
approved  a  merger  agreement.   A  copy  of  the  merger  agreement  has 
been  previously  furnished  to  the  Subcommittee.   As  a  result  of 
the  merger,  each  share  of  common  stock  of  Dreyfus  will  be 
converted  into  the  right  to  receive  0.88017  shares  of  common 
stock  of  MBC.   Closing  of  the  merger  is  subject  to  approval  of 
the  shareholders  of  both  Mellon  and  Dreyfus,  certain  regulatory 
approvals  (discussed  below)  and  approval  of  continuation  of  the 
investment  advisory  contracts  by  the  directors  and  shareholders 
of  the  mutual  funds  advised  by  Dreyfus  ("Dreyfus  funds"). 

Pursuant  to  the  merger  agreement,  a  wholly-owned  subsidiary  of 
Mellon  Bank  will  be  merged  with  and  into  Dreyfus.   Consequently, 
Dreyfus  will  be  the  surviving  corporation  in  the  merger  and  will 
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be  a  wholly-owned  subsidiary  of  Mellon  Bank,  which  is  a  wholly- 
owned  subsidiary  of  HBC. 

There  are  two  basic  reasons  for  establishing  Dreyfus  as  a 
subsidiary  of  Mellon  Bank,  rather  than  as  a  subsidiary  of  MBC. 

First,  as  a  result  of  the  proposed  transaction,  Mellon  Bank's  key 
capital  ratios. will  increase  by  over  200  basis  points.  Moreover, 
Dreyfus'  earnings  will  supplement  Mellon  Bank's  earnings.   A 
strong  capital  position  and  strong  earnings  not  only  enhance  the 
safety  and  soundness  of  Mellon  Bank  and  help  ensure  the  highest 
rating  under  the  capital-based  requirements  of  the  Federal 
Deposit  Insurance  Corporation  Improvement  Act  of  1991,  but  also 
promote  higher  ratings  for  Mellon  Bank's  deposits  and  other 
obligations. 

Second,  virtually  all  of  MBC's  retail  activities  are  conducted 
through  Mellon  Bank  and  its  subsidiaries.   Positioning  Dreyfus' 
largely  retail  activities  as  a  subsidiary  of  the  Bank  will 
facilitate  legal  compliance,  controls,  product  delivery  and 
efficiency. 

It  should  also  be  noted  that  MBC  has  voluntarily  committed  that 
all  transactions  between  a  Mellon  bank  and  Dreyfus  will  be 
subject  to  Sections  23A  and  23B  of  the  Federal  Reserve  Act,  even 
though  these  statutory  provisions  generally  exempt  transactions 
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between  a  bank  and  its  subsidiaries.   Those  two  sections  are 
designed  to  ensure  bank  safety  and  soundness  by  imposing  tight 
restrictions  on  extensions  of  credit  and  certain  other 
transactions  between  a  bank  and  its  non-subsidiary  affiliates  and 
by  requiring  that  all  transactions  between  a  bank  and  its  non- 
subsidiary  affiliates  be  conducted  on  an  arm's  length  basis. 
MBC's  voluntary  commitment  to  apply  Sections  23A  and  23B,  even 
though  Dreyfus  is  to  be  a  subsidiary  of  Mellon  Bank,  demonstrates 
MBC's  commitment  to  safety  and  soundness. 

STRATEGIC  RATIONALE  FOR  THE  TRANSACTION 

There  are  three  strategic  imperatives  which  make  this  proposed 
merger  especially  attractive  for  both  Mellon  Bank  customers  and 
MBC  shareholders: 

The  transaction  is  responsive  to  consumer  demands 
The  transaction  responds  to  consumer  demands  for  a  wider  range  of 
financial  products  and  services  conveniently  offered  by  a  single 
source  provider.   It  also  responds  to  the  growing  outflow  of  bank 
deposits  into  mutual  funds  as  consumers  make  the  shift  from 
savers  to  investors.   By  responding  proactively  to  these  basic 
changes  in  consumers'  financial  behavior,  Mellon  Bank  further 
solidifies  its  position  as  a  leading  financial  institution  by 
providing  consumers  with  the  services  they  want,  and,  thereby, 
significantly  enhancing  its  ability  to  remain  competitive  in  a 
changing  industry  environment. 
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The  transaction  further  stabilizes  MBC's  revenue  stream 
This  transaction  will  bring  MBC's  fee  income  to  52  percent  of 
total  revenue.   As  such,  it  is  not  only  a  furtherance  of  Mellon's 
stated  business  strategy  but  provides,  as  well,  a  prudent 
response  to  the  changes  in  characteristics  of  the  traditional 
banking  industry. 

For  Mellon  Bank,  as  for  other  banks,  whole  segments  of  the  credit 
market  have  been  lost  to  competitors,  and  loan  growth  has  been 
sluggish  at  best.   And  as  the  credit  loss  experience  of  the  mid- 
and  late-eighties  demonstrated  all  too  clearly,  taking  on  credit 
risk  in  order  to  garner  a  greater  share  of  credit  volume  is  not  a 
viable  remedy  for  reduced  revenues.   Fee  income,  in  contrast, 
significantly  increases  return  on  equity  and  assets;  provides, 
through  diversity,  a  more  stable  revenue  stream;  and  enables 
Mellon  Bank  to  better  support  the  risk  to  which  it  is  exposed  in 
its  lending  function  by  insulating  a  greater  share  of  its  revenue 
stream  from  market  volatility.   So  clear,  in  fact,  are  the 
advantages  to  a  bank  of  expanding  fee-based  income  that, 
increasingly,  the  banking  organizations  that  have  a  sizeable  fee 
income  component  are  recognized  and  rewarded  by  the  capital 
markets . 
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The  Mel Ion /Dreyfus  transaction  builds  upon  certain  of  Mellon^ s 
key  strencfths 

The  combining  of  the  Dreyfus  and  Mellon  Bank  organizations  builds 
upon  certain  of  Mellon 's  Bank  key  strengths  and  past  investments. 
MBC,  already  a  leading  investment  advisory  firm  in  the  country, 
will  rank  second  among  such  firms  in  the  nation  once  the 
transaction  is  completed.   This  leadership  position  translates  to 
an  ability  to  attract  on  behalf  of  customers  the  best  investment 
and  management  expertise  available  to  such  firms. 

The  retail-oriented  nature  of  Dreyfus'  business  enables  Mellon 
Bank  to  utilize  even  more  productively  the  product  delivery 
capacity  represented  by  its  approximately  450  branches  in  three 
states  — Pennsylvania,  Delaware  and  Maryland.   In  broadening  its 
array  of  product  offerings  through  its  branch  franchise,  while 
increasing  the  efficiency  of  its  delivery  system,  Mellon  Bank  can 
improve  service  to  customers  and  increase  profitability 
materially  as  a  result  of  the  transaction. 

The  addition  of  Dreyfus'  business  also  complements  MBC's  strength 
as  a  technology  leader  by  further  building  upon  MBC's 
considerable  investment  in  technological  capacity  and 
capabilities.   This  aspect  of  the  transaction  better  positions 
Mellon  Bank  to  improve  both  customer  service  through  state-of- 
the-art  product  offerings  and  to  improve  profitability  in 
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technology-related  products  and  activities,  while  maintaining 
prices  at  competitive  levels. 

Recently,  MBC  was  ranked  No.  2  by  Computerworld  magazine  aunong 
the  nation's  top  corporate  users  of  technology.   This 
technological  experience,  expertise  and  capacity,  when  applied  to 
the  proposed  transaction  with  Dreyfus,  will  produce  operating 
economies  which  virtually  assure  customers  of  both  Mellon  and 
Dreyfus  of  continued  high-quality,  innovative  products  and 
services  at  low  cost  to  the  consumer. 

REOULATORY  APPROVALS 

Consummation  of  the  merger  is  conditioned  on  receipt  of  approvals 
of  the  merger  by  various  governmental  regulatory  agencies, 
including  the  Office  of  the  Comptroller  of  the  Currency  ("OCC") . 
Mellon  Bank  filed  a  Notice  of  its  intention  to  acquire  Dreyfus  as 
an  operating  subsidiary  of  Mellon  Bank  with  the  OCC  on  December 
30,  1993  (the  "OCC  Notice").   In  addition,  MBC  has  filed 
applications  with  the  Board  of  Governors  of  the  Federal  Reserve 
System  for  approval  to  acquire  certain  subsidiaries  of  Dreyfus 
and  with  the  Office  of  Thrift  Supervision  for  approval  to  acquire 
Dreyfus  Security  Savings  Bank,  a  federal  savings  bank.   MBC  will 
file  an  application  with  the  New  York  State  Department  of  Banking 
for  approval  to  acquire  Dreyfus  Trust  Company,  a  New  York  trust 
company.   MBC  and  Dreyfus  have  each  filed  notices  under  the  Hart- 
Scott-Rodino  Antitrust  Act  with  the  Department  of  Justice  and  the 
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Federal  Trade  Commission.   The  agencies  have  concluded  their 
premerger  review  of  the  transaction  and  have  terminated  the 
waiting  period  under  the  Act. 

POST-MERGER  REGULATION 

Dreyfus  will  be  maintained  as  a  separate  corporate  entity. 
Accordingly,  it  will  continue  to  be  registered  as  an  investment 
adviser  and  subject  to  regulation  by  the  SEC  under  the  Investment 
Advisers  Act  of  1940.   Its  registered  broker-dealer  subsidiary, 
Dreyfus  Service  Corporation,  will  remain  registered  as  a  broker- 
dealer  with  and  subject  to  regulation  by  the  Securities  and 
Exchange  Commission  under  the  Securities  Exchange  Act  of  1934. 
These  commitments  were  contemplated  by  the  OCC  Notice  and  will  be 
added  as  specific  provisions  to  the  Policy  Statement.   These 
commitments  are  also  consistent  with  Section  104  of  H.R.  3447. 
Further,  to  address  concerns  about  Dreyfus'  capital,   MBC  will 
amend  the  Policy  Statement  to  provide  that  it  will  not  withdraw 
capital  if  such  withdrawal  would  jeopardize  Dreyfus'  ability  to 
maintain  regulatory  capital  compliance. 

In  addition,  Dreyfus  and  its  subsidiaries  would  be  subject  to 
regulation  by  the  OCC  as  operating  subsidiaries  of  national 
banks.   In  particular,  the  OCC  will  be  responsible  for  enforcing 
compliance  with  the  terms  and  conditions  of  any  order  approving 
the  transaction,  including  commitments  made  in  the  Mellon  Policy 
Statement . 
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FEDERAL  SECURITIES  AND  BAKXINO  LAW  ISSUES 

Securities  Laws 

As  discussed  above,  Dreyfus  and  DSC  will  continue  to  be  subject, 

respectively  to  the  Investment  Advisers  Act  and  the  Securities 

Exchange  Act.   We  believe  that  we  have  been  responsive  to  the 

concerns  over  certain  other  aspects  of  the  federal  secxirities 

laws  which  are  reflected  in  H.R.  3447. 

Banking  Laws 

Before  pursuing  the  Dreyfus  transaction,  Mellon  reviewed  with 
counsel  the  legal  authority  for  the  transaction  and,  in 
particular,  whether  there  would  be  a  violation  of  the  Glass- 
Steagall  Act. 

The  Notice  filed  with  the  OCC  was  accompanied  by  a  legal 
memorandum  which  presents  Mellon 's  position  that  the  proposed 
transaction  is  consistent  with  law  and  regulation.   As  pointed 
out  in  that  memorandum,  the  activities  in  which  Dreyfus  will  be 
engaged  after  the  transaction  have  previously  been  approved  by 
the  OCC  for  national  bank  subsidiaries  and  are  offered  by  scores 
of  banks  around  the  coxuitry. 

RISK  OF  DEPOSITOR/ INVESTOR  CONFUSION 

Customer  Disclosures 

MBC  shares  the  concerns  that  the  Chairman  and  other  members  of 

this  Subcommittee  have  expressed  regarding  depositor  and  investor 
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protection,  including  the  need  to  make  customers  aware  of  the 
distinction  between  bank  deposits  and  mutual  fund  shares. 
Mellon  Bank's  basic  philosophy  with  respect  to  disclosures  to 
customers  as  to  mutual  funds  and  other  investment  products 
reflects  the  premise  of  the  federal  securities  laws  in  regulating 
securities  activities:  ensuring  the  protection  of  investors 
through  full  disclosure  concerning  securities  sold  and  the 
prevention  of  xmfair  and  inequitable  practices  in  the  securities 
market.   We  believe  that  both  the  timing  and  content  of  our 
disclosures  to  consumers  concerning  mutual  funds  will  ensure  that 
this  philosophy  is  realized. 

First,  no  MBC  entity,  including  Dreyfus  after  the  merger,  will 
sell  shares  of  a  mutual  fund  or  advise  a  mutual  fund  if  such  fund 
has  a  name,  title  or  logo  of  Mellon  Bank  or  any  other  banking 
subsidiary  of  MBC  (a  "Mellon  bank")  or  is  so  similar  to  such  a 
name,  title  or  logo  as  to  be  confusing  to  customers.   This 
commitment  appears  in  the  Policy  Statement,  and  it  goes 
significantly  beyond  other  banks  competing  in  the  mutual  fund 
business  today  which  continue  to  use  a  bank  name  in  the  name  of 
an  affiliated  mutual  fund. 

Second,  Mellon  Bank  customers  receive  disclosures  concerning  the 
possible  risks  of  purchasing  mutual  funds  which  will  be  in  full 
compliance  with  all  regulatory  guidelines,  including  the 
recently-released  Interagency  Statement  on  Retail  Sales  of 
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Nondeposit  Investment  Products  of  the  OCC,  Federal  Reserve,  FDIC, 
and  OTS.   As  set  forth  in  the  Policy  Statement,  the  following 
disclosures  will  be  made  to  customers  who  purchase  shares  of  a 
mutual  fund  at  a  Mellon  bank  branch  office  or  who  open  an 
investment  or  similar  account  with  any  MBC  entity  (including 
Dreyfus)  at  a  Mellon  bank  branch  office  through  which  he  or  she 
can  make  such  purchases: 

1.  That  the  shares  are  not  insured  by  and  are  not  an 
obligation  of  the  FDIC  or  any  other  government  agency; 

2.  That  the  shares  are  not  a  deposit  or  other  obligation 
of  and  are  not  endorsed  or  guaranteed  by  any  Mellon  bank  or 
any  other  bank; 

3.  That  the  investment  poses  investment  risks,  including 
possible  loss  of  the  principal  amount  invested,  and  that  the 
investment  may  fluctuate  in  value  so  that  when  the 
investment  is  sold  by  the  customer  it  may  be  worth  more  or 
less  than  when  purchased  by  the  customer; 

4.  To  the  extent  applicable,  that  there  exists  an 
investment  adviser  relationship  between  an  MBC  entity  and 
the  mutual  fund,  and  a  statement  that  MBC  entities  may  have 
other  types  of  relationships  (such  as  custodian  or  transfer 
agent)  with  the  mutual  fund;  and 

5.  That,  if  applicable,  there  are  sales  charges  to  which 
the  shares  may  be  subject. 
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Customers  receive  disclosures  covering  the  critical  differences 
between  mutual  funds  and  bank  deposits  on  at  least  four  and  as 
many  as  five  occasions:   First,  Mellon  bank  branches  have  graphic 
disclosure  signs  on  their  doors  and  prominently  displayed  at 
multiple  locations  within  the  branches  themselves  (a  copy  of  such 
signs  have  previously  been  furnished  to  the  Subcommittee) . 
Second,  any  customer  discussing  uninsured  investment  products 
with  a  branch  employee  is  shown  and  read  a  disclosure  card  (copy 
previously  furnished  to  the  Subcommittee) .   Third,  customers 
establishing  brokerage  accounts  with  MBC's  registered  broker- 
dealer,  InvestNet,  or  receiving  applications  to  purchase 
proprietary  funds  directly  from  their  distributor  sign  a 
disclosure  form  acknowledging  receipt  of  disclosures  (copy 
previously  furnished  to  the  Subcommittee) .   Fourth,  the 
prospectuses  for  all  funds  sold  will  themselves  contain  the 
disclosures.   Finally,  any  customer  meeting  with  a  registered 
representative  receives  oral  disclosures  from  the  representative 
and  is  encouraged  to  discuss  them  with  the  representative. 

POTEKTZAL  CONFLICTS  OF  INTEREST 

MBC  recognizes  that  it  is  prudent  public  policy  to  ensure  that 
consumers  of  mutual  fund  and  other  investment  products  offered  by 
or  through  financial  service  companies  (including  banks) ,  and 
banks  themselves,  are  protected  against  potential  conflicts  of 
interest  which  might  arise  from  the  fact  that  the  companies  offer 
a  variety  of  services  to  customers.  We  believe  that  MBC  has 
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provided  these  protections  both  through  existing  internal 
policies  and  procedures  as  well  as  through  the  Policy  Statement. 
We  also  note  that  the  Investment  Company  Act  of  194  0,  as  well  as 
other  federal  securities  laws,  provide  an  extensive  array  of 
protections  for  mutual  fund  shareholders  from  potential  conflicts 
of  interest.   The  following  is  a  summary  of  the  principal 
conflicts  of  interest  identified  by  MBC  and  MBC's  plans  to  deal 
with  them. 

Trading  on  Material  Nonpublic  Information 

MBC  has  adopted  extensive  policies  and  procedures  to  prevent  the 
misuse  of  material  nonpublic  information  by  MBC,  Mellon  Bank  and 
their  subsidiaries  and  affiliates,  which  misuse  is  prohibited  by 
the  Investment  Company  Act  of  1940,  as  well  as  by  the  Securities 
Exchange  Act  of  1934.   These  policies  and  procedures  are 
designed,  among  other  things,  to  limit  access  to  material 
nonpublic  information.   A  copy  of  MBC's  Confidential  Information 
and  Securities  Trading  Policy  (the  "MBC  Securities  Trading 
Policy")  has  previously  been  furnished  to  the  Subcommittee. 
The  MBC  Securities  Trading  Policy  will  be  incorporated  by 
reference  into  the  Policy  Statement. 

In  addition,  Dreyfus  has  extensive  policies  and  procedures 
designed  to  prevent  the  misuse  of  material  nonpublic  information, 
which  are  codified  in  a  Code  of  Ethics  (a  copy  of  which  has 
previously  been  furnished  to  the  Subcommittee) .   Use  of  material 
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nonpublic  information  in  the  possession  of  a  Mellon  banX  by  any 
Dreyfus  or  Dreyfus  Fund  would  be  strictly  prohibited  by  both  the 
Mellon  Securities  Trading  Policy  and  the  Dreyfus  Code  of  Ethics. 

Sharing  of  Customer  Information 

We  recognize  that  there  is  concern  about  unauthorized  sharing  of 
customer  information,  and  we  have  attempted  to  deal  with  that 
issue  by  providing  in  the  Policy  Statement  that  no  Mellon  bank 
will  share  confidential  customer  information  with  any  MBC  entity 
(including  Dreyfus  after  the  merger) ,  other  than  (a)  pursuant  to 
the  customer's  consent  or  (b)  information  of  a  type  that  the  MBC 
entity  could  receive  in  a  credit  bureau  or  similar  report. 

Independence  of  Mutual  Funds 

In  order  to  reduce  the  potential  for  conflicts  of  interest,  MBC 
has  voluntarily  committed  in  the  Policy  Statement  to  ensure  the 
independence  of  any  mutual  fund  advised  by  any  MBC  entity, 
including  the  Dreyfus  Funds  after  the  merger  ("Mellon-Advised 
Funds") .   These  commitments  go  beyond  those  which  are  already  in 
place  in  the  Investment  Company  Act  of  1940,  and  are  consistent 
with  the  provisions  of  H.R.  3447.   In  particular,  no  director, 
officer  or  employee  of  an  MBC  entity  will  serve  as  a  director  of 
any  Mellon-Advised  Fund,  and  MBC  has  committed  in  the  Policy 
Statement  not  to  control  a  Mellon-Advised  Fund  in  any  other 
manner,  including  by  reason  of  owning  in  a  fiduciary  capacity 
with  the  power  to  vote  more  than  25%  of  the  shares  of  a  Mellon- 
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Advised  Fund.   This  commitment  is  consistent  with  the  purposes 
behind  Section  113  of  H.R.  3447. 

Restrictions  on  Certain  Transactions  with  Mellon-Advised  Funds 
MBC  has  identified  in  the  Policy  Statement  certain  transactions 
which  might  pose  conflicts  of  interest.   In  order  to  ensure  the 
safety  and  soundness  of  the  banking  system,  MBC  has  voluntarily 
restricted  such  transactions.   Similar  "firewalls"  appear  in 
H.R.  3447,  and  are  aimed  at  minimizing  concerns  over  conflicts  of 
interest  and  other  so-called  "subtle  hazards." 

Among  the  transactions  which  have  been  voluntarily  restricted  in 
the  Policy  Statement  so  as  to  avoid  potential  conflicts  of 
interest  are:  (a)  loans  between  an  MBC  entity  and  a  Mellon- 
Advised  Fund;  (b)  purchases  by  an  MBC  entity  for  its  own  account 
from,  or  sales  of  portfolio  securities  from  its  own  account  to,  a 
Mellon-Advised  Fund;  (c)  sales  of  securities  to  a  Mellon-Advised 
Fund  which  are  being  underwritten  or  placed  by  an  MBC  entity;  (d) 
purchases  by  a  Mellon-Advised  Fund  of  securities  in  the  process 
of  issuance  if  an  employee  in  an  MBC  entity  advising  such  Fund 
has  actual  knowledge  that  the  proceeds  of  an  issuance  of 
securities  will  be  used  to  retire  indebtedness  to  an  MBC  entity; 
and  (e)  purchases  by  an  MBC  entity  for  any  third  party  account 
over  which  it  has  discretionary  authority  of  a  security  issued  by 
a  Mellon-Advised  Fund. 
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Compensation  of  Sales  Personnel 

Mellon  Bank's  compensation  structiire  for  branch  personnel  is 
specifically  designed  so  as  not  to  provide  a  financial  incentive 
to  sell  specific  investment  products.  Indeed,  Mellon  Bank  does 
not  pay  branch  personnel  on  a  per-item  basis  for  any  financial 
service  or  product  which  is  referred  or  sold.   This  procedure  is 
in  contrast  to  a  number  of  banks  which  pay  a  specific  fee  to 
branch  personnel  for  referrals  to  an  investment  sales  area. 

LEGALLY  ENFORCEABLE  SAFEGUARDS 

MBC  fully  intends  to  abide  by  the  spirit  as  well  as  the  letter  of 
the  commitments  made  in  the  Policy  Statement.   Accordingly,  we 
are  willing  to  have  the  commitments  set  forth  therein  converted 
into  conditions  of  regulatory  approval  should  the  OCC  so  desire. 
We  have  also  committed  to  prior  notice  to  the  OCC  of  any  change 
in  the  Policy  Statement  in  order  to  ensure  that  Mellon  Bank 
remained  in  compliance  with  the  terms  of  the  OCC's  approval 
order.   We  would  emphasize  that  MBC's  Policy  Statement  goes 
beyond  cvirrent  law  and  is  consistent  in  purposes  with  H.R.  3447. 

In  particular,  MBC  anticipates  that  application  of  Sections  23A 
and  23B  to  transactions  between  Mellon  Bank  and  Dreyfus,  as 
provided  for  in  the  Policy  Statement,  would  also  be  incorporated 
as  a  condition  of  any  approval  of  the  merger  (if  granted)  by  the 
OCC.   Accordingly,  the  OCC  would  examine  for,  and  enforce 
compliance  with,  these  two  sections  to  the  same  extent  as  the  OCC 

exeunines  for  and  enforces  compliance  with  these  two  sections  in 
the  context  of  national  bank  transactions  with  affiliates  other 
than  operating  subsidiaries. 
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BANKING  OROANIZATIONS  THAT 
OFFER  PROPRIETARY  MUTUAL  FUNDS 


ABCore  Bank 

AmSouth  Bancoxporation 

BancOhio  National  Bank 

BancOklahoma  Trust 

BancOne 

Bank  of  America 

Bank  of  Boston  Corp. 

Bank  of  California 

Bank  of  New  York  Co.,  Inc. 

Bankers  Trust  Co. 

BayBanks  Inc. 

Bessemer  Group,  Inc. 

Boatmen's  Bancshares,  Inc. 

Boulevard  Bank 

Branch  Banking  &  Trust  Co. 

Brown  Brothers  Harriman  &  Co. 

Central  Bancshares  of  the  South,  Inc. 

Central  Carolina  Bank  &  Trust  Co. 

Central  Fidelity  Banks,  Inc. 

Chase  Manhattan  Corporation 

Chemical  Banking  Corporation 

Citicorp 

Comer ica,  Inc. 
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Connercial  National  Bank 

Compass  Bank 

CoreStates  Financial  Corp. 

Crestar  Financial  Corp. 

Deutsche  Bank,  AG 

Fifth  Third  Bancorp 

First  Alabama  Bancshares,  Inc. 

First  Fidelity  Bancorporation 

First  Interstate  Bancorp 

First  Michigan  Bank 

First  Bank  System,  Inc. 

First  National  Bank  of  Chicago 

First  National  Bank  of  Omaha 

First  National  Bank  of  Wichita 

First  of  America  Bank  Corp. 

First  Union  Corp. 

Firstar  Corp. 

Fleet/Norstar 

Great  Western  Financial  Corp. 

Harris  Bankcorp,  Inc. 

Hibernia  Corp. 

Huntington  Bancshares,  Inc. 

LaSalle  National  Corp. 

Liberty  National  Bancorp,  Inc. 

Mark  Twain  Bank 

Marshall  &  Ilsley  Corp. 

Mellon  Bank  Corp. 
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Mercantile  Bancorporation,  Inc. 

Midlantic  Banks,  Inc. 

Morgan  Guaranty  Trust  Co. 

National  Bank  of  Commerce 

National  Bank  of  Detroit 

NationsBank  Corp. 

Northern  Trust  Corp. 

Norwest  Financial  Services,  Inc. 

Old  Kent  Financial  Corp. 

PNC  Financial  Corp. 

Premier  Bancorp,  Inc. 

Provident  National  Bank 

Riggs  National  Corp. 

Seattle  First  National  Bank 

Security  Financial  Corp. 

Shawmut  National  Corp. 

Signet  Banking  Corporation 

Society  Corp. 

South  Carolina  National  Bank 

Star  Banc  Corp. 

State  Street  Boston  Corp. 

SunBank 

Trustmark  Corp. 

United  Jersey  Bank 

United  Missouri  Bancshares,  Inc. 

United  States  Trust  Company 

Valley  National  Bank 

Wachovia  Corp. 

Washington  Mutual  Savings  Bank 

Wells  Fargo  &  Company 

Wilmington  Trust  Corp. 
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Mr.  DiNGELL.  Thank  you,  Mr.  Cahouet.  Mr.  Stein. 

TESTIMONY  OF  HOWARD  STEIN 

Mr.  Stein.  Mr.  Chairman  and  members  of  the  subcommittee,  I 
am  pleased  both  to  respond  to  your  questions  and  have  the  oppor- 
tunity to  discuss  our  merger  with  Mellon.  How  the  participants  in 
this  transaction  approach  this  matter,  we  believe,  could  well  set 
the  standard  not  only  for  this  century's  future,  but  the  standard  by 
which  the  savings  and  investing  public's  legitimate  demands  will 
be  met. 

There  are  issues  here  that  we  are  anxious  to  discuss  and  I  ap- 
pear before  you  fully  committed  to  the  soundness  of  the  transaction 
and  the  need  to  enter  it  in  a  way  that  will  enhance  public  policy, 
as  well  as  the  economic  vitality  of  the  operations  involved. 

In  my  testimony  today,  there  are  three  basic  touchstones,  one 
personal  to  myself,  one  dealing  with  the  strongly  held  regulatory 
views,  and  one  regarding  the  future  of  our  industry  that  I  know  we 
and  our  colleagues  at  Mellon  share. 

First,  I  joined  with  Jack  Dreyfus  nearly  40  years  ago  to  help  cre- 
ate and  build  a  mutual  fund  organization  that,  while  hopefully  suc- 
cessful, would  reflect  our  shared  values  and  sense  of  obligation  to 
the  public  values  that  were  perhaps  more  commonly  held  in  the  im- 
mediate post-war  era  than  later.  It  was,  we  felt,  key  to  whatever 
success  we  could  achieve  that  Dreyfus'  name,  its  reputation  for 
prudence,  conservative  money  management,  and  total  integrity  in 
all  aspects  of  its  business  were  embedded  in  the  public's  mind. 
Without  that,  the  attempt  to  attain  the  fundamental  goal  of  the 
Dreyfus  Corporation,  bringing  the  financial  benefits  to  the  many 
once  reserved  only  for  the  few  through  mutual  funds,  would  be  in 
vain. 

I  think  it  is  fair  to  say,  Mr.  Chairman,  that  since  our  beginning 
in  the  1950's,  the  Dreyfus  name  has  achieved  some  national  rec- 
ognition, earned  a  reputation  for  soundness,  stability,  strong  cor- 
porate citizenship,  and  brought  the  necessary  financial  rewards  to 
its  stockholders.  I  stress  this  only  to  make  the  point  that  the  people 
and  culture  of  the  Dreyfus  Corporation  hold  the  same  values  today 
and  would  not  undertake  any  new  direction  that  could  possibly 
jeopardize  our  hard-earned  respect  of  40  years. 

Second,  while  I  would  defer  to  the  subcommittee  and  Congress 
at  large  on  general  matters  of  public  policy,  I  retain  for  myself 
deeply  held  views  on  the  need  for  regulatory  protection  of  the  pub- 
lic in  my  own  industry.  The  Dreyfus  Corporation  and  I  have  lived 
our  entire  business  lives  within  the  rules  and  regulations  promul- 
gated under  appropriate  laws  by  the  Securities  and  Exchange  Com- 
mission. I  have  not  found  this  in  any  way  burdensome,  but  totally 
appropriate,  indeed  helpful,  in  the  public's  growing  acceptance  and 
reliance  on  mutual  funds  as  a  reliable  investment  vehicle. 

In  fact,  from  time  to  time,  I  have  been  outspoken  within  the  in- 
dustry, as  well  as  in  public,  concerning  the  need  for  even  greater 
regulatory  watchfulness  by  the  SEC  and  for  larger  resources  to  be 
put  at  their  disposal  by  Congress  to  better  accomplish  this  work. 
It  was  perhaps  the  depth  of  my  views  on  such  regulatory  matters 
in  general  that  resulted  in  my  appointment  to  the  Presidential 
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Task  Force  on  Market  Mechanisms,  the  Brady  Commission,  follow- 
ing the  market  break  of  October  1987.  / 

Mr.  Chairman,  we  at  Dreyfus  firmly  believe  that  an  essential  ele- 
ment in  the  success  of  mutual  funds  has  been  comprehensive,  strict 
and  uniform  regulation  of  the  industry,  primarily,  of  course,  by  the 
SEC.  Because  of  the  existing  well  developed  scheme  if  disclosure, 
the  mutual  fund  industry  has  prospered  under  the  bright  light  of 
full  and  accurate  investor  information.  Moreover,  investors  justifi- 
ably have  confidence  in  an  industry  that  because  of  effective  regu- 
lation has  been  virtually  untainted  by  scandals  and  failures  despite 
its  rapid  growth  and  great  size.  It  is  vital  that  this  regulatory 
structure  not  be  disrupted  and,  further,  that  it  be  carefully  adopted 
to  bank  participation  in  mutual  funds.  That  is  why  we  strongly 
support  the  core  principles  of  the  Dingell-Markey  functional  regula- 
tion bill  and  why  Mellon  and  Dreyfus  have  committed  to  operating 
Dreyfus  as  an  entity  that  will  continue  to  be  fully  subject  to  SEC 
regulation. 

Third,  our  Nation  and  economy  is  known  throughout  the  world 
for  its  many  attributes,  not  the  least  of  which  is  its  openness  and 
acconimodation  to  change.  Whether  in  social  or  economic  policy, 
that  inclination  has  been  marked  by  a  unique  mixture  of  adapta- 
tion to  the  demands  of  the  future,  tempered  by  retaining  the  best 
of  the  proven  past. 

What  is  true  for  the  economy  at  large  holds  for  the  financial 
services  industry,  as  well.  If  we  cannot  adapt  to  the  competitive  de- 
mands as  we  see  them  shaping  for  the  future,  if  we  cannot  alter 
our  relationships  for  the  benefit  of  the  investing  public,  our  indus- 
try will  not  meets  its  promise,  but  we  can  and  should  do  so  only, 
as  I  have  stated,  under  a  sound  and  strong  regulatory  environ- 
ment, coupled  with  a  corporate  commitment  to  total  integrity;  in 
other  words,  change  bringing  the  best  of  the  past  with  us. 

And  we  at  Dreyfus  have  always  sought  progress.  Much  as  we 
were  key  in  the  creation  of  tax-free  investing,  key  in  the  establish- 
ment of  money  market  funds,  with  the  finest  attention  to  regu- 
latory requirements  to  safeguard  the  investor,  we  propose  to  move 
forward  once  again  believing  that  the  growing  complexity  of  the 
marketplace,  the  explosive  growth  in  numbers  of  mutual  funds 
available  to  the  public  through  innovative  channels  of  distribution, 
we  recognize  the  future  of  financial  services  as  we  saw  it  and  re- 
sponded to  it.  That  recognition,  simply  stated,  was  that  two  organi- 
zations that  had  played  so  prominent  a  role  in  our  Nation's  finan- 
cial history,  Mellon  and  Dreyfus,  would  be  uniquely  positioned  to 
meet  the  public's  growing  desire  for  an  array  of  high  quality  finan- 
cial products  delivered  by  a  source  committed  to  impeccable  stand- 
ards. 

It  is  clear  to  us  and  to  our  colleagues  at  Mellon,  as  well,  to  expert 
observers  of  the  field,  that  in  the  financial  world,  significant 
change  was  in  the  air  and  it  required  innovation  and  real  leader- 
ship to  react.  But  it  was  also  clear  to  us  that  if  we  were  to  succeed, 
it  would  only  result  if  we  could  set  high  standards  for  the  industry, 
only  if  we  and  Mellon  adopted  standards  of  conduct  that  would  not 
only  satisfy  current  regulatory  requirements,  anticipate  possible  fu- 
ture requirements,  and,  of  equal  importance,  satisfy  ourselves  as 
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people  that  by  so  doing,  we  would  achieve  greater  acceptance  with 
our  customers  through  enhanced  competence  and  integrity. 

We  have  submitted  this  policy  statement,  as  well  as  other  perti- 
nent documents,  to  the  subcommittee  concerning  the  business  and 
regulatory  aspects  of  the  merger. 

Mr.  DiNGELL.  Thank  you,  Mr.  Stein.  Mr.  DiMartino  or  Mr. 
McGuinn,  do  you  have  any  comments  you'd  like  to  add? 

[No  response.] 

Mr.  DiNGELL.  Gentlemen,  the  Chair  has  got  to  adjourn  this  meet- 
ing for  30  minutes.  I  will  return  immediately  thereafter.  You  have 
my  apologies  for  this.  Before  I  do  depart,  I  want  to  thank  you  both, 
gentlemen,  for  a  very  fine  statement  and  I  will  return  in  exactly 
30  minutes.  Thank  you  very  much  for  your  courtesy.  Then  we  will 
have  the  questions  at  that  time. 

[Brief  recess.] 

Mr.  DiNGELL.  The  subcommittee  will  come  to  order. 

Mr.  Cahouet,  if  the  proposed  merger  between  Mellon  and  Drey- 
fus goes  through,  amongst  other  things  that  will  happen,  Mellon 
Bank  will  be  selling  Dreyfus  funds  out  of  Mellon  Bank's  locations. 
It  is  my  understanding  that  Mellon  recognizes  the  potential  confu- 
sion this  will  create  in  the  eyes  of  bank  consumers. 

Tell  me  what  your  plan  is  to  ensure  that  Mellon  Bank  customers 
don't  infer  that  Mellon  Bank  protection  such  as  FDIC  insurance 
will  now  cover  Dreyfus  mutual  funds. 

Mr.  Cahouet.  Mr.  Chairman,  with  your  permission,  I  would  like 
to  ask  Mr.  McGuinn,  who  is  in  charge  of  the  retail  operation,  and 
that  is  through  which  we  will  be  selling  those  funds,  if  he  would 
respond  to  that. 

Mr.  DiNGELL.  That  would  be  just  fine. 

Mr.  McGuinn. 

Mr.  McGuinn.  Yes,  sir.  Let  me  describe,  if  I  may,  exactly  how 
it  would  work  if  a  customer  came  into  one  of  our  branches  and  in- 
quired about  a  mutual  fund. 

First  of  all,  we  have  on  the  doors  to  all  of  our  branches  a  sign 
which  makes  it  perfectly  clear  that  while  we  have  investment  prod- 
ucts, these  products  are  not  FDIC  insured,  the  products  involve  in- 
vestment risk,  including  the  possible  loss  of  principal.  In  fact,  you 
can  get  back  more  or  less  than  you  originally  invested.  That  they 
are  not  guaranteed  by  Mellon  Bank  or  any  bank,  and  that  these 
products  are  not  deposits  for  bank  accounts. 

Mr.  DiNGELL.  Very  well.  Without  objection,  we  will  insert  that  in 
the  record. 

[The  information  follows:] 
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Investment  Products 

Investment  products  such  as  mutual  funds,  annuities,  stocks  and 
bonds  are  appropriate  for  many  individuals.  If  you  are  interested  in 
any  of  these  products,  we  can  help  you.  InvestNet®  Corporation - 
Mellon's  brokerage  affiliate -can  make  a  wide  variety  of  investment 
options  available  to  you. 

We  want  you  to  understand  a  few  basic  facts  about  investment 
products,  wherever  you  buy  them: 


I-UHI 


These  products 

arenotFDIC- 

insured. 

These  products 
involve  invest- 
ment risks, 
including  the 
possible  loss  of 
principal— you 
may  get  back 
more  or  less 
than  you  origi- 
nally invested. 


We  would  like  to  help  you  with  your  investment  needs.  Please  ask  us. 


These  products 
are  not  guaran- 
teed by  Mellon 
Bank  or  any 
other  bank. 

These  products 
are  not 
deposits  or 
hank  accounts. 
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Mr.  McGuiNN.  When  the  customer  would  continue  on  into  the 
branch,  he  or  she  really  has  a  choice.  If  he  or  she  went  up  to  one 
of  the  tellers  and  inquired  about  a  noninsured  investment  product, 
our  tellers  are  strictly  prohibited  from  either  making  any  sales,  of 
course,  or  even  more  importantly  rendering  any  advice,  so  they 
would  refer  that  person  over  to  our  platform  area  where  they  would 
talk  to  a  customer  service  representative.  That  customer  service 
representative,  if  the  person  knew  the  mutual  fund  that  they  want- 
ed to  buy  would  help  them  open  an  account  with  our  InvestNet 
which  is  a  broker-dealer  affiliate  of  Mellon  Bank.  By  the  way,  that 
is  registered  with  the  SEC  and  it  is  a  member  of  the  NASD.  Then 
they  could  go  ahead  and  purchase  that  mutual  fund  without  any 
advice  through  InvestNet. 

If  they  wanted  some  investment  advice,  we  have  professional  in- 
vestment consultants  who  are,  again,  licensed  and  trained  consist- 
ent with  NASD  rules,  and  they  are  also  employees  not  of  Mellon 
Bank  but  rather  of  InvestNet,  which  is  that  SEC-registered  broker- 
dealer. 

We  have  about  60  PIC's,  as  we  call  them,  and  if  a  PIC  happened 
to  be  in  the  branch,  that  would  be  terrific  and  an  appointment 
could  be  set  up.  If  not,  an  appointment  would  be  set  up  with  that 
PIC  and  the  PIC  would  meet  with  the  person  either  at  their  home 
or  office  or  in  that  or  some  other  branch  which  might  be  conven- 
ient. 

Mr.  DiNGELL.  Mr.  McGuinn,  just  to  help  us,  what  is  a  PIC? 

Mr.  McGuiNN.  I  am  sorry,  I  thought  I  said  personal  investment 
consultant  first,  excuse  me. 

Mr.  DiNGELL.  OK,  because  we  got  a  new  word  and  I  thought,  oh 
boy,  what  is  this.  Go  ahead. 

Mr.  McGuiNN.  It  is  an  affectionate  acronym  for  us.  But  these 
personal  investment  consultants,  or  PIC's,  are  trained  and  licensed 
as  part  of  the  NASD  and  employees  of  InvestNet  which  is  very  im- 
portant for  us. 

Then  when  they  met  with  the  PIC,  if  they  were  seeking  invest- 
ment advice,  the  PIC  would  go  through  a  complete  suitability  anal- 
ysis with  that  particular  customer,  talking  about  their  financial 
profile,  their  investment  needs,  their  appetite  for  risk,  and  so  forth, 
and  based  on  that  suitability  analysis  which  the  customer  would  be 
asked  to  review  and  then  sign — by  the  way,  in  that  suitability  anal- 
ysis, in  addition  to  all  the  suitability  issues,  all  the  disclosures  are, 
again,  repeated  that  I  just  mentioned,  so  the  customer  would  then 
be  asked  to  sign  both  the  suitability  analysis  as  well  as  acknowl- 
edgment of  those  disclosures.  At  that  point,  the  PIC  would  go 
ahead  and  render  the  advice. 

In  our  branches,  by  the  way,  we  also  have  this  kind  of  sign  which 
is  very  similar  to  what  you  just  saw  on  the  decal  on  the  doors  to 
all  of  our  branches,  which  also  are  at  both  the  teller  windows  as 
well  as  on  the  customer  service  representative  desks.  If  an 
InvestNet  PIC  should  meet  in  the  branch  with  one  of  these  cus- 
tomers, it  actually  would  be  designated  with  a  sign  that  says 
"InvestNet"  and  include  these  disclosures  as  well. 

So  any  customer,  to  summarize,  who  really  comes  into  our 
branches  and  seeks  to  buy  a  mutual  fund  will  probably  encounter, 
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either  orally  or  in  writing,  three  to  five  times,  this  complete  pano- 
ply of  disclosures. 

Mr.  DiNGELL.  Now,  Mr.  Stein — the  Chair  is  going  to  withhold. 

Does  someone  from  the  committee  have  questions? 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman,  and  I  appreciate  the 
gentleman  being  here  today.  I  know  you  had  a  long  wait.  We  had 
some  important  things  to  get  out  of  the  way  first,  as  you  well 
knew.  I  also  am  pleased  that  you  are  supporting  3447.  For  the 
chairman's  benefit,  I  am  cosponsoring  this  particular  bill  today  my- 
self because  I  think  it  is  a  necessary  guarantee  and  guard  that  we 
have  to  have  in  light  of  the  Keating,  American  Continental  situa- 
tion. 

Mr.  DiNGELL.  By  the  way,  would  the  gentleman  yield? 

Mr.  SCHAEFER.  Yes. 

Mr.  DiNGELL.  The  Chair  would  like  to  thank  the  gentleman  for 
those  comments. 

Mr.  SCHAEFER.  I  am  pleased  to  do  it,  sir. 

All  right.  Now  I  am  understanding  that  you  are  willing  then  to 
embrace  the  safeguards  that  are  outlined  in  3447.  As  I  understand 
from  your  comments,  Mr.  McGuinn,  and  Mr.  Cahouet  said  in  his 
testimony  that  the  Dreyfus  name  is  the  one  that  is  going  to  be 
used,  and  it  is  not  going  to  be  Mellon  and  Dreyfus,  it  is  Dre3^us 
on  the  mutual  funds,  et  cetera.  Am  I  correct? 

Mr.  Cahouet.  Mr.  Congressman,  you  are  correct  in  regard  to  the 
Dreyfus  mutual  funds.  We  also  have  a  family  of  funds  called  the 
Laurel  Funds,  and  we  will  continue  to  use  the  Laurel  Fund.  But 
in  regard  to  the  Dre5rfus  fund,  you  will  not  see  Mellon  Bank's  name 
attached  to  the  Dreyfus  fund.  You  will  not  see  Mellon's  logo  at- 
tached to  the  Dreyfus  fund.  The  Dreyfus  funds  will  be  marketed 
completely  separately,  and  that  will  be  the  way  it  will  be  done. 

Mr.  SCHAEFER.  Yes.  Of  course,  that  was  one  of  the  big  problems 
we  had  with  Keating  and  the  other  two  organizations. 

The  same  is  true  then,  as  I  understand,  Mr.  McGuinn,  with  the 
logos? 

Mr.  McGuinn.  Yes,  sir.  But  I  should 

Mr.  SCHAEFER.  There  is  a  difference  between  a  Mellon  logo  and 
a  Dreyfus  logo? 

Mr.  McGuinn.  Yes,  sir,  there  is.  But  I  should  explain  when,  as 
Mr.  Cahouet  mentioned,  that  we  sell  a  variety  of  mutual  funds  now 
through  the  PIC's  as  I  was  described. 

Mr.  SCHAEFER.  Yes,  sir.  I  understand. 

Mr.  McGuinn.  But  even  before  we  had  discussions  with  Dreyfus, 
one  of  the  funds  that  we  sell  is  a  Dreyfus  fund  with  a  number  of 
other  funds,  not  only  our  Laurel  and  Boston  Company  funds,  and 
it  is  the  Dreyfus  funds  that  would  be  sold  separately  by  Dreyfus 
that  was  referred  to. 

Mr.  SCHAEFER.  What  about  the  disclosures  that  inform  the  cus- 
tomers that  the  funds,  mutual  funds,  sold  by  the  bank  are  not 
FDIC  insured,  what  procedures  are  you  going  to  be  adopting  to 
show  adequate  disclosures  that  these  are  not  FDIC  insured? 

Anyone  who  would  like  to  answer? 

Mr.  McGuinn.  If  these  mutual  funds  are  being  sold  through  our 
PIC's  because  people  want  investment  advice  and  the  meetings  are 
taking  place  in  the  branches,  it  would  be  the  whole  series  of  disclo- 
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sures  I  mentioned  before,  from  the  door  to  the  teller  to  the  cus- 
tomer service  representative  area  to  the  written  forms  which  are 
reviewed  with  the  customer  and  actually  acknowledged  in  writing. 
If  people  come  into  our  InvestNet  subsidiary  or  order  by  the 
phone,  there  is  no  investment  advice  given,  but  the  acknowledge- 
ments that  they  receive  indicate  that  none  of  these  investment 
products  are  either  FDIC  insured  or  those  series  of  disclosures 
which  I  mentioned  before. 

Mr.  Cahouet.  If  I  could  add.  Congressman,  we  currently  are  sell- 
ing through  the  branches  where  we  are  providing  investment  ad- 
vice, we  are  currently  selling  today  30  different  funds.  It  happens 
that  one  of  the  funds  today  is  a  Dreyfus  fund,  but  we  have  a  full 
range  of  funds  in  order  to  accommodate  the  various  needs  of  our 
customer. 

Mr.  SCHAEFER.  I  fully  understand  that.  I  know  that  it  is  not  just 
Dreyfus.  Tell  me  about  suitability  standards,  how  are  you  going  to 
assure  that  the  bank  personnel  recommend  a  suitable  investment? 

Mr.  McGuiNN.  We  have,  first  of  all,  training  for  all  of  our  PIC's, 
if  I  may  continue  to  refer  to  them  that  way,  and  remember  that, 
again,  these  are  licensed  under  the  NASD  rules.  We  prefer  that 
they  all  have  a  Series  7  license,  some  have  a  Series  6.  But  in  order 
for  anybody  to  be  a  PIC,  they  must  be  licensed.  Again,  remember 
they  are  employees  of  InvestNet,  which  is  an  SEC  registered  com- 
pany. 

We  have,  in  addition  to  all  that  licensing  and  training  proce- 
dures, an  actual  client  profile  and  asset  allocation  worksheet  which 
is  printed,  and  then  we  ask  that  our  PIC's  work  through  with  the 
clients,  both  in  order  to  get  the  information  from  them  and  also  to 
make  sure  that  they  give  the  necessary  disclosures  to  them,  and 
then  to  have  the  customer  acknowledge  those  in  writing. 

By  the  way,  we  follow-up  on  many  of  these,  too.  I  mean,  all  of 
these  suitability  analyses  are  checked  by  principals  of  InvestNet. 
We  follow-up  with  customer  interviews  to  make  sure  that  they  did 
receive  the  various  disclosures  and  understood  them,  importantly, 
and  we  do  a  number  of  customer  surveys  and  even  mystery  shop- 
ping, so  that  this  really  is  a  full-cycle  process. 

Mr.  SCHAEFER.  Is  there  any  chance — I  know  it  is  probably  a  hy- 
pothetical— that  a  licensed  investment  counselor,  seller,  would 
somewhere  along  the  line  be  a  teller? 

Mr.  McGuiNN.  No,  sir.  I  mean  maybe  in  the  past  history. 

Mr.  SCHAEFER.  I  know  the  money  is  not  there,  I  understand  that. 
That  is  a  big  difference. 

Mr.  McGuiNN.  No,  an  InvestNet  licensed  PIC  could  not  also  be 
a  teller.  In  fact,  our  tellers  are  strictly  prohibited  from  rendering 
any  investment  advice  or  selling  any  mutual  funds  or  other  securi- 
ties. 

Mr.  Cahouet.  You  might  mention  the  compensation  arrange- 
ment, too. 

Mr.  SCHAEFER.  Yes,  I  was  going  to  get  to  that  anyway. 

Mr.  McGUESTN.  Well,  our  PIC's  are  compensated  both  with  a  base 
salary  as  well  as  a  compensation  which  is  less  than  the  base  sal- 
ary, and  the  commission  compensation  is  less  than  the  base  salary 
and  is  also  capped. 
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Mr.  SCHAEFER.  Have  you  ever  had  any — well,  you  wouldn't  have 
had.  We  try  to  keep  thinking  of  all  these  things  that  are  going  to 
put  a  stop  to  any  collusion  in  the  past,  but  what  about  the  possibil- 
ity of  a  teller  working  with  one  of  your  PIC's  out  there  and  getting 
reverse  compensation  for  sending  somebody  over  there,  any  chance 
of  something  like  that  happening?  I  don't  know  how  we  could  stop 
it. 

Mr.  McGuiNN.  Well,  we  certainly  in  our  training  and  in  all  of  our 
procedures  seek  to  prevent  that,  and  I  can  assure  you,  though,  that 
our  tellers  who  may  refer,  as  I  pointed  out  before,  customers  over 
to  a  customer  service  representative  who  could  set  up  an  appoint- 
ment with  a  PIC,  but  our  tellers  are  not  in  any  way  compensated 
for  sales  of  mutual  funds. 

Mr.  SCHAEFER.  But  there  are  cases  probably  where  a  former  tell- 
er could  become  a  licensed  PIC? 

Mr.  McGuiNN.  Yes,  sir,  if  they  go  through  the  training  and  then 
receive  the  license. 

Mr.  SCHAEFER.  Mr.  Chairman,  I  will  yield  back  for  right  now  and 
see  what  I  have  else  for  questions. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman, 

Mr.  Stein,  you  will  recall  the  questioning  of  Mr.  Cahouet.  In  ad- 
dition to  the  sales  in  the  bank  lobby,  Dreyfus  will  be,  of  course, 
continuing  to  sell  mutual  funds  through  cold  calls  over  the  phone, 
advertisement,  brochures,  and  so  forth.  What  disclosures  will  be  in- 
corporated into  these  marketing  techniques  to  ensure  that  potential 
purchasers  of  Dreyfus  mutual  funds  won't  infer  Mellon  Bank  pro- 
tections because  either  they  are,  one,  independently  knowing  that 
Dreyfus  is  now  part  of  Mellon  Bank  or,  two,  because  your  sales/ 
purchase  persons  in  some  way  might  have  unfortunately  made  the 
Mellon-Dreyfus  link? 

Mr.  Stein.  Mr.  Chairman,  would  it  be  all  right  to  have  Mr. 
DiMartino  address  that  question? 

Mr.  DiMartino.  Mr.  Chairman,  in  the  statement  of  policy  that 
was  released  or  submitted  to  the  committee,  there  was  an  outline 
of  the  selling  mechanism  that  would  take  place  within  the  banking 
system  and  the  banking  premises. 

With  respect  to  the  selling  mechanism  that  Dreyfus  has,  because 
of  its  own  brand  name,  we  feel  that  the  NASD  and  the  SEC  pres- 
ently cover  our  selling  mechanisms,  and  if  there  were  any  concerns 
about  that  that  would  come  from  any  of  the  regulators,  we  would 
address  those  concerns  when  they  would  come  from  the  regulators. 

Mr.  DiNGELL.  Thank  you. 

Mr.  Stein,  let's  assume  one  of  my  constituents  in  Michigan,  again 
dear  old  Widow  Goodbody  has  watched  CNN  or  read  the  Wall 
Street  Journal,  now  if  and  when  the  deal  here  that  we  are  discuss- 
ing goes  through,  the  Widow  Groodbody  will  know  that  Drej^us  mu- 
tual funds  are  now  a  subsidiary  of  the  Mellon  Bank.  Based  on  the 
information  we  heard  yesterday,  when  people  make  the  connection 
between  a  bank  and  a  mutual  fund  company,  they  tend  to  believe 
that  the  protections  of  the  bank  extend  to  mutual  funds. 

Now,  on  whom  is  the  burden  in  the  time  subsequent  to  the  Mel- 
lon-Drej^us  merger  to  warn  any  and  all  potential  customers 
through  advertisements,  brochures,  or  other  solicitations  that  Drey- 
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fus  mutual  funds  are  no  way  more  secure  because  of  the  bank 
merger  with  Mellon? 

Mr.  Stein.  Well,  in  the  case  of  the  Widow,  I  think  we  are  waiting 
for  the  comments  by  the  regulatory  group,  and  we  are  willing  to 
work  with  them,  obviously,  in  terms  of  what  is  best  to  remove  any 
of  the  confusions,  and  wee  have  worked  always  with  the  SEC  on 
various  issues.  As  soon  as  those  comments  become  available  from 
the  regulatory  bodies,  we  will  begin  to  work  out  how  it  is  handled 
on  our  side. 

Mr.  DiNGELL.  Now,  Mr.  Stein,  Mellon  and  Dreyfus  have  both 
made  a  number  of  voluntary  commitments  in  the  submissions 
which  vou  have  made  to  the  OCC.  They,  by  the  way,  do  you  a  great 
deal  of  credit.  Is  it  your  intention  to  abide  by  all  of  these  commit- 
ments? 

Mr.  Stein.  Yes,  we  will. 

Mr.  Dingell.  I  assume  you  join  in  that  feeling,  Mr.  Cahouet? 

Mr.  Cahouet.  Absolutely. 

Mr.  Dingell.  Now,  Mr.  Stein,  will  any  cross  marketing  take 
place  between  Dreyfus  and  Mellon  Bank?  For  example,  will  individ- 
uals making  solicitation  on  behalf  of  Dreyfus  mutual  funds  have 
access  to  the  bank  records  of  Mellon  clients? 

Mr.  Stein.  No,  that  is  not  the  way  in  which  it  will  work.  If  the 
banks,  for  example,  have  mortgages  that  they  can  make  available 
to  our  constituency — we  have  our  own  little  mortgage  operation 
now,  but  we  can  handle  it  on  a  large  scale,  but  we  will  be  bringing 
the  mortgage  possibilities  to  our  customers  and  mail  out  and  let 
them  know  that  we  have  them  available.  Through  that  process, 
which  is  operated  on  the  phone,  we  think  we  will  be  able  to  deliver 
a  very  effective  and  good  mortgage. 

Mr.  Dingell.  In  other  words,  you  would  let  them  know  that  you 
have  those  funds  available,  but  you  would  not  have  them  made 
available  to  you  for  solicitation  nor  would  the  solicitation  take 
place,  for  example,  in  the  bank  lobby  or  in  some  fashion  like  that; 
is  that  what  you  are  telling  me? 

Mr.  Stein.  That's  right. 

Mr.  Dingell.  Now,  will  salespersons  be  giving  individuals  slips 
so  that  they  can  solicit  mutual  fund  business? 

Mr.  Stein.  No,  we  do  not  plan  on  that. 

Mr.  Dingell.  Now,  Mr.  Cahouet,  back  to  the  consumer  protec- 
tion within  the  Mellon  Bank  lobby,  the  subcommittee  received  tes- 
timony yesterday  that  confusion  in  bank  lobbies  is  rampant  regard- 
ing whether  mutual  funds  are  afforded  protection  of  FDIC  insur- 
ance and  also  to  the  extent  SIPC  protects  them  from  losses.  With 
the  program  that  you  will  be  proposing,  how  low  do  you  think  your 
rate  of  confusion  will  be? 

Mr.  Cahouet.  Well,  Mr.  Chairman,  we  hope  it  gets  down  to  zero, 
and  we  will  drive  in  that  direction.  Our  effort,  and  I  think  that  you 
can  certainly  see  it  from  our  opening  statements,  is  to  do  the  best 
possible  job  that  we  can  for  our  customers,  and  our  objective  will 
be  to  drive  it  to  zero. 

Mr.  Dingell.  Mr.  Stein,  in  your  statement,  you  said,  and  I  quote 
now,  "Mellon-Dreyfus  would  be  uniquely  positioned  to  meet  the 
public's  growing  desire  for  an  array  of  high  quality  financial  prod- 
ucts delivered  by  a  source  committed  to  impeccable  standards." 
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Mr.  Cahouet,  what  I  am  trying  to  understand  here  is  exactly 
what  those  standards  are.  After  the  efforts  that  you  have  described 
today,  do  you  find  that  1  in  10  of  the  customers  to  whom  your  em- 
ployees have  sold  mutual  funds  through  the  bank  failed  to  under- 
stand, one,  the  fees  associated  with  these  funds;  two,  the  risk  asso- 
ciated with  their  principal;  three,  that  FDIC  insurance  wouldn't 
apply;  or,  four,  that  SIPC  provides  a  totally  different  kind  of  protec- 
tion than  FDIC  insurance?  How  does  that  relate  to  your  commit- 
ment to  impeccable  standards  in  your  testimony,  and  what  would 
you  do  with  regard  to  the  sale  of  mutual  funds  through  the  bank 
if  you  found  that  you  had  a  high  confusion  level  on  these  points? 

Mr.  Cahouet.  Well,  Mr.  Chairman,  if  I  understand  the  question 
correctly,  if  10  percent  of  the  people  that  buy  mutual  funds  through 
our  organization  are  confused,  we  would  not  be  satisfied  in  any 
sense.  We  would  try  and  find  out  why  they  are  confused,  and  it 
might  be  a  system  problem  and  we  would  try  to  get  at  it  and  solve 
it. 

Mr.  DiNGELL.  Mr.  Cahouet,  the  constant  theme  we  heard  yester- 
day from  the  prosecutors  in  the  Lincoln  case,  and  from  consumer 
protection  groups  was  that  customers  of  the  bank,  such  as  your 
customers  at  Mellon  Bank,  have  established  a  relationship  and  a 
trust  over  the  years  with  the  bank.  Moreover,  disclaimers, 
prospectuses  and  the  signing  of  statements  saying  they  understand 
the  mechanics  of  the  transaction  are  far  less  significant  and,  in- 
deed, have  often  been  found  to  be  meaningless  when  compared  to 
the  conversation  they  have  with  tellers  and  marketing  people. 

Now,  what  kind  of  a  system  would  you  and  Mr.  Stein  put  in 
place  so  that  you  can  independently  assess  and  evaluate  the  day- 
to-day  sales  pitches  that  your  employees  are  giving  to  the  cus- 
tomer? 

Mr.  Cahouet.  If  I  understand  Lincoln,  and  you  are  talking  about 
the  Charles  Keating  situation  in  the  savings  and  loan  situation,  if 
I  understand  that  correctly,  of  course,  that  was  selling  securities  of 
the  company,  themselves,  whether  debt  securities  or  equity  securi- 
ties and,  of  course,  we  can't  sell  that  at  the  branch  level  because 
we  can't  distribute  our  own  securities. 

But  how  would  we  assess  how  effectively  we  are  being,  we  would 
probably  do  it  in  forms  of  mystery  shopping.  We  would  certainly  do 
it  in  going  back  and  asking  a  representative  number  of  customers 
whether  they  were  confused  or  whether  they  weren't  confused.  It 
is  in  our  own  best  interest  to  make  sure  that  we  do  an  excellent 
job  for  our  customers. 

Mr.  Dingell.  I  gather  that  you  are  describing  a  phenomenon  of 
using  somebody  kind  of  like  a  tester  or  a  comparison  shopper,  or 
something  like  that? 

Mr.  Cahouet.  Mr.  Chairman,  one  way  or  the  other,  yes. 

Mr.  Dingell.  Now  I  gather  from  what  you  are  telling  me  that 
the  kind  of  survey  data  that  we  heard  yesterday  about  retired  and 
elderly  receiving  a  disproportionate  number  of  advances  from  their 
banks  regarding  investment  strategies  and  mutual  funds  are  not 
going  to  be  something  that  is  going  to  be  tolerated  by  you  as  this 
process  goes  forward? 

Mr.  Cahouet.  You  are  correct,  Mr.  Chairman. 
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Mr.  DiNGELL.  Mr.  Cahouet,  yesterday  we  saw  that  many  banks 
that  currently  engage  in  the  sale  of  mutual  funds  tout  the  benefits 
of  mutual  funds  in  big,  bold  print.  They  tend  to  put  the  disclaimers 
regarding  FDIC  insurance  in  footprints,  or  in  tiny  print.  I  assume 
that  that  will  not  be  a  practice  in  which  you  will  engage? 

Mr.  Cahouet.  That  is  correct,  and  that  is  one  of  the  reasons  that 
we  have  decided  to  be  so  prominent  in  putting  signs  on  our  doors, 
both  going  into  the  branches  and  coming  out  of  the  branches. 

Mr.  DiNGELL.  Now  what  about  where  the  funds  are  sold,  I  as- 
sume you  will  have  similar  disclaimers  where  the  funds  are  sold? 
Mr.  McGuiNN.  Yes,  sir,  that  is  what  I  mentioned  before.  This 
sign  that  sits  here  sits  both  where  the  tellers  are  and  over  on  all 
the  desks  where  the  customer  service  representatives  are.  In  addi- 
tion, we  have  all  of  these  oral  and  written  disclosures  I  talked 
about  before. 

Mr.  DiNGELL.  I  assume  they  will  be  of  the  size  and  character  that 
will  be  readable  and  understandable? 

Mr.  McGuiNN.  Yes,  sir.  We  believe  they  are.  But,  as  Mr.  Cahouet 
said  before,  if  for  any  reason  we  find  out  when  we  are  testing  that 
our  customers  don't  understand,  we  will  seek  to  clarify  them.  But 
I  think  it  is  important  to  recognize,  too,  we  even  have  a  form  that 
is  described  as  a  customer  disclosure  form,  and  it  is  very  separate 
and  all  of  these  disclosures  are  spelled  out  where  the  customer 
signs. 
Mr.  DiNGELL.  Would  you  submit  that  for  the  record  to  us,  please? 
Mr.  McGuiNN.  Yes,  sir,  I  would  be  happy  to. 
Mr.  DiNGELL.  Now,  in  addition,  one  of  the  curious  practices  we 
observe  is  that  the  sellers,  banks  and  mutual  funds,  disclaim  FDIC 
insurance  but  they  also  tout  SIPC  insurance.  That  seems  to  be 
kind  of  a  questionable  practice  to  me.  What  are  your  feelings  about 
it? 

Mr.  McGuiNN.  We  have  worried,  sir,  about  the  difference  be- 
tween FDIC  insurance  and  the  SIPC  membership  description,  and 
where  we  are  required  to  note  that  we  are  a  member  of  SIPC,  we 
do  that,  but  we  are  just  now  in  the  process  of  eliminating  the  SIPC 
reference  on  all  of  our  various  documents  just  in  order  to  avoid  that 
confusion  as  you  have  pointed  out. 

Mr.  DiNGELL.  I  assume  that  you  will  make  plain  what,  in  fact, 
SIPC  does  for  them  in  terms  of  the  protections  that  it  affords? 

Mr.  McGuiNN.  Yes,  sir.  In  any  case,  where  we  do  use  it,  which 
we  intend  to  be  limited,  we  will  explain  the  difference  between  that 
and  FDIC  insurance. 

Mr.  DiNGELL.  We  heard  another  complaint  related  to  the  devel- 
opment of  prospectuses  where  by  lay-readers  could  not  understand 
even  the  most  basic  aspects  of  the  fund.  I  assume  that  that  is  a 
practice  that  you  would  eschew  and,  quite  frankly,  would  probably 
be  critical  of;  am  I  correct? 

Mr.  McGuiNN.  Yes,  sir.  We  think  by  having  these  trained  and  li- 
censed PIC's  and,  again,  following  up  to  make  sure  that  the  suit- 
ability analyses  are  being  used  and  understood,  and  the  various 
disclosures  are  as  well,  that  in  fact  we  will  be  able  to  accomplish 
having  our  customers  informed  and  knowledgeable. 
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Mr.  DiNGELL.  I  gather  you  are  telling  me  it  should  be  done  in 
language  that  would  not  require  the  understanding  of  a  Philadel- 
phia lawyer? 

Mr.  McGuiNN.  Yes,  sir.  We  believe  that  all  our  customers  will  be 
able  to  understand  it. 

Mr.  DiNGELL.  Mr.  Cahouet,  what  kinds  of  things  can  be  done 
here  to  ensure  that  prospectuses  are  basically  user-friendly  to  the 
average  investor  who  is  not  always  very  sophisticated  and  doesn't 
have  a  great  appreciation  of  language  or  of  financial  or  banking  or 
investment  banking  terms. 

Mr.  Cahouet.  That  is  always  a  problem  because  you  have  to  con- 
form with  the  SEC  requirements. 

But  maybe,  Howard,  you  or  Joe? 

Mr.  DiMartino.  Mr.  Chairman,  the  prospectus  disclosure  re- 
quirements, as  you  know,  are  the  SEC  requirements.  What  we  try 
to  do  in  our  material  is  accompany  that  with  literature  which  is  ap- 
proved by  the  NASD  in  the  form  of  question  and  answer  brochures 
and  in  the  form  of  a  guide,  in  effect,  to  the  fund,  to  the  types  of 
investments  in  the  fund,  and  the  privileges  that  are  available  in 
the  prospectus  that  accompanies  that. 

Mr.  DiNGELL.  Would  you  submit  us  samples  on  that  for  the 
record,  please? 

Mr.  DiMartino.  I  would  be  happy  to,  Mr.  Chairman.  [See  re- 
sponse on  p.  839.  The  brochures  referred  to  may  be  found  in  sub- 
committee files.] 

Mr.  DiNGELL.  Now,  Mr.  Cahouet,  you  have  made  a  remarkable 
presentation  to  this  committee  with  regard  to  the  intention  of  Mel- 
lon and  Dreyfus  when  the  merger  is  consummated,  and  you  have 
indicated  that  these  would  remain  in  place  for  2  years.  Is  there  a 
reason  why  you  have  put  that  2  year  limit  on  it? 

Mr.  Cahouet.  Not  particularly,  Mr.  Chairman. 

Mr.  DiNGELL.  As  a  reader  of  fine  print,  when  I  see  something  like 
"2  years"  I  wonder  does  this  mean  that  this  is  all  good  for  2  years, 
at  the  end  of  that  my  warranty  expires? 

Mr.  Cahouet.  No.  I  think  that — no,  that  is  not  the  case  at  all. 

Mr.  DiNGELL.  I  shouldn't  set  my  calendar  then  for  2  years  hence 
and  figure  that  we  are  going  to  have  another  hearing? 

Mr.  Cahouet.  I  understand  the  question  but,  for  example,  in  re- 
gard to  Dreyfus,  with  the  combination  with  Dreyfus,  Mellon  will 
have  roughly  $220  billion  under  management.  We  currently  have 
about  $120  billion,  $130  billion  right  now.  Of  that,  about  $190  bil- 
lion of  it  will  be  in  subsidiaries  that  are  regulated  by  the  SEC,  and 
we  certainly  would  make  the  commitment  to  you  that  as  long  as 
the  SEC  is  regulating  mutual  funds,  the  mutual  fund  industry,  we 
would  certainly  commit  that  Dreyfus  will  be  under  SEC  regulation. 

Mr.  DiNGELL.  Now  let  me  ask  this  question,  you  have  made  all 
of  these  commitments,  and  I  have  confess  myself  very  much  im- 
pressed by  that,  and  I  mean  that  honestly,  gentlemen,  do  you  re- 
gard these  commitments  as  being  hurtful  in  the  conduct  of  your 
banking  business,  Mr.  Cahouet,  or  you,  Mr.  Stein,  in  connection 
with  the  mutual  fund  business? 

Mr.  Cahouet.  The  answer  is  no.  Currently,  at  Mellon,  we  have 
the  bulk  of  our  money  that  we  manage  is  managed  in  subsidiaries 
that  are  under  regulation  by  the  SEC.  But  more  importantly,  what 
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is  most  important  to  us  is  that  we  conduct  our  business  affairs  in 
a  very  proper  way  because  that  is  good  business.  Pure  and  simple, 
it  is  good  business,  it  is  good  for  the  customer  but  it  is  also  good 
for  our  shareholders. 

Mr.  DiNGELL.  As  a  matter  of  fact,  what  you  are  saying  really  is 
what  I  have  had  occasion  to  say  many  times  and  that  is,  people 
think  that  the  securities  industry  runs  on  money,  it  doesn't,  it  runs 
on  confidence,  and  if  the  people  have  confidence  it  makes  lots  of 
money  for  everybody. 

I  gather  that  your  view  is  that  your  commitments  on  these  mat- 
ters are  matters  with  which  a  responsible  bank  or  a  responsible 
mutual  fund,  or  responsible  broker-dealer  could  comfortably  live;  is 
that  right? 

Mr.  Cahouet.  Yes.  I  mean,  that  is  the  way  we  run  the  whole 
bank,  the  whole  organization. 

Mr.  DiNGELL.  If  the  Comptroller  were  to  impose  these  standards 
on  you,  I  gather  that  you  would  not  then  object,  as  a  condition  for 
the  application? 

Mr.  Cahouet.  That's  correct. 

Mr.  DiNGELL.  Now  would  it  be  fair  to  say  that  nobody  else  ought 
to  have  a  complaint  if  the  Comptroller  imposed  similar  standards 
on  them? 

Mr.  Cahouet.  Well,  Mr.  Chairman,  I  don't  want  to  speak  on  be- 
half of  other  people.  I  can  feel  quite  comfortable  speaking  on  behalf 
of  our  organization. 

Mr.  DiNGELL.  Well,  you  are  a  responsible  organization.  I  would 
assume  that  if  one  responsible  organization  can  accept  these  stand- 
ards, every  other  responsible  organization  can  accept  them.  Now, 
is  that  an  unfair  inference  on  my  part? 

Mr.  Cahouet.  Mr.  Chairman,  I  would  say  that  that  is  fairly  con- 
sistent deductive  reasoning. 

Mr.  DiNGELL.  I  guess,  having  said  that,  that  unethical  and  ras- 
cally practitioners  might  have  some  difficulty  with  serving  the  pub- 
lic interest  if  they  didn't  have  these  kinds  of  standards  to  confront, 
either  internally  or  because  of  the  rules  and  regulations  of  the 
Comptroller  of  the  Currency  or  perhaps,  if  this  committee  succeeds, 
the  SEC.  Is  that  a  fair  observation? 

Mr.  Cahouet.  We  certainly  hear  you,  Mr.  Chairman. 

Mr.  DiNGELL.  Very  well. 

The  Chair  is  going  to  recognize  the  gentlewoman  from  Penn- 
sylvania. 

Ms.  Margolies-Mezvinsky.  Thank  you,  Mr.  Chairman. 

I  would  like  to  enter  an  opening  statement  into  the  record,  if 
there  is  no  objection. 

Mr.  DiNGELL.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Ms.  Margolies-Mezvinsky  follows:] 

Opening  Statement  of  Hon.  Marjorie  Margolies-Mezvinsky 

Thank  you,  Mr.  Chairman  for  holding  these  important  hearings.  I  am  eager  to 
hear  the  testimony  today  from  Comptroller  of  the  Currency  Ludwig  as  well  as  from 
the  CEO's  of  Mellon  Bank  Corporation  and  the  Dreyfus  Corporation.  Yesterday's  im- 
portant and  expert  testimony  from  the  three  distinguished  panels  brought  to  light 
key  concerns  relating  to  this  proposed  merger.  I  look  forward  to  further  exploring 
these  issues  with  our  witnesses  today. 

Specifically,  I  want  to  learn  in  greater  detail  how  the  architects  of  this  proposed 
merger  intend  to  protect  the  consumer  and  safeguard  consumer  interests. 
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I  am  pleased  to  insert  into  the  record  a  recent  article  in  the  Wall  Street  Journal 
which  highlights  an  innovative  program  that  Mellon  Bank  launched  to  expend  mort- 
gage lending  in  the  inner  city.  Mellon  has  launched  programs  in  the  past  to  improve 
conditions  for  their  customers. 

Now  Mellon  Bank  Corporation  faces  another  great  challenge:  to  continue  protect- 
ing and  satisfying  the  consumer  in  the  face  of  cnanges  to  the  banking  environment 
a  merger  like  this  one  would  create. 
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Reaching  Out 

Under  Strong  Pressure, 
Banks  Expand  Loans 
For  Inner-City  Homes 

Mellon  Seeks  Out  Borrowers 
In  Philadelphia  Program; 
Groups  Teach  Budgeting 

It's  'Everything  I  Wanted" 


By  Kenneth  H.  Bacon 

SCO//  Reporier  0/  The  Wau.  Street  J 

PHILADELPHIA  -  When  Rubble  ant 
set  out  to  buy  her  first  home,  she  had  three 
strikes  agaiiut  her  -  a  blemished  credit 
record,  low  savings  and  the  prospect  that 
she  could  tind  an  aJtordable  house  only  in 
an  inner-city  neighborhood  where  banks 
have  long  been  reluctant  to  lend. 

But  after  completing  a  financial-coun- 
seling program  vrith  a  community  group, 
Ms.  Clark  repaired  her  credit  record  and 
in  1991  qualified  for  a  mortgage  troni 
Mellon  PSFS.  the  Philadelphia  unit  of 
Mellon  Bank  Corp.  The  43year-old  office 
worker  borrowed  95%  of  the  cost  of  her 
$36,000  row  house,  where  she  lives  with  her 
(oster-daughter  and  nephew. 

Her  loan  is  part  of  a  quiet  revolution  at 
American  banks,  which  are  rewriting  their 
lending  rules  to  make  it  easier  for  minori- 
ties and  lower  income  people  to  borrow. 
The  banks  are  being  shamed  into  action  by 
community  groups  and  threatened  by  fed- 
eral regulators  policing  fair-lending  laws. 
Hlgh-Prtonty  Issue 

The  ainton  administration  has  placed 
a  high  priority  on  the  issue.  Just  last  week, 
the  Treasury  Departments  Office  of  Thrift 
Supervision  rejected  applications  from 
tour  thrifts  in  New  Jersey  and  Ohio  to  trade 
in  their  federal  charters  for  sute  licenses. 
The  agency  ruled  that  they  hadn't  met  the 
provisions  of  the  19n  Community  Rein- 
vestment Act.  which  requires  banks  and 
savings  and  loans  to  lend  In  all  ar«as  In 
which  they  take  deposits. 


Increasingly,  banks  such  as  Mellon  are 
working  with  the  Association  of  Commu- 
nity Organizations  for  Reform  Now, 
churches  and  other  community  groups  to 
reach  out  to  new  borrowers.  It  was  alter 
attending  a  church  meeting  on  how  to  buy 
a  house  that  Ms.  Clark  decided  to  apply  for 
a  loan.  Despite  her  dream  of  home  owner- 
ship, she  had  never  sought  a  mortgage 
from  bankers  because  "there  was  nothing 
that  made  roe  think  they  would  have  given 
me  one." 

Now,  her  house  in  a  North  Philadelphia 
neighborhood  called  Nicetown  "has  every- 
thing 1  wanted  -  hardwood  floors  and  an 
enclosed  front  porch."  she  says.  And  It  has 
one  advantage  she  didn't  expect:  Her 
monthly  mortgage  payment,  including 
taxes  and  Insurance,  totals  $319,  compared 
with  the  $425  a  month  she  had  paid  to  rent  a 
one-bedroom  suburt)an  apartment 
Financial  System  dunging 

Slowly.  It  seems,  the  U.S.  financial 
system  is  changing.  Mellon  Bank  seeks  out 
applicants  from  inner-dty  neighborhoods 
and  has  more  than  doubled  Its  loans  to  low- 
and  moderatelDcome  people.  A  decade 
ago.  Acorn  says.  It  wrapped  a  MeUoo 
office  in  red  tape  in  protest  of  alleged  red 
lining;  now  Acorn  and  the  bank  wort 
side  by  side.  Fleet  Financial  Group  Inc. 
alter  years  of  pressure,  has  Juit  an- 
nounced a  program  to  boost  lending  to  such 
home  buyers  and  to  minority-owned  busi- 
nesses. NaUonsBank  Corp.  and  Chemical 
Banking  Corp.  already  have  launched  sim- 
ilar programs. 

The  banks  are  learning  that  they  can 
make  a  profit  on  such  lending  and  develop 
new  customers  as  well  through  counseling 
and  other  programs.  "We  believe  It's  the 
right  way  to  get  at  this  issue  of  neighbor- 
hood investment."  says  Paul  Beldeman. 
president  of  Mellon  PSFS.  Mellon  has 
similar  programs  tluoughout  Its  business 
area  in  Pennsylvania.  Maryland.  Dela- 
ware and  Boston.  Mass..  but  the  Philadel- 
phia program  is  the  roost  aggressive. 
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The  outreach  efforts  follow  three  yean 
of  damning  studies  by  the  Federal  Reserve 
Board  that  were  based  on  radallending 
data  collected  under  the  Home  Mortgage 
Disclosure  Act  The  figures  showed  that 
blacks  were  more  than  twice  as  likely  to  be 
turned  down  for  mortgages  as  whites  with 
similar  incomes. 

Bankers  initially  criticized  the  reports 
as  misleading  because  they  focused  on  the 
race,  rather  than  the  credit  risk  -  as  mea- 
sured by  other  loans  outstanding.  Income 
stability  and  savings  -  of  mortgage  appli- 
cants. But  the  reports  gave  new  evidence 
of  discriminatory  lending  patterns  to  com- 
munity groups  and  galvanized  regulators 
and  the  Justice  Department  to  act 

In  response,  lenders,  while  denying 
conscious  disolmination,  are  dianglng 
their  practices.  "The  era  of  finger-pointing 
has  long  passed.  "  says  Stephen  Ashley, 
president  of  the  Mortgage  Bankers  Associ- 
ation. "We  must  address  discrimination 
head-on.  We  must  increase  our  outreach 
and  marketing  efforts  to  communities. " 
Mellon's  Prognm 

Ms.  Qart  owes  her  mortgage  to  a 
cooperative  effort  by  PhlladelplUa  banks 
and  community  groups  to  help  minorities 
and  kjw-  and  moderate-income  people  buy 
houses.  Mellon  PSFS.  which  made  Ms. 
Clark's  loan,  extended  573  loans  to  low-  and 
moderate-income  borrowers  under  its 
Neighborhood  Banking  Program  last  year, 
up  from  223  such  mortgages  in  1990.  The 
Mellon  unit,  which  operates  only  in  the 
Philadelphia  area,  says  55%  of  these  kians 
went  to  minority  borrowers  last  year 

Overall  progress  is  slow,  however.  De- 
spite efforts  to  expand  minority  lend- 
ing, the  Fed  numbers  show  that  in  1992.  the 
Please  7Vm  <o  Page  AlO,  Coturm  t 
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Banks  Lend  More  in  Inner  Cities 
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lasl  year  tor  which  federal  Tigures  are 
avaUable.  blacks  were  rejected  twice  as 
often  as  whiles  lor  loans.  But  the  rejection 
rates  don't  reflect  an  Increase  in  credit 
because  such  rates  measure  only  denials 
as  share  of  total  applicants:  the  flgwes 
don't  (ocus  on  lending  volume.  Moreover, 
the  banks  trying  hardesl  to  serve  the  inner 
city  are.  by  reachmg  oul  to  less  creditwor- 
thy  applicants,  more  likely  to  have  high 
rejection  rates.  So.  despite  such  stub- 
bornly high  rates,  more  credit  is  flowing  to 
people  and  areas  that  banks  had  avoided. 
Loans  to  tower  income  people  have 
risen.  In  1992.  conventional  home-pur- 
chase kians  to  borrowers  with  incomes 
below  the  local  median  rose  27.1%.  more 
than  double  the  growth  in  loans  to  bor- 
rowers whose  incomes  are  equal  to  or 
greater  than  the  median,  according  to  the 
Federal  Reserve  Board's  latest  data.  And 
in  1992.  the  number  of  loans  to  blacks  rose 
faster  than  those  to  whites. 

Part  of  what  is  changing  is  the  pereep- 
Uon  that  poorer  borrowers  necessarily 
carry  greater  risks  of  default.  That  just 
isn't  true,  bankers  increasingly  say.  A 
low-income  homeowner  will  go  to  unusual 
lengths  to  keep  from  having  a  house  repos- 
sessed. "Customers  really  don't  want  to 
lose  their  property.'  Mr  Biedeman  says. 
And  while  poorer  people  are  more  likely  to 
miss  payments  than  wealthier  people,  the 
"higher  delinquencies  don't  necessarily 
mean  higher  losses, "  he  says,  because 
Melton  works  closely  with  delinquent  bor- 
rowers and  credit  counselors  to  help  get 
payments  back  on  track. 

Another  myth  is  that  poor  people  can't 
afford  mortgages.  Indeed,  many,  as  Ms. 
Clart  once  did.  are  paying  rents  that  are 
higher.  In  parts  of  Philadelphia,  a  Mellon 
official  says,  "you  can  buy  a  bouse  for 
S20.000  easily  and  pay  S180  a  month." 
How  Consortium  Works 

The  consortium  formed  by  MeUon  and 
seven  other  Philadelphia  lenders,  called 
the  Delaware  Valley  Mortgage  Plan,  works 
with  community  groups  to  help  people  with 
incomes  of  J3«,000  or  less  purchase  houses 
that  cost  $57,000  or  less  (in  any  neighbo^ 
hood  with  homes  at  that  price  level). 
Frequently,  the  borrowers  require  exten- 
sive credit  counseling  from  community 
groups  before  they  qualify  for  loans.  The 
counselors  help  them  work  out  payment 
plans  for  old  debts,  design  savings  plans  to 
assemble  down  payments  and  teach  basic 
budgeting  skills. 


The  toan  terms  are  aajusled  to  fit 
low-Income  borrowers,  about  80%  of  whom 
are  single  mothers.  A  key  to  the  program's 
success  IS  flexible  underwriUng  standards 
that  allow  welfare.  Social  Security  or  food- 
stamp  benefits  to  count  as  Income  and 
allow  borrowers  without  bank  accounts  or 
credit  cards  to  prove  their  credit-worthi- 
ness by  showing  that  they  have  reliably 
paid  their  rent  and  utility  bills. 

Since  the  government  began  to  high- 
light racial  dispariUes  In  rejection  rates 
the  Federal  National  Mortgage  Assoda- 
tion  and  the  Federal  Home  Loan  Mortgage 
Corp.,  the  two  government-chartered, 
stockholder-owned  agencies  that  purchase 
mortgages  from  lenders,  have  launched 
new  programs  to  help  finance  home  buying 
in  inner  cities  and  poor  rwal  areas.  A  1992 
law  requires  these  companies  to  devote 
more  of  their  resources  to  low-  and  moder- 
ate-income programs. 

In  Its  Neighborhood  Banking  Program 
Mellon  waives  a  demand  that  appUcants 
workjor  two  years  in  the  same  Job  or 
industry.  All  that  is  required  is  a  steady 
income.  Mellon  also  lets  loan  applicants 
use  cash  for  down  payments,  an  arrange- 
ment that  helps  low  income  applicants 
who,  in  many  cases,  don't  have  bank 
accounts.  And  applicants  also  get  a  break 
on  interest  rates.  Ms.  aark's  7.126%  rate 
was  1.5  percentage  points  below  the  mar- 
ket rate  when  she  got  her  mortgage  -  with 
a  down  payment  of  only  5%. 

"Mort^ges  are  the  spine  of  the  neigh- 
borhood "  because  homeowners  encourage 
investment  and  development,  says  Bruce 
Dorpalen.  Acorn's  director  of  banking 
programs  in  Philadelphia.  "If  you  can 
maintain  property  values,  then  people  can 
borrow  on  their  houses  to  get  their  rxwf 
fixed  or  to  send  theU-  kids  to  college  "  be 
says. 

Benefits  of  Counseling 

Ms.  Oark  got  her  loan  from  Mellon 
after  going  through  a  credit-counseling 
program  at  Acorn.  Her  income   as  a 


service  associate  at  Penn  Mutual  Insur 
ance  Co.  was  under  $30,000  when  she 
bought  the  house.  But  without  counseling, 
some  delinquent  student-loan  payments 
and  other  credit  problems  probably  would 
have  prevented  her  from  getUng  a  loan. 

Since  many  low-income  borrowers  need 
help  getting  their  finances  In  line.  Mellon 
recently  hired  Nelson  Acevedo.  a  former 
community  worker,  to  help  borrowers  who 
are  having  problems  meeting  their  pay- 
ments. He  meets  with  people  who  miss  a 
payment,  and.  If  necessary,  he  helps  them 
work  out  alternative  payment  plans  to 
avoid  foreclosure.  Sometimes  he  arranges 
assistance  with  energy  bills  or  other  tem- 
porary help  from  state  and  local  agencies 
to  pull  people  through  periods  of  unusual 
financial  strain. 

The  counselors  and  community  groups 
seem  to  help  bankers  bridge  the  cultural 
gap  that  has  long  made  the  financial 
system  Inaccessible  to  poor  or  minority 
areas.  "Bankers  have  very  little  in  com- 
mon with  people  in  poor  communities."' 
Rep.  Joseph  Kennedy  says.  But.  the  Mas- 
sachusetts Democat  says,  banks  in  Bos- 
ton and  elsewhere  are  beginning  to  realize 
that  they  can  build  strong  customer  bases 
in  communities  once  spumed  -  despite  "a 
tremendous  amount  of  suspicion  on  botfi"^ 
sides  of  the  street" 

Even  though  expanding  Into  once- 
shunned  neighborhoods.  Mellon  sUU  per 
forms  badly  when  measured  by  denial 
rates.  Even  in  its  Neighborhood  Banking 
Program,  it  rejected  19%  of  th^^  applica- 
tions from  black  applicants  last  year, 
compared  with  6%  of  white  applications 
and  8%  from  Hispanics.  "Because  of  our 
outreach,  we're  going  to  see  more  applica- 
tions and  we're  going  to  lend  more,  but 
we're  also  going  to  turn  down  more. "  Mr. 
Beldeman  explains.  All  rejected  applica- 
tions receive  a  second  review. 

But  while  the  disparity  between  rejec- 
tions rales  remains  high,  the  number  of 
loans  MeUon  PSFS  makes  to  minorities  has 
risen  sharply.  In  1»90.  Mellon  made  51 
loans  to  blacks  and  39  loans  to  Hispanics 
through  its  Neighborhood  Banking  Pro- 
gram; last  year.  It  made  165  loans  to  blacks 
and  128  to  Hispanics.  In  the  Philadelphia 
area.  Ii!  fact.  Mellon  is  making  more  than 
tvnce  as  many  loans  through  Its  Neighbor- 
hood Banking  Program  as  It  does  through 
its  conventional  mortgage  program. 

When  Cynthia  Henderson  went  to  Mel- 
ton to  discuss  a  loan,  the  lending  officer 
quickly  decided  that  she  wouldn't  qualify 
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for  a  normal  loan  l>ecause  she  had  held  her 
current  Job  only  six  nxmths.  But  the  Mellon 
lending  officer  recommended  that  she  go 
to  Acorn  for  help. 
Learning  the  Ropes 

There,  Allison  Hughes  leajned  that  Ms. 
Henderson  had  Just  returned  to  wort  after 
a  divorce,  reclaiming  a  Job  at  a  General 
Electric  Co.  plant  that  she  had  held  for 
several  years  before  her  marriage.  Ms. 
Hughes  was  able  to  sort  out  her  employ- 
ment record  and  help  Ms.  Henderson  pUo 
to  assemble  the  5%  down  payment  on  a 
{44,000,  two-bedroom  house.  She  ulti- 
mately got  a  mortgage  from  Mellon  and 
lives  In  an  attractive  row  house  with  her 
three-year-old  daughter. 

"I  love  Mellon,"  she  says,  noting  that 
she  also  has  a  car  loan  from  the  bank. 

Often,  financial  counseling  can  get  ap- 
plicants past  the  rejection  threshold.  "It's 
our  belief  that  discrimination,  where  it 
occurs,  often  affects  applicants  with  some 
blemishes, "  Comptroller  of  the  Currency 
Eugene  Ludwig  says.  'In  many  cases, 
such  assistance  -  requesting  explanation 
of  derogatory  credit  information,  suggest- 
ing ways  to  improve  an  applicant's  re- 
ported income  or  reduce  the  applicant's 
current  debt,  or  offering  an  applicant  loan 


options  that  might  Improve  his  or  her 
ability  to  meet  underwriting  standards- 
can  mean  the  difference  between  denial 
and  acceptance." 

More  people  are  dropping  by  Acorn's 
second-floor  walk-up  office  In  a  battered 
building  next  to  a  former  opera  house  now 
used  as  a  church.  Richard  Sa/fold.  a 
relatively  new  counselor,  is  helping  a 
37-year-old  mother  of  two  who  Is  interested 
in  a  loan. 

"How  many  single  parents  do  you  deal 
with?"  she  asks. 

"A  lot  Maybe  70%  to  80%."  he  says. 

Relieved,  she  begins  to  answer  ques- 
tions about  her  finances  and  credit  record. 
She  concedes  that  she  has  more  than  tl,000 
in  unpaid  bills,  some  of  them  delinquent 
for  several  years.  Mr.  Saffold  tells  her  that 
she  has  to  settle  the  bills  and  get  them 
removed  from  her  credit  report  before  she 
can  get  a  mortgage. 

"For  anyone  who  has  negative  com- 
ments on  their  credit  report,  the  bank  does 
require  that  you  come  to  budget  class, "  he 
adds.  He  signs  her  up  for  a  series  of  three 
classes  to  teach  her  bow  to  set  up  a 
monthly  budget  and  manage  credit 

-Steven  Upin  in  New  York  contributed 
10  Otis  artule. 
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Mr.  DiNGELL.  The  gentlelady  can  please  be  recognized. 

Ms.  Margolies-Mezvinsky.  Welcome  gentlemen  from  Mellon 
and  from  Dreyfus. 

Can  you  explain  or  outline  the  ways  that  you  intend  to  preserve 
customer  confidentiality? 

Mr.  Cahouet.  Yes.  I  hope  I  can  to  your  satisfaction.  We  value 
very  sincerely  the  confidentiality  of  our  customers,  and  we  would 
continue  to  do  that  as  we  have  in  the  past. 

Ms.  Margolies-Mezvinsky.  Could  you  be  a  little  bit  more  spe- 
cific? 

Mr.  Cahouet.  Well,  we  don't  make  the  confidential  information, 
financial  information  of  our  customers  available  to  third  parties 
without  their  consent. 

Mr.  Stein.  I  just  might  add  to  that  that  in  our  case  we  always 
keep  the  information  secret  and  we  cannot  have  permission  even 
to  use  the  list,  because  it  is  owned  by  the  funds,  without  the  spe- 
cific approval  of  the  directors  of  the  funds. 

Ms.  Margolies-Mezvinsky.  Why  do  you  think  that  people  are  so 
confused  when  they  buy  mutual  funds  through  a  bank? 

Mr.  Cahouet.  I  don't  know  for  certain.  I  think  that  inherently 
there  is  some  confusion  out  there  in  the  marketplace  for  a  large 
part  of  the  population,  whether  they  buy  funds  from  banks  or  mu- 
tual funds  or  from  brokerage  companies.  Our  interest  in  our  orga- 
nization is  to  do  whatever  we  can  in  order  to  alleviate  that  kind 
of  confusion  and  that  is  what  we  want  to  do  because  we  think  that 
we  are  doing  a  better  job  for  our  customer  in  the  process. 

I  can't  really  comment  as  to  why  people  in  general,  other  than 
a  lot  of  people  are  either  making  investments  for  the  first  time,  are 
not  particularly  sophisticated  in  themselves  as  it  relates  to  finan- 
cial instruments,  and  haven't  taken  the  time  to  understand. 

Ms.  Margolies-Mezvinsky.  Mr.  Stein? 

Mr.  Stein.  I  think  a  part  of  the  confusion,  I  guess,  is  the  culture 
because  they  have  been  exposed  for  what,  60  years,  to  insured 
products  at  a  bank,  and  that  is  something  that  they  remember.  I 
think  it  is  up  to  us  for  the  people  who  are  interested  in  uninsured 
products  or  noninsured  products  to  be  educators  over  the  same  pe- 
riod of  time  to  the  fact  that  it  does  exist,  what  exists,  and  what 
the  risks  are,  and  that  they  can  lose  money.  I  think  those  efforts 
have  to  be  made  very  strongly.  Hopefully,  they  will  not  be  as  con- 
fused. 

Ms.  Margolies-Mezvinsky.  Mr.  Cahouet,  I  noticed  that  you 
promised  to  preserve  the  Dreyfus  name  and  not  to  rename  them  as 
Mellon  funds.  I  also  understand  that  your  existing  funds,  the  Lau- 
rel funds,  do  not  use  the  bank's  name.  Could  you  explain  why? 

Mr.  Cahouet.  Well,  the  answer  for  the  Dreyfus  question  is  a 
very  simple  answer,  and  I  will  just  say  that  the  Dreyfus  name  is 
known  the  world  around  and  it  is  a  highly  respected  name,  and  it 
has  tremendous  value.  I  think  that  that  really  disposes  of  that 
issue. 

As  regards  why  we  chose  the  Laurel  name  rather  than  using  the 
Mellon  name,  quite  frankly,  was  to  avoid  the  confusion. 

Ms.  Margolies-Mezvinsky.  Do  you  agree  with  many  consumer 
groups  that  bank-sponsored  funds  that  use  banks'  names  pose  a 
special  risk  to  investors  and  depositors? 
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Mr.  Cahouet.  I  would  rather  only  kind  of  comment  as  it  relates 
to  our  organization.  It  is  difficult  for  me  to  project  myself  into  the 
other  bank  situations. 

Ms.  Margolies-Mezvinsky.  Mr.  Stein? 

Mr.  Stein.  I  think  having  the  names  on  the  funds  would  only 
add  to  the  confusion,  and  I  think  it  is  something  that  should  be 
banned  from  that  portion  of  the  industry. 

Ms.  Margolies-Mezvinsky.  Across  the  board? 

Mr.  Stein.  Across  the  board,  yes. 

Ms.  Margolies-Mezvinsky.  Can  I  come  back  to  the  confidential- 
ity question,  if  you  don't  mind.  I  want  to  be  sure  that  you  are  say- 
ing that  customer  lists,  particularly  those  at  Mellon,  would  not  be 
made  available  to  Dreyfus  in  an  attempt  to  sell  securities;  is  that 
what  you  are  saying? 

Mr.  Cahouet.  I  apologize,  I  didn't  hear  the  question. 

Ms.  Margolies-Mezvinsky.  The  question  is,  customer  lists,  par- 
ticularly those  at  Mellon,  are  not  going  to  be  made  available  to 
Dreyfus  in  an  attempt  to  sell  securities? 

Mr.  Cahouet.  No.  I  don't  want  to  quite  answer  it  that  way,  if 
I  can.  Clearly,  Mellon,  as  well  as  Dreyfus,  has  products  that  are 
of  interest  or  potential  interest  to  these  customers,  and  we  don't 
know  at  this  point  as  we  sit  here  what  is  the  best  way  to  make 
those  products  available  to  our  respective  customers,  but  we  do  feel 
it  is  important  for  us,  where  we  feel  we  are  in  a  position  to  provide 
value-added  products  to  our  customers,  to  consider  what  is  the 
most  effective  way  of  doing  that.  How  we  are  going  to  do  that,  we 
don't  know  at  this  point. 

Ms.  Margolies-Mezvinsky.  I  guess  I  would  like  to  follow  up  on 
a  question  that  the  Chair  asked  yesterday,  and  that  is,  if  you  were 
are  an  older  woman  who  has  just  lost  her  husband  and  is  a  part 
of  your  bank  and  falls  into  this  category,  how  do  we  protect  some- 
one like  that? 

Mr.  Cahouet.  Well,  Congresswoman,  what  we  would  be  doing,  as 
Mr.  McGuinn  explained  in  his  comments,  we  go  to  great  lengths  to 
do  a  suitability  analysis  with  that  customer  with  the  customer  par- 
ticipating in  that  suitability  analysis  as  to  the  appropriateness  of 
any  decision  that  she  wanted  to  make,  we  used  an  example  of  a 
widow,  at  any  point  in  time.  That  would  be  of  considerable  concern 
to  us,  particularly  if  she  was  just  recently  widowed,  or  something. 

Ms.  Margolies-Mezvinsky.  I  would  like  to  know  what  kinds  of 
implications  might  having  access  to  such  lists  create  for  consumer 
protection? 

Mr.  Cahouet.  As  I  sit  here  today  with  you,  I  don't  think  that  the 
implications  would  be  all  that  serious  because,  realistically,  if  that 
person  was  inheriting  money  or  whatever,  she  might  be  trying  to 
make  a  decision  and  it  would  be  important  for  her  to  have  avail- 
able to  her  people  that  she  could  talk  to  that  could  help  her  make 
that  decision.  So  I  think  that  probably,  in  most  cases,  it  would  be 
a  positive  fora  rather  than  a  negative  fora. 

Mr.  Stein.  There  is  one  observation  about  the  widow,  with  the 
125  years  experience  that  the  Mellon  Bank  has  had  with  trusts,  es- 
tates, it  is  mostly  with  older  people  who  do  have  the  funds,  and  I 
think  in  that  area  they  have  a  very,  very  good  record  of  how  to 
handle  those  specific  requests  without  getting  into  difficulties. 
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Ms.  Margolies-Mezvinsky.  Yesterday  we  heard  that  there  are 
a  number  of  banks  currently  seUing  mutual  funds.  Some  of  these 
banks  were  described  as  being  aggressive,  or  attempting  to  develop 
state-of-the-art  disclaimers  and  materials  to  weed  out  confusion 
but,  on  the  other  hand,  others  were  described  as  bottom-feeders, 
those  are  people  who  had  not  come  up  to  the  Comptroller's  guide- 
lines. These  are  banks  that  put  disclaimers  in  fine  print  or  have 
a  tendency  to  be  confusing. 

What  actions  do  you  think  the  Comptroller  and  other  bank  regu- 
lators ought  to  take  against  these  so-called  **bottom-feeders"? 

Mr.  Stein.  I  think  the  first  action  that  should  be  taken  is  the 
passage  of  the  Dingell-Markey  Bill.  I  think  that  would  be  a  great 
step  towards  eliminating  the  problems. 

Next,  I  think  that  the  meeting  here  and  the  hearing  today  will 
have  a  very  significant  influence  on  the  action  of  the  OCC  because 
the  problem  in  the  industry  is  a  very  short  one.  It  is  just  occurring, 
and  the  knowledge  of  the  problem  is  occurring  in  about  the  last  6 
months,  that  everyone  is  becoming  aware  of  this  confusion.  They 
were  here,  I  think  they  heard  a  good  deal  about  the  problem,  and 
I  think  they  are  beginning  to  make  efforts  to  bring  in  the  appro- 
priate legislation  and  the  appropriate  guidelines  or  rules  or  laws, 
in  effect,  that  deal  with  the  problem.  I  think  the  meeting  made  ev- 
erybody aware  of  what  has  to  be  done. 

I  feel  confident  that  the  institutions  and  the  regulatory  bodies 
will  move  in  the  direction  of  finding  the  appropriate  regulation  to 
eliminate  these  confusions. 

Ms.  Margolies-Mezvinsky.  Mr.  Cahouet? 

Mr.  Cahouet.  Well,  I  think  that  misleading  statements  advertis- 
ing whatever  is  terribly  wrong  and  shouldn't  be  tolerated  in  any 
sense,  and  where  that  appears  a  corrective  action  should  be  taken. 
It  is  very  dangerous  and  shouldn't  happen,  and  the  people  trying 
to  take  advantage  by  misrepresenting  themselves,  false  advertis- 
ing, it  just  has  to  get  routed  out.  It  is  bad  for  the  industry,  it  is 
bad  for  the  people  that  are  involved.  We  just  shouldn't  have  it. 

Ms.  Margolies-Mezvinsky.  Thank  you,  gentlemen. 

Thank  you,  Mr.  Chair. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentlewoman. 

The  gentleman  from  Colorado,  Mr.  Schaefer. 

Mr.  Schaefer.  Thank  you,  Mr.  Chairman. 

Gentlemen,  I  just  have  a  couple  other  questions  here.  Due  to  the 
fact  of  the  Keating  problem,  Lincoln,  et  cetera,  I  am  still  unclear 
about  the  role  that  bank  tellers  are  supposed  to  play  when  a  cus- 
tomer asks  them  about  the  possibility  of  switching  from  a  deposit 
that  is  earning  lower  interest  to  something  beyond  that.  What  is 
the  procedure,  what  do  you  see  as  the  procedure?  I  mean,  are  they 
going  to  go  to  a  customer  representative,  or  are  they  going  to  have 
a  brochure,  or  what? 

Mr.  Cahouet.  Mr.  Congressman,  I  would  like  to  ask  Mr. 
McGuinn  if  he  would  respond  to  that  because  that  is  a  very  impor- 
tant question. 

Mr.  Schaefer.  Certainly. 

Mr.  McGuiNN.  Yes,  sir.  Remember  now  that  the  customer  is 
standing  at  the  teller  window,  and  there  is  this  sign  that  I  showed 
you  before  which  makes  these  various  disclosures.  At  that  point  in 
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time,  if  the  customer  inquired  as  you  indicated,  our  tellers  actually 
have  a  laminated  card  which  they  are  required  to  read  from,  too, 
which  also  orally  supplements  that  disclosure  on  the  sign  and  goes 
into  the  fact  that  investment  products  are  not  insured  by  the  FDIC 
and  are  not  guaranteed,  and  so  forth. 

After  having  done  that,  the  teller  would  then  refer  that  customer 
over  to  a  customer  service  representative  who,  if  the  customer 
wanted  to  make  an  appointment  with  one  of  our  PIC's  to  get  in- 
vestment advice,  that  appointment  would  be  made.  Then  the  cus- 
tomer would  be  dealing  with  that  licensed  and  trained  PIC. 

Mr.  SCHAEFER.  The  chairman  sent  a  letter  to  Mr.  Stein  and  Mr. 
Cahouet  on  January  28th  of  1994  to  which  you  responded,  I  am  un- 
derstanding from  staff  in  the  response,  and  this  was  dealing  with 
compensation  for  tellers,  that  it  indicated  that  the  referrals  by  tell- 
ers and  branch  platform  staff  to  InvestNet  brokers  can  result  in  in- 
creased compensation  to  tellers  and  branch  platform  staff  although 
the  increased  compensation  is  linked  only  indirectly  to  the  refer- 
rals. This  is  basically  what  you  said. 

Now,  in  other  words,  the  tellers  are  going  to  get  compensation? 

Mr.  Cahouet.  Well,  sir,  they  will  only  indirectly,  as  that  state- 
ment indicates,  and  what  that  means  is  the  tellers  are  part  of  a 
whole  branch  compensation  system  which  is  based  on  a  variety  of 
factors  to  build  a  team  effort.  But  a  couple  of  points  are  very  im- 
portant, I  think. 

One,  none  of  those  teller  referrals,  as  I  just  described,  over  to  the 
customer  service  representative  depend  on  whether  or  not  a  sale  is 
ever  made. 

Second,  in  terms  of  just  having  made  the  referral  itself,  that  is 
one  of  just  many  factors  that  would  go  into  the  team  award  for  that 
particular  branch  and,  indeed,  among  the  many  factors  considered, 
actually  a  deposit  sale  would  be  given  more  credit  than  even  a 
noninsured  product  sale. 

Mr.  SCHAEFER.  One  final  one.  Some  of  the  responses  to,  again, 
the  chairman's  questions,  referred  to  self-directed  customers.  Are 
self-directed  customers  ones  who  are  approached  telemarketing- 
wise,  or  through  ads,  or  whatever  else  it  is?  How  do  the  tellers  and 
customer  service  representatives  distinguish  them  from  the 
nonself-directed?  What  is  a  self-directed? 

Mr.  Cahouet.  Well,  sir,  a  self-direct  customer  I  would  interpret 
to  mean  somebody  who  is  not  seeking  investment  advise  but  rather 
has  read  about  the  Dreyfus  fund  or  has  read  about  a  particular 
mutual  fund  and  wants  to  come  in  and  buy  that  mutual  fund.  In 
that  case,  that  customer  would  be  referred,  again,  to  our  InvestNet 
broker-dealer  subsidiary  where  the  customer  could  place  the  order. 
No  investment  advice  is  given,  it  is  just  a  regular  broker-dealer 
member  of  NASD. 

Mr.  SCHAEFER.  In  other  words,  they  are  coming  in  knowing  what 
they  want? 

Mr.  Cahouet.  Yes,  sir. 

Mr.  SCHAEFER.  Thank  you,  Mr.  Chairman.  I  am  finished. 

Mr.  DiNGELL.  The  Chair  thanks  the  gentleman. 

Gentlemen,  Mr.  McGuinn,  Mr.  Cahouet,  Mr.  Stein,  Mr. 
DiMartino,  the  subcommittee  thanks  you.  We  have  kept  you  here 
a  long  time.  We  appreciate  your  courtesy  to  us.  We  know  you  have 
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answered  a  great  number  of  questions,  responded  to  the  concerns 
of  the  committee,  and  I  want  to  express  to  you  my  personal  thanks 
for  the  time  you  have  given  us  and  for  your  presence  today  and  for 
your  assistance  to  us  as  we  have  considered  this  matter.  Grentle- 
men,  thank  you  very  much. 
The  subcommittee  stands  adjourned. 

[Whereupon,  at  4:17  p.m.,  the  subcommittee  was  adjourned.] 
[The  following  subcommittee  memorandum,  OCC  final  order,  and 
correspondence  were  submitted:] 
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MEMORANDUM 


TO:        Members,  Subcommittee  on  Oversight 
and  Investigations 

FROM:      The  Honorable  John  D.  Dingell,  Chairman 

SUBJECT:   Subcommittee  Hearing  on  Proposed  Acquisition  of 
Dreyfus  Corporation  by  Mellon  Bank  Corporation 


INTRODUCTION 

The  Subcommittee  on  Oversight  and  Investigations  will  hold 
hearings  on  Wednesday,  March  2",  1994,  and  Thursday,  March  3, 
1994.   Both  days  of  hearings  will  commence  at  10:00  a.m.  in  Room 
2123  of  Rayburn  House  Office  Building.   The  hearings  will  focus 
on  the  significant  legal,  public  policy,  and  consumer  protection 
issues  raised  by  the  proposed  Mellon-Dreyfus  transaction,  as  well 
as  on  the  adequacy  of  existing  safeguards  in  connection  with 
mutual  funds  and  other  securities  products  advised  on  or  sold  by 
banks  or  their  affiliates. 

On  December  6,  1993,  Mellon  Bank  Corporation  (Mellon),  a 
major  bank  holding  company,  and  Dreyfus  Corporation  (Dreyfus) , 
one  of  the  largest  mutual  fund  investment  advisers  and  managers 
in  the  United  States,  announced  that  they  had  entered  into  a 
merger  agreement.   See  Mellon  Bank  &  Dreyfus,  "Mellon  Bank 
Corporation  and  the  Dreyfus  Corporation  to  Merge  in  Stock 
Transaction  Valued  at  Si. 85  Billion,"  Dec.  6,  1993. 


Dreyfus  serves  pri 
manager  of  mutual  funds 
Dreyfus  Service  Corpora 
Dreyfus  Group  of  Mutual 
investment  advisory  and 
through  a  wholly  owned 
various  pension  plans, 
ingly,  Dreyfus  Service 
Securities  and  Exchange 


marily  as  an  investment  adviser  and 

and,  through  a  wholly  owned  subsidiary, 
tion,  as  distributor  of  the  shares  of  the 
Funds.   In  addition,  Dreyfus  provides 
administrative  services,  directly  and 
subsidiary,  Dreyfus  Management,  Inc.,  to 
institutions  and  individuals.   Accord- 
Corporation  is  registered  with  the 
Commission  (SEC) ,  the  National 
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Association  of  Securities  Dealers  (NASD) ,  and  all  fifty  states  as 
a  broker-dealer,  and  Dreyfus  Management  Inc.  is  registered  with 
the  SEC  and  several  states  as  an  investment  adviser.   Based  upon 
assets  under  management,  Dreyfus,  the  sixth  largest  mutual  fund 
organization  in  the  country,  manages  130  mutual  fund  portfolios 
with  approximately  2  million  shareholder  accounts  and  $72.2 
billion  in  assets. 

Ranked  by  asset  size,  Mellon  is  the  21st  largest  bank 
holding  company  in  the  United  States.   Mellon  Bank,  its  lead 
banking  subsidiary,  is  currently  22nd  among  banks  in  mutual  fund 
assets  under  management.   If  the  merger  is  completed  as  proposed, 
Dreyfus  will  become  a  direct  operating  subsidiary  of  Mellon  Bank. 
Mellon  states  that  a  principal  reason  for  adoption  of  this 
structure  is  to  enable  Mellon  Bank  "to  use,  for  regulatory  and 
accounting  purposes,  both  the  strong  capital  base  that  Dreyfus 
has  accumulated  and  Dreyfus'  significant  earnings."   Dreyfus 
brings  to  Mellon  Bank  approximately  $800  million  in  equity 
capital  without  any  debt  liabilities.   Mellon  Bank  already 
advises  one  family  of  funds,  the  Laurel  funds;  in  addition,  last 
year,  its  parent  company  acquired  the  investment  adviser  to  The 
Boston  Company  funds.   Once  the  pending  merger  is  completed, 
Mellon  Bank  and  its  affiliates,  including  Dreyfus,  will  be  the 
largest  bank  mutual  fund  investment  adviser,  with  $76.8  billion 
in  mutual  fund  assets  under  management.   This  represents  four 
percent  of  all  mutual  fund  assets. 

THE  TRANSACTION 

On  December  30,  1993,  Mellon  Bank  and  Mellon  Bank  (DE) 
National  Association  filed  a  Notice  with  the  Comptroller  of  the 
Currency  (OCC)  pursuant  to  12  CFR  section  5.34  of  their  intention 
to  establish  operating  subsidiaries  in  connection  with  the 
acquisition  of  Dreyfus  and  its  subsidiaries.   Necessary 
applications  have  also  been  filed  by  Mellon  with  the  Board  of 
Governors  of  the  Federal  Reserve  System  (Federal  Reserve  Board) 
and  the  Office  of  Thrift  Supervision.  ■  An  application  will  be 
filed  with  the  New  York  State  Banking  Department.   Mellon  also 
has  made  Hart-Scott-Rodino  filings  with  the  Department  of  Justice 
and  the  Federal  Trade  Commission. 

The  details  of  the  proposed  merger  are  set  forth  in  the 
Agreement  and  Plan  of  Merger  dated  December  5,  1993.   The  key 
terms  include: 

1.    The  transaction  is  structured  as  an  exchange 
offer,  with  Dreyfus  shareholders  to  receive 
.88  shares  of  Mellon  common  stock  for  each 
share  of  outstanding  Dreyfus  common  stock. 
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2.  Dreyfus  will  retain  its  headquarters  in  New 
Vork  City  and  will  be  operated  as  an 
independent  entity  registered  with  and 
regulated  by  the  SEC  for  at  least  two  years. 

3.  Dreyfus'  distribution  function  will  be  sold  to  an 
independent,  third  party  distributer. 

4.  Mellon  will  retain  current  Dreyfus  management 
and  fund  managers  and  the  Dreyfus  name  will 
continue  to  be  used  for  funds  managed  and 
advised  by  Dreyfus. 

5.  Mellon  and  Dreyfus  expect  the  transaction  to 
close  in  mid-1994,  assuming  that  banking 
regulators  approve  the  transaction  and  the 
shareholders  of  both  corporations  ratify  the 
proposed  merger. 

The  acquisition  or  establishment  of  an  "operating 
subsidiary"  by  a  national  bank,  such  as  Mellon  Bank,  is  subject 
to  12  CFR  section  5.34,  the  OCC's  so-called  "op-sub"  rule.   The 
rule  currently  provides  that: 

1.  All  federal  banking  laws  and  regulations 
which  apply  to  the  operations  of  the  national 
bank  also  apply  to  the  subsidiary's 
operations; 

2.  The  OCC  may  impose  legal  and  supervisory 
conditions  on  the  national  bank  with  respect 
to  the  subsidiary's  operations;  and 

3.  The  operating  subsidiary  is  subject  to 
examination  and  supervision  by  the  OCC  in  the 
same  manner  and  to  the  same  extent  as  the 
parent  bank. 

12  CFR  section  5.34  also  establishes  procedures  to  be 
followed  when  a  national  bank  proposes  to  acquire  an  operating 
subsidiary: 

1.    The  OCC  reviews  the  bank's  proposal  to 

determine  if  the  proposed  activities  exceed 
those  legally  permissible  for  a  national 
bank's  operating  subsidiary  and  to  "ensure 
that  the  proposal  is  consistent  with  prudent 
banking  practice." 
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2.  In  contrast  with  the  Federal  Reserve  Board's 
procedures  under  the  Bank  Holding  Company 
Act,  the  OCC  does  not  publish  notice  of 
proposals  by  national  banks  to  establish  or 
acquire  operating  subsidiaries  in  the  Federal 
Register. 

3.  Thus,  third  parties  generally  are  not  invited 
to  comment  on  proposals  by  national  banks  to 
engage  in  securities  activities  through 
operating  subsidiaries  and  may  not  learn  the 
details  of  a  specific  proposal  until  after  it 
has  been  acted  upon  by  the  OCC. 

4.  Generally,  a  bank  is  free  to  commence  operations 
within  30  days  of  filing  its  notice  unless 
otherwise  advised  by  the  OCC. 

It  has  been  reported  that  the  OCC  is  considering  revisions 
to  12  CFR  section  5.34  which  would  expand  the  range  of  securities 
activities  which  national  banks  could  engage  in  through  operating 
subsidiaries.   See  "OCC  to  Loosen  Shackles  of  Bank  Securities 
Units,"  American  Banker's  Washington  Watch  (Dec.  6,  1993). 

Mellon' s  application  with  the  OCC  included  a  Policy 
Statement  on  Mutual  Funds  that  provides  "guiding  principles"  for 
sales  of  mutual  funds  by  Mellon,  its  bank  subsidiaries  and  its 
other  subsidiaries;  relationships  between  these  entities  and 
mutual  funds  for  which  they  provide  advisory  services;  and 
relationships  between  Mellon  bank  subsidiaries  and  Dreyfus,  as  a 
subsidiary  of  Mellon  Bank,  the  principal  Mellon  bank.   The  Policy 
Statement  contains  a  number  of  "voluntary  commitments"  aimed  at: 
(1)  providing  customers  with  disclosures  of  the  benefits  and 
risks  of  investing  in  mutual  fund  shares,  and  particularly 
ensuring  that  customers  are  clearly  informed  that  such  shares  are 
not  insured  by  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
and  are  not  bank  obligations;  (2)  assessing  the  suitability  of 
mutual  funds  that  a  Mellon  company  recommends;  (3)  ensuring  the 
safety  and  soundness  of  both  the  Mellon  banks  and  Mellon-advised 
funds;  (4)  preventing  conflicts  of  interest;  (5)  maintaining 
separation  between  Mellon  companies  and  Mellon-advised  funds;  and 
(6)  maintaining  separation  between  Mellon  banks  and  Dreyfus. 
These  undertakings  are  based  on  H.R.  3447,  the  Securities 
Regulatory  Equality  Act,  a  functional  regulation  bill  which  was 
introduced  on  November  4,  1993  by  Representatives  Dingell, 
Moorhead,  Markey  and  Fields.   (On  October  19,  1993, 
Representatives  Schumer  and  Gonzalez  introduced  H.R.  3306,  the 
Depository  Institution  Retail  Investment  Sales  and  Disclosure 
Act,  to  regulate  the  retail  sale  of  nondeposit  investment 
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products  by  insured  depository  institutions  to  prevent  customer 
confusion  about  the  uninsured  nature  of  the  products.) 

THE  ISSUES 

The  proposed  Mellon-Dreyfus  merger  presents  the  most 
striking  example  thus  far  of  bank  involvement  in  the  mutual  fund 
industry.   It  is  estimated  that  about  40  million  Americans 
(representing  27  percent  of  households)  own  shares  in  at  least 
one  mutual  fund.   Currently  113  banks  or  bank  subsidiaries  advise 
943  mutual  funds  and  bank  mutual  funds  have  $204  billion  in 
assets,  an  increase  of  29%  since  December  31,  1992.   Banks  also 
are  increasingly  active  in  selling  mutual  fund  shares  to  the 
public.   In  the  first  half  of  1992,  banks  reportedly  accounted 
for  one-third  of  all  new  sales  of  money  market  funds  and  14 
percent  of  all  new  sales  of  long-term  funds.   More  generally, 
nearly  one-quarter  of  America's  banks  do  some  sort  of  brokerage 
business. 

For  decades,  the  so-called  Glass-Steagall  Act  constituted  a 
bar  against  banks  engaging  in  most  securities  activities.   Over 
the  last  two  decades,  however,  the  federal  bank  regulators  have 
expansively  interpreted  the  Glass-Steagall  Act  to  permit  banks  to 
engage  in  a  wide  range  of  brokerage  and  other  securities 
activities,  including  sales  of  mutual  funds  and  other  securities 
to  the  investing  public.   In  the  prevailing  interest  rate 
environment,  bank  customers  with  maturing  certificates  of  deposit 
reportedly  have  been  investing  their  funds  in  record  numbers  in 
mutual  funds.   A  survey  conducted  by  the  SEC  in  November  1993 
showed  that  66  percent  of  bank  fund  shareholders  believe  that 
money  market  mutual  funds  sold  through  banks  are  federally 
insured,  while  28  percent  of  respondents  believe  that  all  mutual 
funds  sold  through  banks  are  "federally  insured  like  savings 
accounts  and  Cds."   These  developments  have  raised  a  number  of 
concerns  including  the  risk  of  customer  confusion,  disregard  of 
disclosure  standards  and  suitability  considerations,  the  creation 
of  conflicts  of  interest,  and  the  lack  of  adequate  safeguards. 
See  "Should  You  Buy  Mutual  Funds  Fronj  Your  Bank,"  Consumer 
Reports  (March  1994)  (attached). 

The  SEC  currently  regulates  all  mutual  funds  under  the 
Investment  Company  Act,  including  bank  advised  funds.   Due  to 
statutory  provisions  that  exclude  banks  from  the  regulatory 
requirements  that  apply  to  investment  advisers  and  broker- 
dealers,  however,  the  SEC  has  only  limited  ability  to  regulate 
the  banks  that  advise  and/or  sell  interests  in  such  mutual  funds. 
It  has  been  suggested  that  these  bank  exclusions  should  be 
eliminated  in  light  of  the  dramatic  increase  in  bank  securities 
activities  over  the  past  decade,  and  especially  since  banks  are 
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among  the  largest  participants  in  the  securities  business  (as 
illustrated  by  the  Mellon-Dreyfus  merger) . 

Last  year,  the  four  federal  banking  regulators  issued 
separate  "guidelines"  designed  to  address  safety  and  soundness 
and  customer  confusion  issues  raised  by  bank  securities  and 
mutual  fund  sales.   In  response  to  sharp  criticism  of  the 
conflicting  "guidelines,"  two  weeks  ago,  the  banking  agencies 
issued  a  joint  Interagency  Statement  on  Retail  Sales  of 
Nondeposit  Investment  Products  intended  to  consolidate, 
standardize,  and  supersede  the  earlier  separate  guidance.   The 
Statement  is  hortatory  in  nature  and  leaves  a  great  deal  of 
leeway  to  the  banks  as  to  interpretation  and  implementation.   The 
document  notes  that:   "failure  of  a  depository  institution  to 
establish  and  observe  appropriate  policies  and  procedures 
consistent  with  this  Statement  in  connection  with  sales 
activities  involving  nondeposit  investment  products  will  be 
subject  to  criticism  and  appropriate  corrective  action." 
(emphasis  supplied)   While  the  Statement  indicates  that 
"compliance  procedures  should  provide  for  a  system  to  monitor 
customer  complaints  and  their  resolution,"  federal  banking  laws 
do  not  contain  private  rights  of  action  for  investors  and  there 
is  no  banking  law  counterpart  to  the  securities  arbitration 
scheme  for  bank  securities  investors.   Bank  securities  sales 
personnel  are  not  tested  for  competence,  nor  are  they  subject  to 
an  examination  and  disciplinary  program,  such  as  the  program 
administered  by  the  NASD,  that  focuses  on  the  potential  for  abuse 
that  exists  in  connection  with  retail  securities  activities.   On 
February  1,  1994,  six  national  banking  trade  associations 
released  joint  "guidelines"  pertaining  to  the  sale  of  mutual 
funds  and  other  noninsured  products  in  banks. 

CONGRESSIONAL  RESPONSE 

On  December  20,  1993,  Chairmen  Dingell  and  Gonzales  jointly 
wrote  to  Mellon  and  Dreyfus,  the  OCC,  and  the  SEC,  and  on  January 
25,  1994  again  to  the  OCC  requesting  documents  and  responses  to 
the  serious  questions  raised  by  the  proposed  transaction.   The 
Subcommittee  sent  investigative  letters  to  Mellon  and  Dreyfus  and 
to  the  OCC  on  January  28,  1994,  to  the  FDIC  and  the  Federal 
Reserve  Board  on  February  14,  1994,  and  to  the  SEC  and  to  the  OCC 
on  February  23,  1994.   Copies  of  these  letters  and  the  responses 
thereto  are  appended  to  this  memorandum. 

Among  other  things,  the  Gonzalez-Dingell  letters  criticized 
the  lack  of  public  notice.   On  February  24,  1994,  in  what  the 
Wall  Street  Journal  labeled  "an  unusual  move,"  the  OCC  published 
in  the  Federal  Register  a  request  for  public  comment  on  two 
notices  filed  by  national  banks  of  their  proposed  establishment 
of  operating  subsidiaries  that  will  engage  in  mutual  fund 
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activities:  the  Mellon  Notice  discussed  above,  and  the  Notice 
filed  by  First  Union  National  Bank  of  North  Carolina  on  November 
1,  1993  with  respect  to  First  Union's  intent  to  acquire  two 
affiliated  investment  advisory  companies,  Lieber  &  Company,  and 
Evergreen  Asset  Management  Corporation.   Comments  are  due  by 
March  28,  1994. 

The  two  chairmen  also  raised  concerns  about  the  adequacy  and 
enforceability  of  the  voluntary  commitments.   The  OCC  can  seek 
cease-and-desist  orders  under  12  U.S.C.  section  1818(b)  based  on 
violations  of  "law,  rule,  or  regulation,  or  anv  condition  imposed 
in  writing  bv  the  agency  in  connection  with  the  granting  of  an 
application. "  (emphasis  supplied)   Thus,  the  Mellon-Dreyfus 
Policy  Statement  is  unenforceable  unless  its  terms  are  imposed  by 
the  OCC  as  written  conditions  in  a  letter  approving  the  merger. 
If  a  policy  guideline  is  not  set  forth  as  a  condition  imposed  in 
writing,  the  OCC  may  initiate  cease  and  desist  proceedings,  only 
if  the  violation  of  the  guideline  constitutes  "an  unsafe  or 
unsound  banking  practice." 

GLASS-STEAGALL  ANALYSIS/PERMISSIBLE  ACTIVITIES 

The  Glass-Steagall  Act  prohibits  a  bank  from  engaging  in 
"the  business  of  issuing,  underwriting,  selling,  or  distributing, 
at  wholesale  or  retail,  or  through  syndicate  participation, 
stocks... or  other  securities."   (Sections  16  and  21  of  the  Glass- 
Steagall  Act,  12  U.S.C.  24 (seventh)  &  378).   The  Supreme  Court 
has  indicated  that  this  also  includes  a  prohibition  on  engaging 
in  the  "public  sale"  of  securities.   Thus,  the  relevant  inquiry 
under  the  Glass-Steagall  Act  is  whether,  under  the  proposal, 
Mellon  Bank  would,  through  its  proposed  Dreyfus  operating 
subsidiaries,  be  engaged  in  any  of  these  prohibited  activities. 

The  National  Bank  Act  permits  national  banks  to  conduct  "all 
such  incidental  powers  as  shall  be  necessary  to  carry  on  the 
business  of  banking".   12  U.S.C.  24 (Seventh).   This  provision  has 
been  interpreted  by  the  courts  to  permit  national  banks  to 
conduct  activities  that  are  "convenient  or  useful  in  connection 
with  the  performance  of  one  of  the  bank's  established  activities 
pursuant  to  its  express  powers  under  the  National  Bank  Act."   M&M 
Leasing  Corp.  v.  Seattle  First  National  Bank,  563  F.2d  1377  (9th 
Cir.  1977).   The  OCC's  rules  regarding  the  establishment  of  an 
operating  subsidiary  limit  the  operating  subsidiary  to  activities 
that  a  national  bank  is  permitted  to  conduct  directly.   (12  CFR 
5.34)  . 

The  Bank  Holding  Company  Act  provides  that  the  Federal 
Reserve  Board  may  authorize  bank  holding  companies  to  invest  in 
companies  that  engage  in  activities  that  are  "so  closely  related 
to  banking  as  to  be  a  proper  incident  thereto."   (12  U.S.C. 
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1843(c)(8)).   In  considering  whether  an  activity  is  "closely 
related  to  banking,"  the  Federal  Reserve  Board  and  the  courts 
have  considered  whether: 

1)  banks  generally  have,  in  fact,  provided  the 
service; 

2)  banks  generally  provide  services  that  are 
operationally  or  functionally  so  similar  to  the 
proposed  service  as  to  equip  them  particularly 
well  to  provide  the  proposed  service;  or 

3)  banks  generally  provide  services  that  are  so 
integrally  related  to  the  proposed  service  as  to 
require  their  provision  in  a  specialized  form. 
See  National  Courier  Ass'n  v.  Board.  516  F.2d  1229 
(D.C.Cir.  1975). 

WITNESSES 

Arthur  Levitt,  Chairman,  SEC,  accompanied  by  Barry  P. 
Barbash,  Director,  Division  of  Investment  Management,  SEC,  will 
testify  on  the  current  regulatory  structure  governing  the 
securities  activities  of  banks  and  the  functional  regulation 
issues  that  are  highlighted  by  the  proposed  transaction. 
Currently,  investors  who  purchase  securities  directly  from  banks 
are  not  protected  by  the  securities  regulatory  scheme 
administered  by  the  SEC,  and  federal  banking  law  does  not  provide 
a  comparable  regulatory  scheme  focused  on  investor  protection. 
The  SEC  will  urge  Congress  to  eliminate  the  existing  regulatory 
gaps. 

A  panel  of  State  and  federal  prosecutors  and  a  civil 
attorney  involved  in  the  trial  of  Charles  H.  Keating,  Jr.  and 
Lincoln  Savings  and  Loan  in  Southern  California  will  testify. 
The  witnesses  --  William  W.  Hodgman,  a  prosecutor  for  the  State 
of  California,  Steven  E.  Zipperstein  and  Alice  Hill,  prosecutors 
from  the  U.S.  Attorney's  Office,  and  Len  Simon,  a  civil  attorney 
from  the  San  Diego  law  firm  of  Milberg  Weiss  Bershad  Hynes  & 
Lerach  --  will  highlight  some  of  the  consumer  protection  issues 
stemming  from  the  Lincoln  case.   The  witnesses  will  describe  the 
methods  and  procedures  used  by  the  parent  company  of  Lincoln 
(American  Continental  Corporation)  to  sell  bonds  through  direct 
affiliation  with  Lincoln,  and  also  detail  some  of  the  many 
consumer  problems  that  resulted  from  that  affiliation.   Moreover, 
the  witnesses  will  detail  how  customers  were  misled,  both 
intentionally  and  unintentionally,  into  thinking  that  the  bonds 
they  were  purchasing  were  federally  insured  and  risk-free, 
despite  written  disclosures  about  the  true  nature  of  these 
investments. 
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A  panel  comprised  of  consumer  groups  will  testify  on  the 
growing  evidence  of  consumer  confusion  and  the  lack  of  effective 
safeguards  in  connection  with  mutual  funds  and  other  securities 
products  advised  on  or  sold  by  banks  and  their  affiliates.   Lena 
Archuleta,  a  member  of  the  Board  of  Directors  of  the  American 
Association  of  Retired  Persons  (AARP) ,  will  testify  on  how  a 
vulnerable  segment  of  the  population  such  as  retired  persons  can 
be  misled  into  shifting  from  low-yield  insured  investments  to 
higher-yield,  riskier  investments  without  fully  understanding  the 
risks  involved.   Ms.  Archuleta  will  be  accompanied  by  Diane 
Colasanto,  from  Princeton  Survey  Research  Associates,  who  will 
present  the  results  of  a  survey  conducted  jointly  by  AARP  and  the 
North  American  Securities  Administrators  Association  (NASAA) 
which  points  to  a  significant  level  of  consumer  confusion.   The 
President  of  NASAA,  Mr.  Craig  Goettsch,  will  testify  on  some  of 
the  practices  that  various  banks  across  the  country  currently 
employ  in  their  lobbies  to  market  securities  and  other  uninsured 
products,  and  the  ways  in  which  consumers  can  be  misled  into 
thinking  that  these  investments  are  federally  insured  when  in 
fact  they  are  not.   Lastly,  Mr.  Chris  Lewis,  Director  of  Banking 
and  Housing  Policy  at  the  Consumer  Federation  of  America  (CFA) , 
will  testify  on  the  CFA's  concerns  regarding  the  direct 
involvement  of  banks  in  the  selling  of  securities  and  the 
numerous  consumer  protection  issues  raised  by  such  activities. 

Frank  V.  Cahouet ,  Chairman,  CEO  and  President,  Mellon  Bank 
Corporation,  Martin  G.  McGuinn,  Vice  Chairman,  Mellon  Bank 
Corporation,  Howard  Stein,  Chairman  and  CEO,  The  Dreyfus 
Corporation,  and  Joseph  S.  DiMartino,  President  and  Chief 
Operating  Officer,  The  Dreyfus  Corporation,  will  testify  on  the 
terms  and  conditions  of  the  merger,  their  respective  rationales 
for  the  transaction,  the  regulatory  approvals  required,  the 
Glass-Steagall  analysis,  and  the  proposed  protections  with 
respect  to  bank  safety  and  soundness,  customer  confusion, 
conflicts  of  interest,  and  investor  protection.   The  parties  will 
testify  that  this  transaction  is  responsive  to  the  demands  of 
their  customers  and  the  marketplace,  and  is  a  natural  and  lawful 
step  in  the  evolution  occurring  within  the  financial  services 
industry. 

Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  will  testify 
on  the  legal  and  policy  issues  raised  by  the  proposed  acquisi- 
tion.  Mellon  represents  that,  should  the  proposed  transaction  be 
permitted,  Dreyfus  would  engage  only  in  mutual  fund  activities 
the  OCC  has  previously  found  to  be  permissible  for  national  banks 
and  their  operating  subsidiaries  and  would  discontinue  all  other 
mutual  fund  activities.   The  OCC  must  review  Mellon's  filing  to 
determine  if  the  proposed  activities  are,  in  fact,  permissible 
for  national  banks  and  their  operating  subsidiaries.   In 
addition,  the  OCC  must  analyze  the  risks  and  other  concerns  that 
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may  arise  because  of  the  magnitude  and  complexity  of  the  proposed 
transaction.   The  OCC  has  indicated  that  it  would  approve  the 
transaction  only  if  all  safety  and  soundness,  customer  protec- 
tion, conflict  of  interest,  and  related  concerns  had  been  fully 
considered  and  addressed.   The  OCC's  testimony  on  the  trans- 
action, and  that  of  First  Union-Evergreen,  will  be  constrained  by 
the  fact  that  OCC  has  sought  public  comment  thereon  and  has  not 
made  final  decisions  and  taken  final  agency  actions  thereon. 

OTHER  STATEMENTS 

The  FDIC  advised  the  Subcommittee  in  a  letter  dated  February 
25,  1994  that: 

There  are  approximately  13,400  FDIC-insured 
depository  institutions  with  approximately  $4,600 
billion  in  assets.   (A. 2.) 

The  FDIC  is  not  able  at  this  time  to  precisely 
state  the  number  of  banks  and  affiliates  engaged  in 
securities  sales  or  advisory  activities.  Our  regions 
indicate  that  one-third  or  more  of  state  nonmember 
banks  may  be  doing  so.  Changes  in  to  the  bank  Call 
Reports  are  being  made  to  collect  this  information. 
(A. 2.) 

There  is  no  application  or  notice  required  of 
insured  nonmember  banks  before  they  engage  in 
securities  activities  directly  in  a  bank.  (A. 3.) 

The  FDIC  has  no  aggregate  data  concerning  the 
securities  activities  of  insured  institutions  for  which 
the  FDIC  is  not  primary  supervisor.  (A. 3.) 

FDIC  examinations  of  bank  sales  of  securities 
focus  on  the  bank's  policies  and  procedures.   The  FDIC 
does  not  use  testers  to  check  on -actual  bank  practices 
in  dealing  with  customers.  (A.l.b.) 

FDIC  has  taken  no  formal  enforcement  actions  to 
date  concerning  bank  securities  activities.   Examiners 
who  find  violations  ask  banks  to  improve  disclosures 
and  better  document  polices  and  procedures.  (A. 3.) 
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SHOULD 
YOU  BUY 

MimiAL 
FUNDS 

FROM 

YOUR 

BANK? 


Our 

investigation 

of  40  banks 

in  five  states 

found  bad 

investment 

advice  and 

outright  lies 

about  safety. 


Home  3500  banks  across 
the  U.S.  now  sell  mutual 
lunds.  And  many  of  those 
banks  sell  them  aggres- 
sively. Through  the  third  quarter  of 
1993.  the  money  invested  in  bank 
mutual  funds  was  growing  40  per- 
cent a  year— almost  twice  as  fast  as 
the  fund  industry  in  general. 

Banks  aren't  just  selling  mutual 
funds  They're  also  advising  custom- 
ers on  what  to  buy.  Banks  may  sell 
funds  from  an  independent  company 
such  as  Fidelity,  Colonial,  or  Frank- 
lin. Or.  as  about  125  banks  now  do, 
they  may  offer  their  own  line  of 
mutual  funds. 

For  this  report,  we  put  the  banks' 
recommendations  to  the  test  A  CU 
reporter,  representing  himself  as  a 
customer  with  money  from  a  matur- 
ing certificate  of  deposit  to  mvest  sat 
down  with  40  investment  salespeople 
at  banks  in  California.  Connecticut, 
Illinois.  New  Jersey,  and  New  York. 
He  lound  that  although  banks  endow 
their  salespeople  with  authoritative 
titles — "investment  counselor."  "finan- 
cial planner,"  and  the  like,  customers 
rarely  gel  a  detailed,  thoughtful, 
appropnate  financial  plan.  The  invest- 
ment advice  our  reporter  received 
was  often  inappropriate,  sometimes 
wildly  ^(1 

The  big  picture 

Our  reporter  gave  each  bank's 
salesperson  the  same  basic  set  of 
facts  He  had  .'^,^O.l)'X)  in  CD  money 
coming  due  and  didn't  know  much 
about  Investing  He  did  not  say  that 
he  was  conducting  a  survey. 

.As  a  group,  ihc  salespeople  slum- 


bled  badly  on  the  basics.  At  a  mini- 
mum, an  investment  adviser  needs  to 
know  something  about  the  level  of 
risk  that  a  client  is  comfortable  with. 
But  only  16  of  the  40  salespeople 
bothered  to  ask  any  questions  that 
would  have  led  in  that  direction.  On 
the  occasions  when  he  was  asked, 
the  reporter  portrayed  himself  as  a 
conservative  investor  who  wanted  to 
get  a  bit  more  than  prevailing  CD 
rates  without  taking  any  chances.  To 
their  credit,  the  salespeople  who 
went  to  the  trouble  to  probe  gener- 
ally made  appropriate  investment 
recommendations. 

Of  the  24  salespeople  who  didn't 
ask  about  risk,  two-thirds  made  rec- 
ommendations that  included  a  sub- 
stantial investment  in  aggressive- 
growth  stock  hinds.  Such  funds  are 
among  the  most  risky  investments; 
the  possibility  of  losing  money,  at 
least  over  the  short  term,  is  high. 
Whatever  their  long-term  potential, 
they  are  inappropriate  for  anyone 
who  shuns  risk. 

Half  of  all  the  salespeople  also 
failed  to  ask  what  other  investments 
the  reporter  had.  To  make  an  in- 
formed recommendation,  an  invest- 
ment counselor  needs  to  know  what 
else  a  client  owns  in  order  to  get  a 
picture  of  how  risky  that  client's  col- 
iective  portfolio  may  be  That's  a 
basic  tenet  of  financial  planning. 

All  told,  only  su(  of  the  40  sales- 
people asked  for  what  we  would 
consider  essential  information  and 
recommended  invesunents  that  were 
appropriate,  balanced,  and  relatively 
low  in  risk.  Such  investments  might 
include  short-term  bond  funds,  muni- 


cipal bond  funds,  asset  allocation 
funds,  money-market  funds,  and  per- 
haps some  conservative  stock  mutual 
funds.  If  our  sbc  out  of  40  salespeople 
are  representative,  the  odds  of  get- 
ting good  advice  at  a  bank  that  sells 
mutual  funds  are  worse  than  1  in  6. 

Ifs 'guorwrieed' 

The  sales  presentations  our  re- 
porter witnessed  were  peppered  with 
incorrect  and  misleading  statements. 
Many  of  the  salespeople  represented 
their  investments  as  a  sure  thing, 
whatever  those  investments  turned 
out  to  be, 

"You'll  get  10  percent  guaranteed," 
said  a  salesman  at  Chase  Manhattan 
Bank  in  New  York,  as  he  handed 
over  prospectuses  for  three  stock  and 
bond  mutual  hinds.  When  pressed 
for  details  of  this  guarantee,  he  re- 
treated to:  "Our  funds  have  never 
lost  money  over  a  one-year  period." 
(That's  true,  although  the  Chase 
hinds  have  only  been  in  existence  for 
about  five  years,  not  long  enough  to 
have  weathered  a  sustained  down 
market) 

About  one  salesperson  in  four 
cited  the  returns  of  that  bank's 
mutual  funds  without  including  the 
effect  of  commissions.  One  sales- 
man, for  example,  touted  a  Gov- 
ernment bond  fund  that  he  claimed 
had  a  one-year  return  of  8.7  percent. 
The  prospectus,  however,  showed 
that  after  subtracting  the  commis- 
sion, the  one-year  return  shrank  to 
just  4.2  percent,  about  the  same  as 
then-prevailing  CD  rates. 

At  Shawmut  Bank  in  New  Haven. 
Conn.,  a  saleswoman  was  mistaken 
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about  even  the  fundamentals  of  fi- 
nance. "Buy  bonds  if  you  don't  want 
risk."  she  said.  "AJl  lur  bond  funds 
are  very  conservative."  In  fact,  bond 
funds  can  be  quite  risky  i/  interest 
rates  change.  She  also  claimed  that 
bond  funds  were  an  ideal  way  to  take 
advantage  of  rising  interest  rates. 
Just  die  opposite  is  true.  The  value  of 
bonds,  and  bond  mutual  funds,  falls 
when  interest  rates  rise. 

After  a  lengthy  interview,  a  sales- 
man at  First  Inter^te  Bank  in  Los 
Angeles  recommended  three  mutual 
funds.  He  insisted  that  the  bank's 
"completely  safe"  mutual  funds  would 
"lock  in"  a  20  percent  gain  with 
"hardly  any  risk."  But  the  funds  he 
recommended  had  not  returned  20 
percent  in  years  past,  and  they  would 
have  to  be  considered  moderate  to 
high  in  risk. 

At  Wells  Fargo  Bank  in  Los 
Angeles,  the  salesman  assured  our 
reporter  of  the  safety  of  the  bank's 
"rock-solid.  Government-guaranteed" 
Treasury  bond  fund.  Indeed,  the 
mutual  fund  had  performed  well,  but 
it  was  plenty  risky.  The  bonds  in  its 
portfolio  had  an  average  maturity  of 
25  years;  the  longer  a  bond  fund's 
average  maturity,  the  more  suscepti- 
ble it  is  to  mterest-rate  changes.  A 
mere  one  percent  rise  in  interest 
rates  will  cause  a  bond  with  a  matu- 
rit\-  of  25  years  to  fall  about  12  per- 
cent m  value. 

The  Wells  Fargo  salesman  said, 
"You  cant  lose  money  on  Gov- 
ernment-guaranteed bonds,"  That's 
only  partly  true  While  some  bonds 
are  Government-guaranteed,  that 
simply  means  the  bonds  will  be 
redeemed  at  their  slated  value  when 
they  mature  It  doesn't  mean  that  a 
mutual  tund  that  invests  in  them 
can't  decrease  in  value  if  Interest 
rates  change. 

More  ihan  a  dozen  of  the  sales- 
people suggested  that  insurance 
from  the  Securities  Investor  Protec- 
iKm  Corp..  or  SIPC.  was  just  as  good 
as  Federal  Deposit  Insurance  Corp 
iFDIC)  insurance.  In  lad.  the  SIPC 
insures  brokerage  accounts  for  up  to 
S.")0().(X)(I  each,  but  pays  off  only  if  die 
brokerage  firm  .i;oes  bankrupt.  The 
SIPC  doesn't  insure  the  performance 
of  investments. 

M  Union  Bank  in  Los  Angeles,  a 
saleswoman  skipped  mutual  funds 
altogether  She  first  tried  to  sell  our 
reporter  an  annuity,  an  insurance 
contract  that  promises  a  payment  or 
series  of  payments  at  some  hjture 
date,  usually  at  retirement  When  the 
reporter  hesitated,  the  saleswoman 
phoned  a  colleague  in  another  office 
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and  handed  over  the  receiver.  That 
salesman  pitched  a  unit  investment 
trust,  an  investment  that's  something 
like  a  mutual  fund  but  that  usually 
carries  a  higher  commission. 

Of  the  40  salespeople  who  offered 
investment  advice,  only  eight,  in  our 
judgment  made  a  credible  effort  to 
explain  why  they  recommended 
what  they  did.  Some  others  couched 
their  advice  in  investment  jargon  that 
a  customer  with  no  background  in  fi- 
nance would  have  been  hard-pressed 
to  understand.  At  United  Jersey 
Bank  in  New  Jersey,  for  example,  a 
salesman  tossed  out  such  terms  as 
"inverted  yield  curve."  "basis  points," 
"yield  to  maturity."  "long  hedge."  and 
"fundamental  analysis." 

Most  of  the  salespeople  either 
skipped  over  or  downplayed  their 
commissions,  which  often  take  four 
to  five  percent  off  the  top  of  a  typical 
mutual-fiuid  investment  Once  again, 
only  eight  of  the  40  salespeople  we 
encountered  outlined  the  fees  in  a 
manner  that  we  judged  complete  and 
easily  understood. 

Profiting  from  confusioa 

,Americans  place  a  high  degree  of 
trust  in  their  banks,  largely  because 
the  FDIC  guarantees  bank  account 
balances  up  to  certain  limits.  But  a 
1993  survey  by  the  Securities  and 
Exchange  Commission  found  that 
only  33  percent  of  the  constmiers 
questioned  knew  that  money-market 
mutual  funds  sold  by  banks  are  not 
protected  by  FDIC  insurance.  And  28 
percent  thought  that  all  mutual  fiinds 
sold  by  banks  are  just  as  safe  as 
deposits  with  FDIC  insurance.  An- 
other 17  percent  weren't  sure  whether 
bank  mutual  funds  were  insured  or 
not  (They  aren't  It's  possible,  if 
unlikely,  to  lose  every  cent  that  you 
put  into  a  mutual  fund,  whether  you 
bought  it  at  a  bank  or  elsewhere.) 

It's  not  surpnsing  that  the  public  is 
confused,  given  the  expansion  of 
bank  services  in  recent  years.  Until 
1987.  banks  were  mainly  limited  to 
taking  deposits,  paying  interest  on 
those  deposits,  and  making  loans. 
Then  the  Government  began  to  allow 
banks  to  sell  financial  products  such 
as  stocks,  bonds,  annuities,  and 
mutual  funds. 

Since  then,  banks  have  been  start- 
ing and  selling  mutual  funds  at  a 
rapid  pace.  BayBanks.  Inc..  of  Bos- 
ton, launched  a  family  of  mutual 
liinds  at  the  beginning  of  1993.  and 
by  fall  had  attracted  over  -Sl-billion  in 
assets.  Mellon  Bank  of  Pittsburgh 
announced  in  December  that  it 
would  acquire  the  SSO-billion  Dreyfijs 
994 


Corp.  mutual-fund  company. 

One  reason  for  the  banks'  interest 
in  funds  is  that  tij-htened  Federal 
rules  on  lending  and  increased  capi- 
tal requirements  have  forced  them  to 
look  for  sources  of  revenue  other 
than  making  loans,  .^t  the  same  time, 
low  rates  on  certificates  of  deposit 
have  led  to  an  exodus  of  depositors' 
money  from  banks.  Nearly  a  third  of 
all  the  money  invested  in  CDs  in 
1990  has  since  left — a  net  loss  of 
S191-billion  in  1992  and  S84-billion  in 
1993.  Banks  that  sell  mutual  funds 
can  keep  some  of  that  money  from 
leaving,  and  they  may  be  able  to  sell 
those  customers  CDs  again  if  Inter- 
est rates  rise. 

Enter  Hm  regulators 

No  branch  of  the  Federal  Govern- 
ment has  been  eager  to  claim  juris- 
diction over  bank  sales  of  uninsured 
investments.  The  Securities  and  Ex- 
change Commission,  which  oversees 
other  types  of  mutual  funds,  hasn't 
claimed  direct  regulatory  power  over 
those  sold  by  banks.  The  FDIC  and 
the  Comptroller  of  the  Currency 
both  say  their  main  concern  is  that 
banks  not  Imply  that  their  mutual 
funds  and  other  Investments  are 
FDIC-Insured, 

There  are  signs  that  the  Govern- 
ment may  be  waking  from  Its  regula- 
tory slumber.  Last  November.  Presi- 
dent Clinton  proposed  a  plan  to 
consolidate  oversight  of  the  banking 
industry  under  a  single  Federal 
board,  rather  than  the  four  agencies 
that  currently  share  responsibility. 
Lax  regulation  of  bank  sales  of  In- 


Growth  industry 
Banks  currently 
offer  more  than 
1150  mutual 
funds  with  nearly 
$200-billion  In 
assets.  That's 
up  from  213 
funds  and  $35- 
bllllon  just  five 
years  ago. 


Game  ol  percentages  Fund  companies 
must  follow  strict  rules  in  quoting  their  past 
returns  to  potential  investors.  Not  so  the 
bank  salespeople  we  encountered.  Some 
took  the  liberty  of  writing  the  percentage 
rates  they  predicted  on  the  fund  literature 
they  gave  our  reporter. 
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•  Quart  of  milk 

•  Loaf  of  bread 

•  Mutual  fund 

Bank  South 

Corp.  of  Atlanta, 

which  operates 

banking  outlets 

In  stores  like 

Kroger  and 

Piggly  Wiggly, 

has  announced 

plans  to  sell 

mutual  funds  at 

its  supermarket 

locations. 


vestment  products  was  cited  as  one 
reason  for  such  a  move. 

The  FDIC  last  summer  issued  an 
"advisory"  to  banlts  on  mutual-fund 
sales.  But  the  advisory,  and  similar 
guidelines  from  the  Comptroller  of 
the  Currency,  are  simply  advice,  not 
rules.  They  have  been  widely  ig- 
nored by  the  banks. 

The  Comptroller's  guidelines  call 
for  banks  to  make  a  "conspicuous 
disclosure"  in  a  prospectus  or  adver- 
tisement that  mutual  funds  sold  by 
the  bank  do  not  have  FDIC  insur- 
ance Only  seven  of  the  salespeople 
we  encountered,  however,  mentioned 
that  the  funds  they  sold  were  not  bank 
deposits  or  were  not  FDIC  insured. 

Legislation  to  rein  in  the  banks  has 
been  introduced  by  Henry  Gonzales, 
D-Tex..  chairman  of  the  House  Bank- 
ing Committee.  He  cited  as  an  exam- 
ple of  the  potential  for  abuse  the 
Lincoln  Savings  &  Loan  scandal  of 
1989.  It  involved  thousands  of  people, 
most  of  them  elderly,  who  bought 
uninsured  bonds  they  believed  to  be 
federally  insured  because  the  bonds 
were  sold  inside  the  bank.  When  the 


savings  and  loan  was  taken  over  by 
the  Government,  more  than  23.000 
customers  were  left  holding  S255- 
million  in  worthless  bonds. 

Investigators  found  that  tellers 
at  Lincoln  Savings  &  Loan  received 
bonuses  for  recommending  unin- 
sured bonds  to  customers  and  for 
meeting  the  sales  quotas  established 
at  each  branch.  Customers  were  not 
told  that  the  bonds  were  being  used 
to  finance  real-estate  ventures  that 
entailed  considerable  risk. 

The  House  proposal  would  require 
banks  to  sell  uninsured  products  in  a 
separate  part  of  the  bank.  Currently, 
the  regulations  merely  require  them 
to  comply  "to  the  extent  permitted  by 
space  and  personnel  considerations." 
Few  of  the  banks  CU  visited  segre- 
gated their  mutual-fund  operations. 
Indeed,  most  of  them  placed  fund 
representatives  in  prominent  loca- 
lioDS,  such  as  near  the  entrance  or 
the  tellers'  line. 

At  some  banks  we  visited,  lobbies 
were  festooned  with  mutual-fund 
advertisements.  The  small  Wells 
Fargo  branch  at  the  comer  of  6th 


Advice  on  Advisers 
WHERE  TO  FIND  INVESTMENT  HELP 


If  you  are  planning  to  invest  in  mutual  hinds 
for  the  first  time,  your  best  bet  is  to  educate 
yourself  in  the  basics  of  investing,  not  to  put 
your  trust  or  your  money  in  the  hands  of 
someone  billed  as  an  "investment  adviser." 
In  particular,  we  think  you  should  focus  on 
no-load  mutual  hinds,  the  kind  that  are  sold 
directly  to  investors  without  any  costly  sales 
commissions. 

Information  on  mutual-fund  investing  is 
widely  available,  consumer  retoitts  pub- 
lished its  most  recent  Ratings  of  hinds  in 
May  (stock  funds)  and  June  (bond  funds) 
1993.  Other  magazines,  such  as  Business 
Week.  Forbes,  and  Money,  also  pubbsh  hind 
data,  as  do  newspapers  such  as  The  Wall 
Street  Journal  and  Barron's.  Consumer  Re- 
ports Books  will  publish  a  basic  guide  for 
ftind  investors.  The  Consumer  Reports  .Vlu- 
tual  Funds  Book,  in  May. 

If  you  find  that  you  need  more  help  in 
choosing  funds,  don't  sign  up  with  the  first 
adviser  you  encounter.  Sound  investment 
advice  may  well  be  as  close  as  your  neigh- 
borhood bank,  but  how  can  you  tell' 

Unfortunateh'.  the  fact  that  your  bank  may 
call  its  salesperson  a  financial  planner  means 
little.  Anyone  can  hang  out  a  financial  plan- 
ner shingle  and  offer  investment  advice 
Seven  of  the  salespeople  we  interviewed 
claimed  to  be  Certified  Financial  Planners, 


which  means  that  they  have  passed  a  course 
of  study  and  received  a  certificate.  Interest- 
ingly, none  of  the  seven  were  among  the 
group  of  salespeople  whose  recommenda- 
tions we  would  consider  appropriate. 

Good  financial  planning  should  start  with 
a  written  list  of  your  current  assets,  debts, 
and  income.  The  adviser  should  ask  about 
your  goals:  when  you'd  like  to  retire  and 
with  what  level  of  income,  how  you  plan  to 
finance  your  children's  education,  your  tax 
situation,  and  so  on. 

With  those  factors  in  mind,  the  adviser  can 
present  a  variety  of  investments  with  varying 
risk  levels.  He  or  she  should  be  willing  to 
explain  each  of  them  to  your  satisfaction  and 
to  let  you  choose  what's  best  for  you. 

Insurance  agents,  lawyers,  accountants, 
and  tax  preparers  may  do  financial  planning. 
Speak  to  several  before  you  hand  over  any 
money  Shun  those  who  want  you  to  decide 
immediately.  And  don't  rely  on  oral  repre- 
sentations— get  everything  in  writing. 

If  you  want  to  pay  for  investment  advice, 
consider  hiring  a  fee-only  financial  planner. 
Such  planners  charge  by  the  hour  and  don't 
make  money  from  commissions  That  doesn't 
mean  their  advice  will  always  be  better,  but 
at  least  they  won't  have  a  vested  interest  in 
selling  you  the  products  that  make  them  the 
most  in  commissions. 


and  Grand  in  downtown  Los  Angeles 
featured  more  than  20  large  hanging 
signs  advertising  mutual  funds. 
Wells  Fargo  customers  can  even 
make  some  mutual-fund  transactions 
through  the  bank's  1700  automated 
teller  machines. 

At  several  banks,  our  reporter 
overheard  salespeople  calling  cus- 
tomers whose  CDs  were  about  to 
expire.  Those  customers  were  urged 
to  switch  their  CDs  to  the  bank's 
mutual  hinds  or  other  investments. 
A  salesman  at  a  California  bank 
boasted,  'TVhen  I  teU  them  the  kind 
of  return  they  could  get  with  mutual 
funds,  their  eyes  pop  out" 

Marketing  efforts  that  target  CD 
customers  "can  lead  to  abuse  and 
therefore  are  of  special  concern," 
says  the  FDIC.  The  practice  of  call- 
ing people  with  matiiring  CDs  to  sell 
them  other  investments  would  be 
curtailed  under  the  Gonzales  bill 
Prior  written  consent  from  the  cus- 
tomer would  be  required  before 
information  about  his  or  her  ac- 
counts could  be  released  without  a 
court  order. 

The  bill  would  also  prohibit  teDers 
from  making  unsolicited  referrals  to 
bank  customers.  According  to  the 
Consumer  Bankers  Association,  a 
banking-industry  trade  group,  teflers 
are  often  given  incentives  for  refer- 
ring depositors  to  the  investment 
salespeople.  Such  incentives  may 
include  cash  or  extra  vacation  time, 
according  to  another  source. 

Customers  usually  aren't  told 
whether  the  salesperson  sitting  in 
their  bank's  lobby  works  for  the 
bank  itselt  a  subsidiary  of  the  bank, 
or  an  outside  firm.  If  those  custoiih 
ers  buy  a  fund,  their  monthly  state- 
ments may  carry  the  bank's  name, 
but  the  bank  itself  may  have  nothing 
to  do  with  the  investment  except  to 
collect  a  commission. 

A  bank  may  not  only  give  an  out- 
side brokerage  firm  space  in  its 
branches,  it  may  give  the  firm  access 
to  the  bank's  customer  file,  including 
the  expiring  CD  lists.  Bringing  in 
outsiders  who  are  not  directly  ac- 
countable to  the  bank  creates  the 
greatest  chance  for  abuse.  A  branch 
manager  at  a  Chicago  bank,  who 
asked  that  his  name  be  withheld, 
told  our  reporter  that  no  fewer  than 
12  brokers  had  come  and  gone  fix)m 
his  branch  during  the  previous  14 
months.  The  brokers  are  on  com- 
mission, and  my  customers  are 
marks  to  them,"  the  manager  said. 
They  don't  monitor  the  customers' 
portfolio,  except  to  try  to  generate 
another  commission."  ■ 

CONSUMER  REPORTS    MARCH    1994 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Washington,  DC    20219 


May  4.  1994 

Michael  E.  Bleier 
General  Counsel 
Mellon  Bank,  N.A. 
One  Mellon  Bank  Center 
Pittsburgh.  PA    15258-0001 

Re:       Mellon  Bank,  N.A.,  Greensburg.  PA  -  Control  No.  93-NE-08-043 

Mellon  Bank  (DE),  N.A.,  Wilmington,  DE  -  Control  No.  93-NE-08-044 
Operating  Subsidiary  Notice  -  Mellon/Dreyfiis  Acquisition 

Dear  Mr.  Bleier: 

This  letter  responds  to  your  notification,  on  behalf  of  Mellon  Bank,  N.A.  and  Mellon  Bank 
(DE)  (collectively,  the  "Bank"),  of  the  Bank's  intent  to  establish  certain  operating 
subsidiaries  (collectively,  the  "Subsidiaries")  to  acquire  most  of  the  assets,  operations,  and 
activities  of  The  Dreyfiis  Corporation.   Following  the  acquisition,  the  Subsidiaries  primarily 
will  engage  in  investment  advisory,  brokerage  and  administrative  services  to  the  Dreyfiis 
family  of  mutual  funds.   The  Subsidiaries  will  not  act  as  distributor  of  the  mutual  funds.   In 
addition,  the  Bank  proposes  to  have  the  Subsidiaries  engage  in  certain  other  activities 
imrelated  to  mutual  funds  which  are  permissible  for  national  banks  aiKi  their  operating 
subsidiaries,  including  investing  and  selling  certain  precious  metals  to  customers;  holding 
loans;  receiving  and  passing  payments  to  the  parent  corporation;  and  selling  variable 
armuities  as  agent  from  a  place  of  imder  5000  inhabitants. 

The  Bank's  notification  was  filed  with  the  Office  of  the  Comptroller  of  the  Currency 
("OCC")  on  December  30,  1993,  pursuant  to  12  C.F.R.  §  5.34.   As  provided  in  section 
5.34,  the  OCC  extended  its  thirty-day  review  period  since  the  Bank's  proposal  raised  issues 
which  required  additional  information  and  time  for  analysis.   The  OCC  reviewed  the  Bank's 
proposal  to  determine  if  the  proposed  activities  were  legally  permissible  for  national  bank 
operating  subsidiaries  and  to  ensure  that  the  proposal  was  consistent  with  prudent  banking 
principles  and  OCC  policy.   On  February  23,  1994.  the  OCC  published  a  summary  of  the 
Bank's  proposed  acquisition  in  the  Federal  Register,  affording  interested  persons  an 
opportunity  to  submit  comments.   S^  59  Fed.  Reg.  9017  (1994).   The  Federal  Register 
notice  also  requested  comments  on  another  pending  operating  subsidiary  notice.   The  time 
for  filing  comments  on  both  notices  expired  on  March  28,  1994,  and  the  OCC  has  considered 
all  comments  received. 
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In  response  to  the  request  for  comments,  the  OCC  received  a  total  of  thirty-six  comments 
with  thiity-one  commenters  supporting  the  Bank's  proposal.    The  majority  of  the  comments 
came  firom  commuxiity  groups  favoring  approval  of  the  Bank's  proposal  based  primarily  on 
the  Bank's  demonstrated  commitment  to  the  conununity  and  the  expectation  that  the  . 
acquisition  would  result  in  customers  having  greater  and  easier  access  to  a  wide  range  of 
banking  and  investment  products.   Commenters  suted  this  would  particularly  benefit  persons 
with  fixed  iixx>mes  and  limited  mobility.   Various  bankers  and  trade  associations  provided 
favorable  comments  focusing  on  the  legal  precedents  for  approval,  the  changing  nature  of 
banking,  customer  protection  matters,  and  maintaining  bank  coii^)etitiveness.   Several 
commenters  urged  against  adopting  regulatory  conditions  that  would  unfairly  burden  banks 
relative  to  other  participants  in  the  mutual  funds  industry.   The  OCC  received  five  comments 
critical  of  the  Bank's  proposal.   Two  of  the  comments  raised  general  concerns  about  bank 
participation  in  mumal  fund  activities  and  the  other  three  comments  discussed  individual 
complaints  based  on  alleged  age  discrimination  in  employment  by  an  ex-employee,  the  sale 
of  property  by  another  bank  acquired  by  the  Bank,  and  a  loan  made  by  the  Bank  for  the 
establishment  of  an  employee  stock  ownership  plan. 

Based  on  the  information  provided  in  the  Bank's  notification  letter  dated  December  30,  1993, 
accompanying  legal  memorandimi  and  other  written  materials  enclosed  therein,  subsequent 
materials  listed  in  footnote  one,'  information  provided  by  commenters,  and  the  OCC's 
analysis,  we  conclude  that  the  proposed  activities  are  permissible  for  national  banks  and  their 
operating  subsidiaries  and  are  consistent  with  prior  opinions  of  the  OCC.   Accordingly,  the 
Bank  may  implement  its  proposal  pursuatu  to  12  C.F.R.  S  S-34  based  on  the  facts  as 
described  and  in  accordance  with  the  submitted  materials.   This  letter  also  subjects  the  Bank 
and  the  Subsidiaries  to  all  the  conditions  set  forth  in  this  letter. 

The  Bank's  Proposal 

The  Bank  proposes  to  establish  a  wholly-owned  operating  subsidiary,  XYZ  Subsidiary,  to 
facilitate  the  acquisition  of  most  of  the  assets,  operations  and  activities  of  The  Dreyfus 
Corporation  ("Dreyfus").^  XYZ  Subsidiary  will  merge  with  Dreyfus  and  Dreyfus  will 


'   Letter  from  Michael  E.  Bleier  to  Michael  Tiscia  dated  March  4,  1994;  Letter  from 
Michael  E.  Bleier  to  Michael  Tiscia  dated  March  4,  1994  (second  letter):  Letter  from 
Michael  E.  Bleier  to  Suzette  Greco  and  Ann  Jaedicke  dated  March  4,  1994;  Letter  from 
Michael  E.  Bleier  to  Michael  Tiscia  dated  March  IS,  1994;  and  the  Policy  Sutement  on 
Mutual  Funds  dated  April  21,  1994  (revised).   For  purposes  of  this  letter,  the  term 
'Notification'  refers  to  each  of  these  items  as  well  as  the  Bank's  notification  letter, 
accompanying  legal  memorandum  and  other  written  materials  enclosed  therein. 

'  The  Dreyfus  Corporation  is  a  corporation  organized  and  existing  in  good  standing 
under  the  laws  of  the  Sute  of  New  York,  with  its  principal  offices  located  in  New  York, 
New  York.   Dreyfus  has  operated  under  the  Dreyfiis  name  since  1951  and  has  been  publicly 
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continue  as  the  surviving  corporation.  Dreyfus  and  its  current  subsidiaries  will  be  divided 
into  four  groups  after  the  acquisition:  (1)  those  that  will  become  operating  subsidiaries  of 
Mellon  Bank,  N.A.;  (2)  those  that  will  become  operating  subsidiaries  of  Mellon  Bank  (DE);' 
(3)  those  that  will  become  nonbank  subsidiaries  of  Mellon  Banking  Corporation  ("MBC"), 
the  parent  corporation  of  the  Bank;  and  (4)  those  that  will  be  liquidated  or  divested.  The 
Bank's  notice  and  this  lener  only  relate  to  the  proposed  subsidiaries  as  listed  in  groups  (1) 
and  (2).*  The  acquisitions  are  pursuant  to  an  Agreement  and  Plan  of  Merger  among  MBC, 
Mellon  Bank,  N.A.,  XYZ  Subsidiary  and  Dreyfus. ' 

The  Subsidiaries  listed  in  groups  (1)  and  (2)  above  will  be  chartered  under  the  laws  of  either 
New  York  or  Delaware  and  will  have  offices  in  New  York  City  and  several  other  locations. 
None  of  the  offices  of  the  Subsidiaries  will  receive  deposits,  pay  checks  or  lend  money.   The 
Dreyfus  Corporation  is  located  at  200  Park  Avenue,  New  York,  New  York,  and  will 
continue  to  operate  from  that  location.   Following  the  merger,  the  Dreyfus  management  team 
and  the  Dreyfus  liind  managers  will  remain  in  place,  and  the  Dreyfus  name  will  be  retained 
for  the  mutual  funds  it  manages.*  The  Bank  represents  that  no  director,  officer  or  employee 


owned  since  1965.    Dreyfus  serves  primarily  as  an  mvestment  advisor  and  manager  of 
mutual  funds  and  is  the  sixth  largest  mutual  fund  company  in  the  United  States.    Dreyfus 
also  acts  as  the  holding  company  for  several  other  entities. 

'  Dreyfus  Service  Organization,  Inc.  is  the  only  current  Drejliis  subsidiary  proposed  to 
become  an  operating  subsidiary  of  Mellon  Bank  (DE). 

*  The  current  subsidiaries  of  Dreyfus  that  will  continue  as  subsidiaries  of  the  post- 
merger  Dreyfus  are:   The  Dreyfus  Consumer  Credit  Corporation;  Dreyfus-Lincoln,  Inc.; 
Dreyfus  Management,  Inc.;  Dreyfus  Personal  Management,  Inc.;  Lion  Management,  Inc.; 
Dreyfus  Precious  Metals,  Inc.;  Dreyfus  Service  Corporation;  Seven  Six  Seven  Agency,  Inc.; 
and  Dreyfus  Service  Organization,  lac.   The  incoming  materials  provide  descriptive  details 
on  the  activities  of  each  of  these  entities.    For  purposes  of  this  letter,  use  of  the  name 
'Dreyfus'  encon^>asses  the  holding  company  and  these  subsidiaries,  imless  otherwise  noted. 
All  of  these  entities  will  be  bank  operating  subsidiaries  after  the  merger. 

'  MBC  will  issue  shares  of  its  common  stock  for  each  share  of  Dreyfus  common  stock. 
MBC  will  account  for  the  transaction  as  a  pooling  of  interests.   The  proposed  merger  will 
have  a  positive  impact  of  the  capital  position  of  the  Bank.   The  Bank  notes  that  the  principal 
reasons  fcr  establishing  Dreyfus  as  a  subsidiary  of  the  Bank,  rather  than  a  subsidiary  of 
MBC,  were  to  provide  this  major  increase  to  the  Bank's  capital  position  and  to  supplement 
the  Bank's  earnings  with  Dreyfiis'  earnings. 

*  The  management  of  the  Bank  has  committed  that  Dreyfus  will  operate  as  an 
independent  entity  for  at  least  two  years  subsequent  to  the  acquisition.   The  Bank  will  be 
accountable  for  tlie  operations  of  Dieyfus,  as  it  is  for  all  of  its  operating  subsidiaries.    MBC 
will  provide  oversight  and  review  of  the  Dreyfus  operations  by  participation  on  an  executive 
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of  the  Subsidiaries  will  serve  as  a  director,  officer  or  employee  of  any  of  the  Dreyfus  family 
of  mutual  funds. 

The  Subsidiaries  will  be  subject  to  substantial  regulatory  requirements  under  the  federal 
securities  laws,  applicable  sute  laws  and  the  Rules  of  Fair  Practice  of  the  National 
Association  of  Securities  Dealers,  Inc.  ("NASD").   In  particular.  The  Dreyfus  Corporation 
and  Dreyfus  Management,  Inc.  will  continue  as  registered  investment  advisors  under  the 
Investment  Advisors  Act  of  1940  and  under  all  applicable  state  investment  advisory  laws. 
Dreyfus  Service  Corporation  will  continue  as  a  registered  broker-dealer  under  the  Securities 
Exchange  Act  of  1934  and  under  all  applicable  state  broker-dealer  laws.   It  also  will  continue 
as  a  member  in  good  standing  of  the  NASD.   In  addition,  as  national  bank  operating 
subsidiaries,  the  Subsidiaries  will  be  subject  to  examination  and  supervision  by  the  OCC. 

Under  the  Bank's  proposal,  the  Subsidiaries  will  engage  ...  the  corrent  activities  of  Dreyfus, 
with  various  exceptions.   The  primary  business  of  Dreyfus  is  the  provision  of  investment 
advisory  and  administrative  services  to  registered  open-end  investment  companies  (mutual 
funds).'  Dreyfus  provides  services  to  approximately  130  of  its  own  mutual  funds  (the 
"Dreyfus  Funds"  or  "Funds"),  which  have  approximately  $80  billion  in  assets. 
Approximately  54%  of  the  assets  are  in  money  market  funds,  34%  in  bond  funds  and  12%  in 
equity  funds.   Dreyfus  also  provides  investment  advisory  services  to  closed-end  funds, 
individuals  and  institutional  investors. 

Each  of  the  Dreyfus  Funds  is  registered  as  an  investment  company  under  the  Investment 
Company  Act  of  1940  ("1940  Act")  and  under  state  securities  laws,  as  applicable.   Each 
Fund  is  governed  by  a  board  of  directors  consisting  of  a  minimum  of  three  directors  subject 
to  1940  Act  requirements  concerning  independence.'  Shares  of  each  Fund  are  registered 
with  the  Securities  and  Exchange  Commission  ("SEC")  under  the  Securities  Act  of  1933  as 


committee.   The  Bank  represents  that  Dreyfus  will  establish  an  Executive  Cominittee 
responsible  for  Dreyfus'  operations,  which  will  be  composed  of  two  representatives  from 
MBC  and  two  from  Dreyfus.  The  current  Chief  Executive  Officer  and  President  of  Dreyfus 
will  remain  in  place  during  the  two  year  period.   The  current  membership  of  the  Dreyfus 
Board  of  Directors  will  remain  the  same. 

'  As  provided  in  the  Bank's  notice,  Dreyfus  also  has  seventeen  financial  service  centers 
located  throughout  the  United  States.   These  centers  provide  various  services,  including 
selling  shares  of  Dreyfus  Funds  solely  on  an  agency  basis.  The  Subsidiaries  will  continue 
these  activities  after  the  acquisition. 

•  Section  10  of  the  1940  Act  basically  provides  that  at  least  forty  percent  of  the  directors 
on  the  board  must  be  independent,  unless  certain  affiliated  relationships  exist  in  which  case  a 
majority  of  the  directors  must  be  independent.   Sgs  15  U.S.C.  §  80a-10.   The  Bank 
represents  that  the  Dreyfus  Funds  will  have  boards  of  directors  independent  from  the  Bank 
aitd  the  Subsidiaries. 
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required.    All  disclosure  and  marketing  materials  relating  to  the  Funds,  including  each 
Fund's  prospectus,  will  comply  with  applicable  requirements  under  the  1940  Act,  the 
Securities  Act  of  1933,  applicable  state  securities  laws  and  federal  banking  laws. 

The  Subsidiaries  will  continue  to  provide  investment  advisory  services  to  the  Dreyfus  Funds 
as  well  as  to,  among  others,  corporate  retirement  plans,  individuals,  foutxlations  and 
endowments.    One  or  more  of  the  Subsidiaries  will  act  as  direct  advisor  to  the  Dreyfus 
Funds.    While  Dreyfus  currently  acts  as  distributor  of  the  Funds,  prior  to  the  time  the 
acquisition  is  consununated  Dreyfus  will  resign  as  distributor.   The  respective  boards  of 
directors  of  the  Funds  will  contract  with  an  independent  third  party  to  act  as  distributor.' 

In  conjunctioa  with  the  advisory  services,  the  Subsidiaries  will  provide  various  administrative 
services  to  the  Dreyfus  Fimds.    For  example,  such  services  may  include  maintaining  and 
preserving  Fund  records,  computing  net  asset  value  and  other  performance  information 
regarding  the  Funds,  preparing  and  filing  with  the  SEC  and  stit£  securities  regulators 
registration  statements  arid  other  required  materials;  preparing  and  filing  tax  returns, 
providing  office  facilities  for  the  Funds,  and  coordinating  communications  and  activities 
between  the  investment  advisor  and  other  service  providers.   The  Bank  represents  that  these 
are  normal  administrative  services  substantially  similar  to  those  recently  approved  by  the 
Federal  Reserve  Board  in  connection  with  the  Mellon  Bank  Corporation's  acquisition  of  The 
Boston  Company.   §^  Mellon  Bank  Corporation.  79  Fed.  Res.  Bull.  626  (1993).   The 
Subsidiaries  will  receive  a  fee  for  providing  the  advisory  and  administrative  services 
consistent  with  1940  Act  requirements  and  general  industry  practices. 


'  The  party  specifically  identified  as  the  distributor  will  serve  as  the  intermediary 
between  the  Funds  and  purchasers  of  Fund  shares.   The  independent  distributor  will  be  a 
"priiKipal  underwriter"  for  purposes  of  the  1940  Act.   As  provided  by  the  Bank,  the 
independent  distributor  likely  will  be  responsible  for  (1)  entering  into  distribution  agreements 
with  the  Dreyfus  Fuixls;  (2)  being  named  as  the  distributor  in  all  Fund  prospectuses  and  sales 
literature;  (3)  confirming  to  investors  or  broker-dealers  all  sales  of  Dreyfus  Funds  shares 
with  a  confumation  complying  with  Rule  lOb-10  under  the  1940  Act;  (4)  providing  the 
required  seed  money  for  any  new  funds;  (5)  entering  into  agreements  with  broker-dealers 
selling  the  Dreyfus  Funds;  (6)  collecting  front  end  sales  charges  from  broker-dealers  or 
investors;  (7)  advancing  commissions  to  broker-dealers;  (8)  receiving  aixl  transmitting  that 
portion  of  12b-l  payments  that  will  be  paid  to  broker-dealers  as  sales  and  maintenance 
commissions,  and  entering  into  12b-l  agreements  with  broker-dealers,  banks  and  others  as 
contemplated  by  Rule  I2b-1;  (9)  collecting  back-end  sales  charges  from  redeeming 
shareholders;  (10)  paying  the  costs  of  printing  and  distributing  prospectuses  to  potential 
investors;  and  (11)  providing  other  regulatory/administrative  services  that  are  typical  for  a 
distributor.   The  distributor  will  receive  a  fee  for  its  distribution  activities  consistent  with 
industry  practice. 
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Similar  to  current  Dreyfus  activities,  the  Subsidiaries  also  will  engage  in  securities  brokerage 
activities  on  behalf  of  their  clients.   The  Subsidiaries  may  provide  shareholder  services  and 
sell  Fund  shares,  solely  on  an  agency  basis,  at  fuiancial  service  centers  throughout  the  United 
States.   The  Bank  represents  that  the  Subsidiaries  will  not  engage  in  underwriting  or  dealing. 
The  Subsidiaries  also  will  not  sponsor  or  organize  new  mutual  funds  for  the  Dreyfus  Funds 
family.'"   The  compensation  received  by  the  Subsidiaries  for  brokerage  services  will  be 
consistent  with  that  customarily  received  by  an  agent  and  not  that  of  a  principal  or  dealer." 

In  an  effort  to  minimize  any  potential  safety  and  soundness  concerns,  address  consunsr 
protection  issues  and  prevent  conflicts  of  interest,  the  Bank  represents  that  the  Bank  and  its 
subsidiaries  will  adopt  a  Policy  Statement  on  Mutual  Funds  prior  to  the  acquisition.  '*  The 
Policy  Statement  builds  upon  the  Bank's  existing  comprehensive  policies  governing  sales  of 
nondeposit  investment  products.   Specific  areas  covered  by  the  Policy  Statement  include 
suitability  icquircments,  procedures  to  ensure  that  the  customer  understands  that  mutual 
fands  are  not  FDIC-insured  or  bank  obligations,  differentiation  between  names  of  mutual 
funos  and  the  Bank's  name,  use  of  signs  to  illustrate  the  differences  between  bank  obligations 
and  mutual  fund  shares,  and  independence  of  the  Funds  and  the  Funds'  boards  of  directors. 
As  provided  in  the  Policy  Statement,  all  transactions  between  the  Bank  and  the  Subsidiaries 
will  be  subject  to  Sections  23A  and  233  of  the  Federal  Reserve  Act  without  giving  effect  to 
the  exemption  for  bank  subsidiaries.   S^  12  U.S.C.  §  371c(b)(2)(A)."  The  Bank  has 
acknowlolged  that  the  voluntary  commitments  set  forth  in  the  Policy  Statement 


'"  The  independent  distributor  may  organize  new  mutual  funds  which  the  Subsidiaries 
subsequently  may  advise  or  administer.  The  Bank  represents  that  it  will  not  provide  seed 
capital  to  fund  these  new  mutual  funds. 

"  The  Bank  anticipates  that  trades  for  the  Dreyfus  Funds  will  be  executed  through 
broker-dealers  not  afTiliated  with  the  Bank  or  the  Subsidiaries.   Broker-dealers  will  be 
selected  to  ensure  best  execution  of  such  trades.   These  trades  currently  are  executed  for  the 
Dreyfus  Funds  by  unaffiliated  broker-dealers.   In  the  event  an  affiliated  broker-dealer  were 
used,  the  relationship  would  be  governed  by  Section  17(e)  of  the  1940  Act  and  Rule  17e-l 
concerning  transactions  between  affiliated  parties. 

"  The  Bank  represents  that  the  Policy  Statement  will  apply  to  Dreyfus  as  of  the  date 
Dreyfus  becomes  an  operating  subsidiary  of  the  Bank. 

"  We  also  note  that  under  Sections  23A  and  23B  of  the  Federal  Reserve  Act,  the  Bank 
considers  the  Funds  'affiliates"  of  the  Bank  and  thus  subject  to  various  requirements  enacted 
to  protect  banks  from  potential  abuses  in  financial  transactions  with  affiliated  companies. 
See  12  U.S.C.  §  §  371c  and  371c-l. 
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could  be  formal  conditions  enforceable  by  the  OCC*  See  Letter  from  Mellon  Banking 
Corpc  ration  and  The  Dreyfus  Corporation  to  The  Honorable  John  D.  Dingell,  Committee  on 
Energy  and  Commerce  dated  February  18.  1994.  Compliance  with  the  Policy  Statement  is 
imposed  as  a  condition  of  regulatory  approval  in  the  "Conclusion"  section  and  a  copy  of  the 
Statement  is  attached  to  this  letter  for  reference.  In  addition,  the  Bank  and  the  Subsidiaries 
are  subject  to  the  Interagency  Statement  on  sales  of  nondeposit  investment  products  which  is 
discussed  in  the  subsection  of  this  letter  entitled  "Application  of  the  Interagency  Statement. " 

In  addition  to  the  mutual  fund-related  activities  discussed,  the  Subsidiaries  also  will  engage  b 
several  other  activities  generally  permissible  for  national  banks  and  their  operating 
subsidiaries.    Certain  Dreyfus  subsidiaries  being  acquired  by  the  Bank  currently  engage  in 
these  activities."  These  other  activities  include:    investing  and  selling  certain  precious 
metals  to  customers;  holding  loans;  receiving  and  passing  payments  to  the  parent  corporation; 
and  selling  variable  annuities  as  agent  from  a  place  of  under  5000  inhabitants. 

We  expect  that  the  Bank  and  the  Subsidiaries  will  conduct  their  operations  in  accordance  with 
all  applicable  laws  and  regulations  and  in  a  prudent  manner,  consistent  with  safe  and  sound 
banking  practices. 

Legality  of  Proposed  Activities 

Permissible  Banking  Activities 

The  National  Bank  Act  provides  that  national  banks  shall  have  the  power: 

To  exercise  ...  all  such  incidental  powers  as  shall  be  necessary  to  carry  on  the 
business  of  banking;  by  discounting  and  negotiating  promissory  notes,  drafts,  bills  of 
exchange,  and  other  evidences  of  debt;  by  receiving  deposits;  by  buying  and  selling 
exchange,  coin  and  bullion;  by  loaning  money  on  personal  security;  and  by  obtaining, 
issuing,  and  circulating  notes  according  to  the  provisions  of  title  62  of  the  Revised 
Statutes. 


'*  The  Bank  represents  that  it  will  not  make  any  changes  in  the  Policy  Statement  without 
prior  notice  to  the  OCC  and  the  Federal  Reserve  Board.   The  Bank  states  it  will  not  make 
the  change  if  notified  of  objections  by  either  agency  within  thirty  days  of  the  notification. 

"  As  provided  in  the  Bank's  notice,  however,  two  of  the  subsidiaries  being  acquired 
currently  are  inactive:   Dreyfus  Personal  Management,  Inc.,  which  offers  discretionary 
advisory  services  primarily  to  individuals,  and  Lion  Management  Inc. ,  which  acts  as  a 
commodity  pool  operator  and  commodity  trading  advisor  for  limited  partnerships.    While 
these  activities  generally  are  permissible,  the  Bank  agrees  it  will  give  advance  notice  to  the 
OCC  of  any  decision  to  activate  these  subsidiaries  after  the  acquisition.   The  Bank  should 
submit  a  notice  pursuant  to  12  C.F.R.  §  5.34. 
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12  U.S. C.  §  24(Seventh).    The  OCC  has  taken  the  position  that  Section  24(Seventh)  grants 
broad  powers  for  banks  to  engage  in  the  business  of  banking,  iiKluding  the  specifically 
recited  powers  and  such  other  incidental  powers  that  are  reasonably  necessary  to  perform  the 
business  of  banking  as  a  whole.    S^  Interpretive  Letter  No.  494  (December  20,  1989), 
reprinted  in  [1989-90  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  5  83,083  (extensive 
analysis  concluding  that  such  a  broad  view  is  supported  by  statutory  construction,  legislative 
history,  case  law,  general  circumstances,  and  commentators).'*  The  courts  have  used 
various  tests  to  determine  whether  banking  activities  are  within  the  intended  scope  of  Section 
24(Seventh)  and  have  found  that  permissible  irKidental  activities  include  those  that  are  similar 
to  an  express  power,  relate  to  an  express  power,  resemble  traditional  banking  fijnctions  or 
constitute  financial  activities.    See  Letter  No.  494,  supra,  at  11-16.   The  five  enumerated 
powers  are  examples  of  banking  powers,  but  not  the  exclusive  list.   Many  other  activities, 
including  those  proposed  by  the  Bank,  also  are  inherent  parts  of  the  business  of  banking.'^ 
We  find  that  the  proposed  activities  for  the  Subsidiaries  are  within  the  scope  of  banking 
activities  previously  considered  and  found  permissible  by  the  OCC,  other  regulatory  ageiKies 
and  the  courts. " 


'*  As  one  commentator  has  noted: 

whatever  may  be  the  legal  rule  as  to  business  corporations,  or  municipal 
corporations,  it  seems  clear  that  National  Banks  are  not  confined  to  the  powers 
specified  in  the  National  Bank  Act  and  those  necessary  to  carry  out  those 
specific  powers;  and  that  in  the  case  of  National  Banks  ...  the  test  is  not 
whether  a  power  is  necessarily  incident  to  one  of  the  specific  powers  granted, 
but  whether  it  is  properly  implied  from  all  of  the  terms  used,  in  light  of  the 
general  intent  and  purpose  of  the  statute. 

Trimble,  The  Implied  Power  of  National  Banks  to  Issue  Letter  of  Credit  and  Accept  Bills.  58 
Yale  L.J.  713,  721  (1949). 

"   See  New  York  State  Ass'n  of  Life  Underwriters  v.  New  York  Stat^  Bankjng  Dept.. 
598  N.Y.S.  2d  824  (N.Y.  App.  Div..  1993).  affld.  -  N.Y.  -  (March  30,  1994)  (court  found 
similar  incidental  powers  clause  of  New  York  banking  law  permitted  banks  to  expand 
banking  services  over  time  consistent  with  evolving  business  practices  and  customers'  needs). 

"  In  addition,  the  OCC  has  long  recognized  its  authority  to  establish  operating 
subsidiaries  as  an  inherent  part  of  the  business  of  banking.   See  31  Fed.  Reg.  11459  (Aug. 
31,  1966).   Operating  subsidiaries  enable  banks  to  use  a  different  organizational  structure  to 
conduct  permissible  activities.   The  OCC  has  provided  by  regulation  that  nation?'  ^t-'s  may 
choose  to  engage  in  permissible  activities  by  means  of  an  operating  subsidiary.    12  C.F.R. 
§  5.34.   The  operating  subsidiary  is  subject  to  OCC  examination  and  supervision  and  to  the 
same  banking  laws  and  regulations  as  the  parent  bank  unless  otherwise  provided  by  statute  or 
regulation.   Id.   Thus  the  Bank  has  the  authority  to  establish  the  Subsidiaries  to  engage  in  the 
proposed  activities  as  long  as  the  activities  are  permissible. 
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Investment  Advisory  Services 

The  OCC  has  firmly  established  that  national  banks  and  their  subsidiaries  have  the  authority 
to  provide  investment  advice  as  part  of  or  incidental  to  the  business  of  banking.   See  e.g.. 
OCC  Letter  from  Frank  Maguire  (April  15,  1994);  Interpretive  Letter  No.  622  (April  9, 
1993),  reprinted  in  Fed.  Banking  L.  Rep.  (CCH)  1  83,504;  Interpretive  Letter  No.  367 
(August  19.  1986).  reprinted  in  [1985-87  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
\  85,537;  Decision  of  the  Comptroller  of  the  Currency  Concerning  ^  Application  bv 
American  National  Bank  of  Austin.  Texas,  to  Establish  an  Operating  Subsidiary  to  Provide 
Investment  Advice  (September  23,  1983),  reprinted  in  Fed.  Banking  L.  Rep.  (CCH) 
5  99,732.    Investment  advice  also  is  authorized  by  trust  powers  provisions  in  12  U.S.C. 
§  92a.   The  courts  have  confirmed  that  bank  holding  company  subsidiaries  may  act  as 
investment  advisors.    Sm  Board  of  Governors  of  the  Federal  Reserve  System  v.  Investment 
Company  Institute.  450  U.S.  46  (1981)  ("iO");  Securities  Industry  Association  v.  Board  of 
Governors  of  the  Federal  Reserve  System.  821  F.2d  810  (D.C.  Cir.  1987).  cert,  denied.  484 
U.S.  1005  (1988)  rNatWest"). 

Likewise,  the  OCC  has  permitted  national  bank  subsidiaries  to  offer  investment  advice  to 
customers  and  simultaneously  act  as  investment  advisor  to  the  same  mutual  fund.   §es 
Interpretive  Letter  No.  403  (December  9,  1987),  reprinted  in  [1988-89  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  1  85,627.   In  finding  that  a  bank  holding  company  may  serve  as 
investment  advisor  to  a  mutual  fund,  the  Supreme  Court  has  recognized  that  the  fimctions  of 
an  investment  advisor  include  management  activities: 

The  principal  activity  of  an  investment  advisor  is  to  manage  the  investment 
portfolio  of  its  advisee  -  to  invest  and  reinvest  the  funds  of  the  client.   Banks 
have  engaged  in  that  sort  of  activity  for  decades.    As  executor,  trustee,  or 
managing  agent  of  funds  conunitted  to  its  custody,  a  bank  regularly  buys  and 
sells  securities  for  its  customers. 

Id.  450  U.S.  at  55;  see  also  OCC  Letter  from  Daniel  L.  Pearson  (January  13,  1993) 
(approving  operating  subsidiary  to  enter  into  a  partnership  that  will  act  as  a  mutual  fund 
manager)  [hereinafter  the  "Pearson  Letter"];  OCC  Letter  from  William  B.  Glidden  (January 
14,  1988)  (national  bank  investment  advisors  manage  and  supervise  the  investment  and 
reinvestment  of  cash,  securities  or  other  properties  comprising  the  assets  of  the  mutual  funds) 
[hereinafter  the  "Glidden  Letter"]. 

Brokerage  Services 

Similarly,  numerous  OCC  and  court  opinions  confirm  the  long  established  power  of  banks 
and  their  subsidiaries  to  perform  brokerage  services  for  their  customers.    See  e.g..  Securities 
Industry  Association  v.  Board  of  Governors  of  the  Federal  Reserve  System.  468  U.S.  207 
(1984)  ("Schwab");  Securities  Industry  Association  v.  Comptroller  of  the  Cunency.  577  F. 
Supp.  252  (D.D.C.  1983).  aff  d  per  curiam.  758  F.2d  739  (DC.  Cir.  1985),  cert,  denied. 
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474  U.S.  1054  (1986)  (brokerage  issue);  Interpretive  Letter  No.  494,  supra:  In  re  Security 
Pacific  r.dtional  Bank  (August  26,  1982),  reprinted  in  (1982-83  Transfer  Binder)  Fed. 
Banking  L.  Rep.  (CCH)  1  99,284.   The  authority  of  banks  to  provide  brokerage  services  is 
within  the  business  of  bankiog  as  contemplated  in  12  U.S.C.  §  24(Seventh)  and  is  expressly 
recognized  by  the  language  of  the  Glass-Steagall  Act."  The  OCC  has  permitted  securities 
brokerage  activities  by  national  bank  subsidiaries  including  the  purchase  and/or  sale,  as 
agent,  of  shares  in  mutual  funds.   See  e.e..   Inteipretive  Letter  No.  622,  supra:  Interpretive 
Letter  No.  403,  supra:  Interpretive  Letter  No.  386  (June  19,  1987),  reprinted  in  [1988-89 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,610;  Interpretive  Letter  No.  363  (May 
23,  1986),  reprinted  in  [1985-87  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,533. 
Further,  full-service  brokerage,  the  combination  of  investment  advisory  and  brokerage 
services,  in  the  same  national  bank  subsidiary  previously  has  been  ^proved.   Interpretive 
Letter  No.  403,  supra:  Interpretive  Letter  No.  386,  supra. 

An  integral  part  of  full-service  brokerage  is  the  ability  to  attract  customers  by  advertising  and 
marketing  the  services  and  products  available.   The  Supreme  Court  in  considering  a  contrary 
state  law  found  that  under  its  incidental  powers  a  national  bank  can  advertise  any  service  that 
the  bank  lawfuUy  offers.  5a  Franklin  National  Bank  v.  New  York.  347  U.S.  373,  377-78 
(1954)  ('Modem  competition  for  business  fmds  advertising  one  of  the  most  usual  and  useful 
of  weapons. ').   The  District  of  Columbia  Circuit  has  recognized,  albeit  in  a  different 
context,  that  the  selling  of  securities  necessarily  involves  finding  and  soliciting  buyers: 

[N]o  sensible  construction  of  the  sutute  [Section  16  of  the  Glass-Steagall  Act] 
could  say  that  otherwise  permissible  selling  activities  cannot  involve  the 
solicitation  of  buyers.   The  seller's  very  purpose  in  engaging  a  selling  agent 
and  paying  a  commission  is  to  require  that  agent's  superior  ability  to  place  the 
product  with  buyers.   If  placement  of  the  product  with  buyers  did  not  require 
any  solicitation  of  buyers,  no  rational  business  would  pay  another  firm  to  do 
what  it  could  without  cost  to  itself:   passively  wait  for  orders. 

Securities  Industrv  Association  v.  Board  of  Governors  of  the  Federal  Reserve  System.  807 


'*  While  Section  16  of  the  Glass-Steagall  Act  places  limitations  on  certain  securities 
activities  of  banks,  this  provision  specifically  preserved  banks'  power  to  broker  such 
securities: 

The  business  of  dealing  in  securities  and  stock  by  the  [bank]  shall  be  limited  to 
purchasing  and  selling  such  securities  and  stock  without  recourse,  solely  upon 
the  order,  and  for  the  account  of,  customers,  and  in  no  case  for  its  own 
account,  and  the  [bank]  shall  not  underwrite  any  issue  of  securities  or  stock.... 

12  U.S.C.  §  24(Seyenth).   Further  discussion  of  Section  16  of  the  Glass-Steagall  Act  is 
contained  in  the  subsection  of  this  letter  entitled  'Glass-Steagall  Act.* 
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F.2d  1052.  1062  (D.C.  Cir.  1986).  cert,  denied.  483  U.S.  1005  (1987)  ('Bankers  Trust  ID. 
By  analogy  to  the  Supreme  Court's  Schwab  decision  approving  brokerage  operations,  the 
court  noted  that  banks  must  advertise  to  let  customers  know  such  services  are  available: 

It  would  strain  credulity  to  assert  that  the  circulation  of  a  brochure  or  the 
running  of  an  advertisement  to  publicize  the  availability  of  these  services 
would  mean  that  the  brokerage  services  performed  are  now  barred  since  ix) 
longer  performed  solely  upon  the  order  of  the  customer. 

Id.  at  1061.» 

Likewise,  the  OCC  previously  has  acknowledged  the  need  of  national  banks  to  publicize 
banks'  investment  advisory,  brokerage  and  administrative  services  relating  to  mutual  funds. 
See  Interpretive  Letter  No.  622,  supra  (making  lobby  materials  available  on  services,  placing 
newspaper  advertisements,  sending  statement  stuffers  and  providing  other  descriptions  of  the 
variet}  of  services  that  are  available);  Pearson  Letter,  supra  (as  mentioned  in  the  iix^oming 
letter,  preparing  and  distributing  explanatory  materials  concerning  the  investment  portfolios); 
Glidden  Letter,  supra  (furnishing  prospectus  or  sales  literature  on  fiinds  upon  request,  having 
advertisements  and  brochures  listing  mutual  funds  available  through  the  bank  and  the  bank's 
services);  Decision  of  the  Comptroller  of  the  Currency  Concerning  an  Application  bv 
American  National  Bank  of  Austin.  Texas,  to  Establish  an  Operating  Subsidiary  to  Provide 
Investment  Advice  (September  23.  1983).  reprinted  in  Fed.  Banking  L.  Rep.  (CCH) 
1  99,732  (generating  and  distributing  an  advisory  newsletter  with  recommendations  for  the 
purchase  of  specific  securities);  see  also  Interagency  Statement,  which  acknowledges  banks 
advertise  and  market  uninsured  investment  products  to  customers  and  provides  for  full 
disclosure. 

Based  on  existing  judicial  and  agency  precedent,  we  fmd  that  providing  advertising  and 
marketing  support  relating  to  mutual  funds  is  an  integral  part  of  permissible  brokerage  and 
advisory  services  and  thus  is  part  of  or  incidental  to  the  business  of  banking  under  the 
National  Bank  Act.    The  federal  securities  laws  and  regulations  prohibit  materially 
misleading  or  inaccurate  representations  in  connection  with  offers  and  sales  of  mutual  funds 
and  heavily  regulate  the  content  of  advertising,  marketing  materials,  and  other 
communications  to  potential  purchasers  of  mutual  fund  shares.   The  federal  banking 


^  We  "ilso  note  that  nothing  in  the  statutory  language  of  Section  16  of  the  Glass-Steagall 
Act  suggests  that  advertising  and  marketing  activities  are  prohibited.  §££  12  U.S.C. 
§  24(Seventh).   Although  a  recent  decision  by  the  Federal  Reserve  Board  approving  certain 
mutual  fund-related  activities  by  a  nonbanking  subsidiary'  of  a  bank  holding  company  recited 
certain  representations  regarding  the  limited  nature  of  advertising  and  marketing  in  which  the 
applicant  proposed  to  engage,  the  Board  did  not  And  that  advertising  and  marketing  are 
prohibited  by  the  Gtass-Steagall  Act.   Sec  Mellon  Bank  Corporation.  79  Fed.  Res.  Bull.  626 
(1993). 
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regulators  also  have  adopted  an  Interagency  Sutement  which  sets  forth  additional  provisions 
governing  advertising  and  marketing  by  federally  insured  financial  institutions.    Further, 
consistent  with  the  Bank's  Policy  Sutement  on  Mutual  Funds,  advertising  and  other 
marketing  by  the  Subsidiaries  of  the  Drcyfiis  Funds  will  include  complete  and  accurate 
disclosure.    Accordingly,  ample  regulatory  safeguards  will  apply  to  any  advertising  and 
marketing  conducted  by  the  Subsidiaries  to  address  any  potential  safety  and  soundness 
concerns  and  to  provide  customer  protections. 

Administrative  Services 

In  conjunction  with  investment  advisory  and  brokerage  services,  the  OCC  also  has  permitted 
national  banks  and  their  operating  subsidiaries  to  provide  a  variety  of  administrative  and 
shareholder  services  with  respect  to  the  operation  of  a  mutual  fund.  See  e.g..  Glidden 
Letter,  supra  (providing  various  administrative  vntf^o  -nd  ac'ing  as  investment  advisor  to 
mutual  funds);  Interpretive  Letter  No.  386,  supra  (providing  recordkeeping,  accounting,  and 
other  services  in  connection  with  12b-l  and  similar  plans);  Interpretive  Letter  No.  332 
(March  8,  1985),  reprinted  in  [1985-87  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
1  85,502  (recordkeeping,  order  execution  functions,  and  shareholder  information).   These 
administrative  functions  are  incidental  to  the  related  provision  of  investment  advisory  and 
brokerage  services. 

Likewise,  the  Federal  Reserve  Board  recently  has  approved  a  nonbanking  subsidiary  of  a 
bank  holding  company  to  provide  various  administrative  and  advisoiy  services  to  mutual 
funds.   S^  Mellon  Bank  Corporation.  79  Fed.  Res.  Bull.  626  (1993).   The  Fed  approved 
administrative  activities  substantially  similar  to  those  proposed  by  the  Bank."  The  Fed 
reasoned  that  such  administrative  activities  generally  are  ministerial  or  clerical  in  nature  and 
do  not  impart  impermissible  "control"  or  policy-making  authority  over  the  mutual  fund.   See 
id.  at  10-1 1 .   As  the  Board  noted,  mutual  funds  are  governed  by  a  disinterested  board  of 
directors  dictated  by  various  independence  requirements  of  the  1940  Act  and  ultimate  control 
over  the  funds  rests  with  the  board  of  directors.    Id.   Accordingly,  because  the  administrative 
services  the  Bank  proposes  to  provide  arc  substantially  similar  to  those  previously  approved, 
we  fmd  such  services  are  permissible. 


"  The  activities  approved  by  the  Fed  included  maintaining  and  preserving  Fund  records, 
computing  net  asset  value  and  other  performance  information  regarding  the  Funds,  preparing 
and  filing  with  the  SEC  and  state  securities  regulators  registration  statements  and  other 
required  materials;  preparing  and  filing  tax  returns,  providing  office  facilities  for  the  Funds, 
and  coordinating  communications  and  activities  between  the  investment  advisor  and  other 
service  providers.   For  a  complete  list  of  the  activities  approved  see  Appendix  A  of  the 
Mellon  decision. 
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The  Glass-Steapall  Act 

Apart  from  the  authorities  discussed  above  allowing  national  banks  aixl  their  operating 
subsidiaries  to  engage  in  the  proposed  activities  as  part  of  or  incidental  to  the  business  of 
banking,  we  also  have  examined  the  Ba^'s  proposal  under  the  Glass-Steagall  Act  ("GSA"  or 
the  'Act")."   While  we  concur  with  your  conclusion  that  because  the  activities  of  the 
proposed  Subsidiaries  are  lawful  banking  activities,  a  Glass-Steagall  analysis  is  not  required 
or  even  permissible  under  the  Second  Circuit's  analysis  in  Securities  Industry  Association  v. 
Clarke."  we  find  that  even  if  the  Glass-Steagall  prohibitions  were  applied,  the  proposed 
activities  are  permissible. 

The  relevant  language  of  Section  16  of  the  GSA  generally  prohibits  national  banks  from 
'underwriting"  or  "dealing"  in  securities  and  stock.    See  12  U.S.C.  §  24(Seventh)." 
Neither  the  statute  dot  legislative  history  define  the  terms  underwriting  or  dealing. 
Underwriting  as  commonly  used,  however,  refers  to  the  process  by  which  newly  issued 
securities  are  purchased  by  another  firm  for  distribution  and  sale  to  investors.    S^ 
Interpretive  Letter  No.  388  (June  16,  1987),  reprinted  in  [1988-89  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  1  85,612;  OCC  Interpretive  Letter  No.  329.  reprinted  in  [1985-1987 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  ^  85,499  (March  4.  1985)."   Similarly, 


^  The  Glass-Steagall  Act  is  the  popular  name  for  essentially  four  provisions  in  the 
Banking  Act  of  1933.    Section  16  of  the  Act  (12  U.S.C.  §  24(Seventh))  places  limits  on 
national  banks  underwriting  and  dealing  in  securities  and  stock  and  prohibits  national  banks 
from  purchasing  or  selling  securities  except  upon  the  order  and  for  the  account  of  customers. 
Section  20  (12  U.S.C.  §  377)  prohibits  Federal  Reserve  member  bank  affiliation  with  a 
company  engaged  principally  in  underwriting  and  other  securities  activities.   Section  21  (12 
U.S.C.  §  378)  prohibits  organizations  that  are  engaged  in  underwriting  and  other  securities 
activities  from  simultaneously  engaging  in  the  business  of  receiving  deposits.    Section  32  (12 
U.S.C.  §  78),  prohibits  officer,  director  or  employee  interlocks  between  member  banks  and 
companies  that  arc  primarily  engaged  in  the  securities  activities  listed  in  section  20. 

"   885  F.2d  1034  (2d  Cir.  1989),  cert,  denied.  493  U.S.  1070  (1990)  ("Clarke").   The 
court  concluded  that  the  bank's  sale  of  mortgage  pass-through  certificates  was  encompassed 
within  the  power  to  cany  on  the  business  of  banking  under  12  U.S.C.  §  24(Seventh).   lA.  at 
1047.   As  such,  the  court  upheld  the  Comptroller's  determination  that  because  the  activity 
was  an  authorized  banking  activity  the  prohibitions  of  the  Glass-Steagall  Act  did  not  apply. 
Id.  at  1048. 

"  S^  supra  footnote  19. 

"   Although  the  term  underwriting  may  encompass  a  variety  of  activities,  so-called  "firm 
commitment  underwriting'  whereby  one  purchases  an  issue  of  securities  from  the  issuer  and 
then  resells  the  securities  to  the  public  is  recognized  as  the  most  common  form  of 
underwriting  in  the  United  States.   S^  L.  Loss,  Fundamentals  of  Securities  Regulation  77- 
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dealing  in  securities  generally  encompasses  purchase  and  sale  activities  with  respect  to  the 
securities  of  other  issuers.   ^  Interpretive  Letter  No.  388.  supra.   The  Federal  Reserve 
Board  also  has  recognized  that  underwriting  and  dealing  involve  the  banking  entity's 
purchase  of  shares  for  its  own  account  thereby  incurring  a  principal  risk.   SSS.  Board  of  the 
Governors  of  the  Federal  Reserve  System  Letter,  reprinted  in  [1985-1987  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  1  86,620  (June  27,  1986)  (hereinafter  the  "Sovran  Letter"];  s^ 
also  Schwab.  468  U.S.  at  218  n.l8  (1984)  (as  underwriter  and  dealer,  a  security  firm 
engages  in  buying  and  selling  securities  on  its  own  account,  thereby  assuming  all  risk  of 
loss). 

The  Bank  has  represented  that  the  proposed  Subsidiaries  will  not  engage  in  underwriting  or 
dealing  in  the  shares  of  the  Dreyfus  Funds  that  they  advise.    The  Subsidiaries  will  not 
purchase  the  shares  for  resale  to  customers  and  will  have  no  indicia  of  record  or  beneficial 
ownership.   Consequently,  the  Subsidiaries  will  incur  no  principal  risk  and  have  no  potential 
for  gain  with  respect  to  the  fund  shares.   Accordingly,  the  proposed  activities  of  the 
Subsidiaries  are  not  prohibited  by  Section  16. 

In  contrast.  Section  21  of  the  Act  prohibits  certain  kinds  of  securities  firms  from  engaging  in 
banking  activities."  Section  21  restricts  any  person  or  organization  "engaged  in  the 
business  of  issuing,  underwriting,  selling,  or  distributing  ...  stocks,  bonds,  debentures,  notes, 
or  other  securities"  from  receiving  deposits.    12  U.S.C.  §  378.    Despite  the  different 
terminology  the  Supreme  Court  has  held  that  Section  16  aixl  Section  21  seek  to  draw  the 
same  line.    Securities  Industry  Association  v.  Board  of  Governors  of  the  Federal  Reserve 
System.  468  U.S.  137,  149  (1984)  ("Bankers  Trust  I").   In  considering  the  interplay  between 
the  two  sections,  the  courts  have  found  that  Section  21  cannot  be  read  to  prohibit  what 
Section  16  permits.   Sm  Bankers  Trust  n.  807  F.2d  at  1057;  ICI,  450  U.S.  at  63.   Thus 
finding  that  the  proposed  activities  are  permissible  under  Section  16  necessarily  It^ads  to  the 
conclusion  that  they  are  not  prohibited  by  Section  21.   S«  Clarke.  885  F.2d  at  1049." 


85  (2d  ed.  1988);  see  also  Schwab.  468  U.S.  at  217  n.l7  (1984)  (typicaUy,  the  underwriter 
purchases  securities  from  the  issuer). 

"  Section  16  separates  investment  and  commercial  bank  activities  from  the  perspective 
of  the  commercial  bank  and  Section  21  provides  similar  limitations  from  the  investment 
bank's  perspective.   See  Securities  Industry  Association  v.  Board  of  Governors  of  the 
Federal  Reserve  System.  468  U.S.  137.  148  (1984)  ("Bankers  Trust  I"):  IQ,  450  U.S.  at  63 
("[Section]  21  presented  the  converse  situation  of  §  16  and  was  intended  to  require  securities 
firms  such  as  underwriters  or  brokerage  houses  to  sever  their  banking  connections."). 

"  Section  21'$  prohibitions  are  not  triggered  by  the  Bank's  proposal.   Assuming 
arguendo  that  the  mutual  funds  are  engaged  in  issuing,  underwriting,  selling  or  distributing 
securities,  they  are  not  receiving  deposits.   Likewise,  while  the  Bank  and  the  Subsidiaries 
may  receive  deposits,  they  are  not  engaged  in  issuing,  underwriting,  selling  or  distributing 
securities.   The  OCC  and  the  FRB  have  indicated  that  a  bank's  sale  of  mutual  funds  as  agent 
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The  prohibitions  in  Section  20  of  the  Glass-Steagall  Act  on  affiliations  between  national 
banks  and  companies  engaged  principally  in  the  "issue,  flotation,  underwriting,  public  sale, 
or  distribution"  of  securities  do  not  apply  to  the  Bank's  proposal.    See  12  U.S.C.  §  377." 
The  mutual  funds  are  not  "affiliates"  of  the  Bank  under  12  U.S.C.  §  221a;  12  U.S.C.  §  377. 
The  common  ownership  and  control  required  under  the  defmition  of  an  affiliate  in  Section 
221a  does  not  arise  under  the  proposal.    In  fact,  the  Funds  will  meet  the  independence 
requirements  from  the  Bank  dictated  by  the  1940  Act,  requiring  that  the  Funds'  boards  of 
directors  consist  of  a  majority  of  persons  who  are  not  directors,  officers,  or  employees  of  the 
Bank.    S^  15  U.S.C.  §  80a-10(c).    Because  the  Funds  must  operate  under  the  control  of 
their  independent  boards,  the  relationship  with  the  Bank  cannot  be  viewed  as  prohibited  by 
Section  20.   The  OCC  has  previously  concluded  that  the  1940  Act  confers  so  much  authority 
on  the  disinterested  members  of  a  fund's  board  that  control  of  a  fimd  by  the  investment 
advisor  appears  to  be  precluded  as  a  matter  of  law.    Decision  of  the  Comptroller  of  the 
Currencv  to  Charter  J.&  W.  Seligman  Trust  Company.  N.A..  reprinted  in  [1982-1983 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  99,463  (February  4,  1983);    s^  also 
Decision  of  the  Comptroller  of  the  Currencv  to  Charter  Dreyfus  National  Bank  and  Trust 
Company,  reprinted  in  Fed.  Banking  L.  Rep.  (CCH)  1  99,464  (February  7,  1983);  Mellon 
Bank  Corporation  79  Fed.  Res.  Bull.  626  (April  21,  1993). 

Likewise,  the  proposal  will  not  result  in  any  prohibited  employee  interlocks  between  the 
Bank  and  the  mutual  funds  as  prohibited  by  Section  32.   Section  32  provides  that  no  officer, 
director,  or  employee  of  any  business  organization  primarily  engaged  in  the  'issue,  flotation, 
underwriting,  public  sale,  or  distribution"  of  securities  shall  serve  at  the  same  time  as  an 
officer,  director  or  employee  of  a  member  bank.   S^  12  U.S.C.  §  78.    The  Bank  has 
represented  that  no  officer,  director,  or  employee  of  the  Bank  will  serve  as  such  with  respect 
to  the  mutual  fut>ds  and  no  officer,  director,  or  employee  of  the  mutual  funds  will  serve  as 
such  in  the  Bank.   The  directors,  officers,  and  employees  of  the  independent  distributor  also 
will  not  overlap  with  those  of  the  Bank  or  the  Subsidiaries.   Thus  there  are  no  prohibited 
relationships  under  Section  32. 

Given  that  the  proposed  activities  are  permissible  as  part  of  the  business  of  banking,  a  subtle 
hazards  analysis  as  often  discussed  in  the  GSA  context  is  unnecessary.   See  Clarke.  885  F.2d 


does  not  constitute  Glass-Steagall  distribution,  even  if  the  bank  also  acts  as  the  advisor 
and/or  administrator  to  the  funds.   S^  12  C.F.R.  §  225.125;  Glidden  Letter,  supra;  Sovran 
Letter,  supra;  Interpretive  Letter  No.  332,  supra.   Moreover,  the  Bank  has  represented  that 
Dreyfus  will  resign  as  distributor  of  the  Dreyfus  Funds  and  the  boards  of  directors  will 
appoint  an  iiKlependent  third  party  as  the  named  distributor. 

"  The  Supreme  Court  has  concluded  that  the  term  "public  sale"  in  Section  20  refers  to 
sales  as  an  underwriter  or  dealer  and  not  sales  to  the  public  as  agent.   S^  Schwab.  468  U.S. 
at  218. 
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1034."  Nonetheless,  even  applying  a  hazards  analysis,  the  Bank's  proposed  activities  are 
not  prohibited  by  the  GSA.   In  Investment  Company  Institute  v.  Camp,  the  Supreme  Court 
foujxl  that  Congress  enacted  the  GSA  to  prevent  the  so-called  'subtle  hazards"  that  might 
arise  when  a  commercial  bank's  promotional  interest  in  the  success  of  particular  seciuities 
investments  or  in  the  activities  of  its  securities  affiliates"  might  interfere  with  the  bank's 
ability  to  act  as  an  impartial  source  of  credit  or  to  render  disinterested  investment  advice. 
See  401  U.S.  617,  634  (1971)."   Since  Camp,  the  Supreme  Court  and  other  courts  have 
discussed  and  limited  the  application  of  these  subtle  hazards  in  several  decisions.    Schwab. 
468  U.S.  at  220;  I£I.  450  U.S.  at  66;  NatWest.  821  F.2d  at  815.   These  decisions  conclude 
that  financial  institutions  involved  in  investment  advisory  activities  to  mutual  funds,  retail 
brokerage,  and  a  combination  of  advisory  and  brokerage  activities  do  not  raise  the  subtle 
hazards  of  underwriting  as  identified  in  Camp.   See  id.   Another  court  has  explained  that  the 
subtle  hazards  analysis  'catalogues  the  various  conflicts  of  interest  and  dangers  that  may 
result  from  a  commercial  bank's  dealing  in  'particular'  securities.'   Bankers  Trust  11.  807 
F.2d  at  1067.    As  in  Camp,  the  obvious  hazard  is  the  investment  of  bank  funds  in 
speculative  securities.   See  id.   This  hazard,  however,  is  not  an  issue  under  the  Bank's 
proposal.    SiiKe  the  Bank  and  the  Subsidiaries  will  act  only  as  agent  and  will  not  purchase 
the  mutual  fund  shares  as  principal,  the  Bank's  assets  will  not  be  at  risk. 

Unlike  in  Camp,  the  Bank  is  not  proposing  to  engage  in  the  Glass-Steagall  prohibited 
securities  activities  of  underwriting  and  dealing.   The  Bank's  aixl  the  Subsidiaries' 
involvement  with  the  mutual  funds  is  distinctly  different  from  that  in  the  traditional 
underwriting  context.   Thus  there  is  no  promotional  pressure  to  'hold  and  sell'  the  securities 
or  'purchase  and  sell'  the  securities  for  their  own  accounts.   S^  Camp.  401  U.S.  at  630; 
Schwab.  468  U.S.  at  220;  see  also  NatWest.  821  F.2d  at  816.   The  investment  companies 
issuing  and  redeeming  the  mutual  fund  shares  are  entirely  separate  entities  governed  by 
independent  boards  of  directors.   While  the  Bank  and  the  Subsidiaries  perform  services  for 
the  investment  companies,  they  do  not  have  an  ovviiership  interest  in  the  Funds  or  control 
over  the  Funds'  operations.   Hence,  the  Bank  and  the  Subsidiaries  do  not  have  the  same 
pressure  to  make  unsound  loans  or  render  biased  investment  advice. 


"  See  supra  footnote  23  and  accompanying  text. 

"  In  contrast  to  the  proposed  activities  of  the  Subsidiaries,  the  securities  affiliates 
referred  to  by  the  Court  engaged  in  floating  bond  issues  and  underwriting  stock  issues.   See 
Camp.  401  U.S.  at  617.   One  effect  of  the  GSA  was  to  abolish  these  types  of  securities 
affiliates  of  banks.   See  id. 

"   The  Court  expressed  deep  concern  with  situations  where  banks  were  invoivcu  in  the 
trading  and  ownership  of  speculative  securities.   S^  Camp.  401  U.S.  at  616.   The  Court 
also  identified  other  possible  hazards  that  might  arise  when  banks  became  involved  in 
securities  activities,  including  impairing  public  confidence  in  the  bank,  encouraging  unsound 
loans  to  customers,  aixl  diminishing  customer  good  will.   See  id.  at  630-34. 
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Moreover,  the  Subsidiaries'  proposed  involvement  with  the  mutual  funds  is  analogous  to 
activities  already  engaged  in  by  national  banks  and  their  operating  s"^sidiaries  aixl  found 
permissible  by  the  OCC,  other  regulatory  agencies  and  the  courts.    See  e.g..  Interpretive 
Letter  No.  403,  supra:  E)ecision  of  the  Comptroller  of  the  Currency  C^nc^rP'IK  »" 
Application  by  American  National  Bank  of  Austin.  Texas,  to  Estoblish  an  Operating 
Subsidiary  to  Provide  Investment  Advice  (September  23,  1983),  reprinted  in  Fed.  Banking  L. 
Rep.  (CCH)  1  99,732;  In  re  Security  Pacific  National  Bank  (August  26,  1982).  reprinted  in 
[1982-83  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  99.284;  see  also  NatWest.  821 
F.2d  at  816;  Mellon  Bank  Corporation  79  Fed.  Res.  Bull.  626  (1993).    None  of  these 
decisions  found  that  the  subtle  hazards  would  preclude  the  proposed  advisory,  brokerage,  and 
administrative  activities. 

Many  of  the  hazards  perceived  by  the  court  in  Camp  subsequently  have  been  addressed  by 
changes  in  regulation  and  market  practice.    For  example,  various  disclosures  and  customer 
protections  applicable  to  mutual  funds  are  provided  by  the  Interagency  Statement  and  the 
Rules  of  Fair  Practice  of  the  NASD.    Under  sections  23A  and  23B  of  the  Federal  Reserve 
Act.  the  Bank  considers  the  Funds  "affiliates"  of  the  Bank  and  thereby  the  limiutions  on 
fmaiKial  transactions  between  banks  and  their  affiliates  would  apply.   Scg  12  U.S.C. 
§  §  371c  and  371c-l.   Moreover,  the  Funds  themselves  are  registered  as  investment 
companies  under  the  1940  Act  and  subject  to  detailed  requirements.   The  Bank  also  has  made 
various  representations  concerning  its  relationship  with  the  Funds  that  seem  to  meet  the 
Congressional  concerns  voiced  by  the  Camp  court. '^  These  kinds  of  changes  minimize  any 
risk  of  impairing  public  confidence  in  the  bank  or  diminishing  customer  good  will. 
Accordingly,  we  find  it  unlikely  that  the  Subsidiaries'  activities  would  implicate  Glass- 
Steagall's  subtle  hazards,  that  adequate  safeguards  limit  any  such  hazards  from  arising,  and 
that,  overall,  the  proposed  activities  are  not  prohibited  by  the  GSA. 

Other  Proposed  Activities  Unrelated  to  Protx)sed 
Mutual  Fund  Activities 

Several  Dreyfus  subsidiaries  being  acquired  engage  in  other  activities  generally  permissible 
for  national  banks  and  their  operating  subsidiaries.   Based  on  the  Bank's  factual  descriptions. 


"  In  particular,  the  Bank  has  represented  that  the  Bank  and/or  the  Subsidiaries  will  not 
(1)  purchase  shares  of  the  Dreyfus  Funds  for  their  own  accounts;  (2)  purchase  shares  of  the 
Dreyfus  Funds  for  any  third  party  account  over  which  they  have  discretionary  authority 
except  as  authorized  by  the  instrument,  the  beneficiaries  of  such  account,  court  order  or  local 
law;  (3)  extend  credit  to  the  Dreyfus  Funds;  and  (4)  make  a  loan  for  the  purpose  of 
purchasing  shares  of  the  Dreyfus  Funds.   As  discussed  previously,  the  Bank  and  its 
subsidiaries  have  committed  to  adopting  a  Policy  Statement  on  the  sale  of  non-deposit 
investment  products,  including  mutual  funds,  which  incorporates,  aixl  in  some  respects  goes 
beyond,  current  regulatory  guidelines  and  Congressional  proposals.   Seg  discussion  supra  at 
6. 
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we  rmd  that  these  proposed  activities  are  consistent  with  prior  OCC  opinions  and  the 
Subsidi^wes  may  engage  in  such  activities. 

The  bank  proposes  to  acquire  a  subsidiary  engaged  in  the  business  of  investing  and  selling  to 
its  customers  certain  precious  metals  (i.e.  gold,  silver  and  platinum  bullion,  American  gold 
eagle  coins  and  Canadian  maple  leaf  coins).    National  banks  have  express  authority  to  buy 
and  sell  "coin  and  bullion"  under  12  U.S.C.  §  24(Seventh).   The  OCC  has  permitted  national 
banks  to  buy  and  sell,  as  agent  for  customers  and  for  the  bank's  own  accouiu,  gold,  silver, 
and  platinum  coins  and  bullion.   See  e.g..  Interpretive  Letter  No.  553  (May  2,  1991), 
reprinted  in  [1990-91  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  83,3(X);  Interpretive 
Letter  No.  390  (July  28,  1987),  reprinted  in  [1988-89  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  1  85,614;  Interpretive  Letter  No.  326  (January  17,  1985),  reprinted  in  [1985-87 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,496. 

Another  proposed  subsidiary  will  hold  certain  loans  previously  made  in  1992  which  are 
secured  by  shares  of  the  Dreyfus  Funds.   As  part  of  or  incidental  to  the  business  of  banking, 
national  banks  and  their  operating  subsidiaries  may  make  and  hold  loans.    12  U.S.C. 
§  24(Seventh);  see  also  12  C.F.R.  §  7.7379.   Because  the  Bank  has  represented  that  holding 
the  loans  that  predated  this  acquisition  is  the  only  activity  engaged  in  by  this  subsidiary,  such 
activity  is  permissible  regardless  of  the  fact  that  the  loans  are  secured  by  Dreyfus  shares." 
Another  subsidiary  will  engage  only  in  receiving  payments  under  a  Noncompetition 
Agreement  and  passing  them  to  the  parent  Dreyfus  Corporation.   The  subsidiary  is  a  party  to 
a  Noncompetition  Agreement  with  The  Bank  of  New  York  (Delaware),  which  expires  in 
1995.   This  activity  also  is  permissible  as  part  of  or  incidental  to  the  business  of  banking 
under  12  U.S.C.  §  24(Scventh). 

Lastly,  Mellon  Bank  (DE)  proposes  to  acquire  a  Dreyfus  subsidiary  that  engages  in  the  sale, 
as  agent,  of  variable  annuity  products.   This  subsidiary  will  become  a  subsidiary  of  MBC 
Insurance  Agency,  located  in  Lewes,  Delaware,  a  place  of  under  5000  inhabitants.^  Based 
on  this  representation,  the  OCC's  approval  includes  the  sale,  as  agent,  of  insurance  and 
aimuities  products.   The  subsidiary  will  engage  in  activities  consistent  with  12  U.S.C.  §  92. 
The  OCC  previously  has  concluded  and  maintains  that  national  banks  and  their  operating 
subsidiaries  may  buy  and  sell  annuities  as  agent  for  customers  under  authority  granted  by  12 
U.S.C.  §  24(Seventh).    See  e.g..  Interpretive  Letter  No.  499  (February  12,  1990),  reprinted 
in  [1989-90  Transfer  Binder]  Fed.  BanJdng  L.  Rep.  (CCH)  1  83,090;  Interpretive  Letter  No. 


"  This  subsidiary  will  not  acquire  other  loans  to  hold  in  the  future.   In  addition,  one  of 
the  conditions  of  this  approval  is  that  the  Bank  will  not  accept  shares  of  the  Dreyfiis  Funds  as 
collateral  for  loans  used  to  purchase  shares  of  the  Dreyfus  Funds.   The  Bank  has  represented 
that  it  wilt  not  make  any  loans  for  the  purpose  of  purchasing  shares  of  the  Dreyfus  Funds. 

^  MBC  Insurance  Agency,  Inc.  is  a  subsidiary  of  Mellon  Bank  (DE)  which  the  OCC 
previously  has  approved  to  engage  in  general  insurance  agency  activity. 
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428  (May  11.  1988).  reprinted  in  [1988-89  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
5  85.562;  Interpretive  Letter  No.  331  (AprU  4,  1985).  reprinted  in  [1985-87  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  1  85.501."   This  subsidiary  should  be  particularly  mindful  of 
the  requirements  of  the  Interagency  Statement  that  pertain  to  annuities  sales. 

Application  of  the  Interagency  Statement 

The  federal  bank  and  thrift  regulatory  agencies  issued  a  joint  sutement  on  retail  sales  of 
mutual  funds  and  other  nondeposit  investment  products  by  federally  insured  flnancial 
institutions  on  February  15,  1994.    The  Interagency  Statement  sets  forth  the  uniform  views 
of  the  bank  regulatory  agencies  on  standards  for  the  safe  and  sound  operation  of  banks. 
The  Interagency  Statement  supersedes  earlier  guidance  issued  by  the  agencies  and  is 
applicable  to  both  the  Bank  and  the  Subsidiaries. 

The  Interagency  Sutement  sets  forth  specific  guidelines  which  pertain  to  the  sale  of  mutual 
ftind  shares,  as  well  as  to  related  advertising  and  promotional  activities,  and  provides  that 
banks  should  market  such  nondeposit  products  in  a  manner  that  is  not  misleading  or 
confusing  to  customers  as  to  the  nature  of  the  products  and  the  risks.   The  Statement 
provides  guidaiKe  on  disclosures  to  customers,  sales  location,  the  suitability  of  particular 
investments  for  particular  customers,  compensation  of  sales  personnel  and  other  sales 
practices.   In  particular,  where  mutual  funds  are  recommended  or  sold  to  retail  customers, 
the  Statement  provides  that  customers  be  fiilly  informed  that  the  products  are  not  insured  by 
the  FDIC;  are  not  deposits  or  other  obligations  of  the  institution  and  are  not  guaranteed  by 
the  institution;  and  are  subject  to  investment  risks,  including  possible  loss  of  the  principal 
invested.   The  Interagency  Statement  does  not  proscribe  the  use  of  different  language  for 
these  disclosures  so  long  as  the  customer  receives  a  disclosure  conveying  the  same 
information. 

The  Interagency  Sutement  applies  to  the  Bank  and  the  Subsidiaries  when: 

•  sales  or  recommendations  are  made  by  employees  of  the  Bank; 

•  sales  or  reconunendations  are  made  by  employees  of  the  Subsidiaries  occurring  on  the 
Bank's  premises,  including  telephone  sales  or  recommendations  aiKl  sales  or 
recommendations  initiated  by  mail;  and 


"  Although  a  recent  decision  in  the  Fifth  Circuit  found  to  the  contraiy,  the  OCC's 
position  remains  that  national  banks  may  sell  annuities  pursuant  to  authority  found  in  12 
U.S.C.  §  24(Seventh).    S^  Variable  Annuitv  Life  Ins.  Co.  v.  Clarke.  998  F.2d  1295  (5th 
Cir.  1993).  reh'p  denied.  Variable  Annuitv  Life  Ins.  Co.  v.  Ludwip.  13  F.3d  833  (5th  Cir. 
January  13,  1994).  petition  for  cert,  filed.  -U.S.L.W.--  (April  13,  1994). 
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•  sales  are  made  by  employees  of  the  Subsidiaries  resulting  from  a  referral  of  retail 

customers  to  the  Subsidiaries  by  the  Bank. 

With  respect  to  other  sales  activities,  the  Bank  has  r'^presented  that  the  Subsidiaries  will 
provide  the  Interagency  Statement  disclosures  in  an  acknowledgement  that  is  contained  in  the 
application  form,  the  prospectus,  confirmations,  periodic  statements,  supplemental  (i.e.  post- 
prospectus)  sales  literature,  and  brochures  that  contain  promotional  or  sales  material.^  In 
any  other  customer  contact  involving  a  sales  presentation,  solicitation  or  investment 
recommendation  or  in  any  advertising,  the  Subsidiaries  will  comply  with  applicable  SEC  and 
NASD  requirements  and  will  also  specifically  disclose  the  lack  of  FDIC  insurance.'^  See 
e.g..  NASD  Notice  to  Members  94-16  (March  1994);  NASD  Notice  to  Members  93-87 
(December  1993).'* 

With  regard  to  securities  sales  and  recommendations,  the  OCC  now  inteiprets  the 
Interagency  Statement  provision  on  suitability  to  adopt  standards  identical  to  the  NASD's 
suitability  rule.    S^   Article  III,  Section  2  of  the  Rules  of  Fair  Practice,  NASD  Manual. 
Accordingly,  national  banks  and  their  operating  subsidiaries  have  the  same  information 
gathering  responsibility  and  suitability  analysis  requirement  with  respect  to  money  market 
funds  as  imposed  by  the  NASD's  rule.   The  OCC  expects  national  banks  aixl  their  operating 
subsidiaries  to  comply  fully  with  the  Interagency  Statement's  guidelines.   The  OCC  is  wUling 
to  consider  further  requests  for  interpretation  of  the  Interagency  Statement  as  it  applies  to 
particular  situatioiis. 

Please  be  advised  that  if  compliance  difficulties  arise  related  to  these  activities  (including  any 
evidence  that  customers  were  unaware  of  or  did  not  understand  the  relationships  involved 
between  the  entities),  the  OCC  may  impose  additional  limitations  on  the  Subsidiaries' 
activities. 

Condusion 

The  OCC  approves  the  Bank's  operating  subsidiary  notice  on  the  condition  that  the  Bank 
conducts  the  activities  as  proposed  in  the  Notification  and  complies  with  the  following 
supervisory  conditions: 


'*  Further,  the  Bank  represents  that  the  Subsidiaries  will  provide  the  Interagency 
Statement  disclosures  in  any  advertisement  by  the  Subsidiaries  that  makes  a  comparison  to  a 
bank  deposit. 

'^  We  note  that  the  Bank  has  represented  that  the  Mellon  name  will  not  be  linked  in 
advertisements,  solicitations  or  sales  literature  (except  to  the  extent  required  to  be  mentioned 
in  the  prospectus)  to  the  Dreyfus  Funds. 

**  The  NASD  in  Notice  93-87  directs  all  members  to  provide  full  and  fair  disclosure  in 
all  oral  and  written  communications  to  customers,  including  in  particular  the  risk  to 
principal.    Sm  NASD  Notice  to  Members  93-87  (December  1993). 
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(1)  The  Bank  and  the  Subsidiaries  will  maintain  an  adequate  level  of  equity  capital.    In 
assessing  the  appropriate  level  of  capitalization,  the  Bank  should  include  within  its  evaluation 
the  various  risks  incurred,  e.g.,  liquidity,  fiduciary,  operational,  and  legal.   The  Subsidiaries 
also  will  comply  with  applicable  SEC  capital  requirements. 

(2)  The  Bank  and  the  Subsidiaries  are  deemed  "affiliates"  of  the  Dreyfus  Funds  for  purposes 
of  Sections  23A  and  23B  of  the  Federal  Reserve  Act  and  thus  are  subject  to  the  restrictions 
on  transactions  between  affiliates.    S^  12  U.S.C.  §  371c  and  371c-I. 

(3)  The  Bank's  aggregate  direct  and  indirect  investments  in  and  advances  to  the  Subsidiaries 
shall  not  exceed  an  amount  equal  to  the  Bank's  legal  lending  limit. 

(4)  The  Bank  shall  not  accept  shares  of  the  Dreyfus  Funds  as  collateral  for  a  loan  used  to 
purchase  shares  of  the  Dreyfiis  Funds. 

(5)  The  Bank  and/or  the  Subsidiaries  will  not  purchase  shares  of  the  Dreyfus  Funds  for  its 
own  account. 

(6)  The  Bank  will  not  purchase  in  its  sole  discretion  in  a  fiduciary  capacity  shares  of  the 
Dreyfiis  Funds,  unless  expressly  authorized  by  the  instrument,  court  order  or  local  law  and 
consistent  with  12  C.F.R.  Part  9,  state  law,  and  general  fiduciary  obligations. 

(7)  The  Bank  and/or  the  Subsidiaries  shall  not  extend  credit  to  the  Dreyfus  Funds  (except 
for  extensions  of  credit  made  in  the  ordinary  course  of  providing  custodial  or  cash 
management  services  to  the  Funds). 

(8)  The  Bank  and  the  Subsidiaries  are  subject  to  the  Interagency  Statement  (2/15/94) 
regarding  sales  of  nondeposit  investment  products  as  described  on  pages  19-20  of  this  letter. 
With  respect  to  other  sales  activities,  the  Subsidiaries  will  provide  the  disclosures  as 
described  on  page  20  of  this  letter.  ! 

(9)  The  Bank  and  the  Subsidiaries  must  comply  with  each  of  the  voluntary  commitments 
contained  in  the  Bank's  Policy  Statement  on  Munial  Funds.   A  copy  of  the  Policy  Sutement 
is  attached. 

(10)  The  Bank  will  submit  an  action  plan  acceptable  to  the  OCC  that  sets  forth  the  post 
merger  management  reporting  structure  and  organization  chart  which  specifically  defines 
lines  of  authority,  responsibility,  and  accountability  for  the  Subsidiaries  and  establishes 
information  systems  to  monitor  and  measure  the  impact  of  the  transaction  going  forward. 

(11)  The  Bank  will  submit  an  action  plan  acceptable  to  the  OCC  which  specifies  the  scope 
and  timing  and  details  of  how  the  holding  company's  audit  and  compliance  function  will 
oversee  the  audit  and  compliance  functions  at  the  Subsidiaries. 
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(12)  The  Bank  must  submit  a  notice  to  the  OCC  pursuant  to  12  C.F.R.  §  5.34,  if  the 
Subsidiaries  at  some  future  time  decide  to  engage  in  new  activities,  i.e.  activities  not  covered 
by  the  current  notice  and  the  OCC's  response  to  the  notice,  including  activating  the 
subsidiaries  being  acquired  that  are  currently  inactive.   This  submission  must  be  made  even 
though  the  activities  have  been  found  to  be  permissible  for  national  banks. 

(13)  The  Bank  and  the  Subsidiaries  will  comply  fiilly  with  all  applicable  laws,  regulations, 
orders  and  directives  of  regulatoiy  bodies  and  with  the  rules  of  all  self-regulatory  bodies 
including  the  NASD. 

Please  be  advised  that  the  conditions  of  this  approval  are  deemed  to  be  'conditions  imposed 
in  writing  by  the  agency  in  connection  with  the  granting  of  any  application  or  other  request' 
within  the  meaning  of  12  U.S.C.  §  1818.   This  response  is  based  solely  on  the  facts  as 
representee*  and  any  changes  in  the  facts  might  require  a  different  result.    Our  analysis  also 
reflects  current  legal  and  prudential  standards,  and  is  subject  to  revision  as  future 
developments  warrant. 

Sincerely, 

Frank  Maguire 

Senior  Deputy  Comptroller  for 

Corporate  Activities  and  Policy  Analysis 

cc:   H.  Rodgin  Cohen,  Esq. 

Attachment 
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POLia  STATEMENT  OH  MUTUAL  FUNDS 


JL    Introduction 

A.  This  Policy  Statement  provides  guiding  principles  for  (1)  sales 
of  shares  of  registered  investment  companies  ("mutual  funds")  by  Mellon 
Bank  Corporation,  Its  bank  subsidiaries  ("Mellon  Banks")  and  its  other 
subsidiaries  (collectively,  "Mellon  Companies") ;  (2)  relationships 
between  Mellon  Companies  and  mutual  funds  for  which  Mellon  Companies 
provide  advisory  services  ("Mellon-Advised  Funds");  and  (3)  relationships 
between  Mellon  Banks  and  The  Dreyfus  Corporation  ("Dreyfus")  as  a 
subsidiary  of  Mellon  Bank,  N.A.,  the  principal  Mellon  Bank. 

B.  These  guiding  principles  have  the  following  objectives:  (1> 
providing  customers  with  disclosures  of  the  benefits  and  risks  of 
Investing  in  mutual  fund  shares,  and  particularly  ensuring  that  customers 
are  clearly  informed  that  such  shares  are  not  insured  by  the  Federal 
Deposit  Insurance  Corporation  ("FDIC")  and  are  not  bank  obligations;  (2) 
assessing  the  suitability  of  mutual  funds  that  a  Mellon  Company 
recoinmends:  (3)  providing  convenient  and  efficient  financial  services  to 
customers:  (4)  ensuring  the  safety  and  soundness  of  both  the  Mellon  Banks 
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and  the  Mellon-Advised  Funds;  (5)  preventing  conflicts  of  Interest; 
<6)  maintaining  separation  between  Mellon  Companies  and  Mellon-Advised 
Funds;  and  (7)  maintaining  separation  between  Mellon  Banks  and  Dreyfus. 

II.   Customer  Protections 

A.  No  Mellon  Company  will  sell  shares  of  a  mutual  fund  or  advise  a 
mutual  fund  If  such  fund  has  a  name,  title  or  logo  that  Is  the  same  as 
the  name,  title  or  logo  of  a  Mellon  Bank  or  Is  so  similar  to  such  a  name, 
title  or  logo  as  to  be  confusing  to  customers. 

B.  No  employee  of  any  Mellon  Company  will  state  or  Imply  that  a 
mutual  fund  or  the  shares  of  a  mutual  fund  are  guaranteed  or  Insured  by 
the  United  States  Government  or  any  of  Its  agencies,  Including  without 
limitation  the  FDIC.  or  that  the  fund  or  fund  shares  are  an  obligation  of 
a  bank. 

C.  The  disclosures  set  forth  In  II. D.  below  will  be  made 
conspicuously  In  writing  to  any  customer  who  purchases  shares  of  a  mutual 
fund  at  a  Mellon  Bank  branch  office  or  who  opens  an  Investment  or  similar 
account  with  a  Mellon  Company  at  a  Mellon  Bank  branch  office  through 
which  he  or  she  can  make  such  purchases. 
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D.  The  following  disclosures  will  be  made  to  customers  specified 
in  I I.e.  above; 

1.  That  the  shares  are  not  Insured  by  and  are  not  an 
obligation  of  the  FDIC   or  any  other  government  agency; 

2.  That  the  shares  are  not  a  deposit  or  obligation  of  and  are 
not  endorsed  or  guaranteed  by  any  Mellon  Bank  or  any  other  bank; 

3.  That  the  Investment  poses  Investment  risks.  Including  the 
possible  loss  of  principal,  and  that  the  Investment  may 
fluctuate  In  value  so  that  when  the  Investment  Is  sold  by  the 
customer  It  may  be  worth  more  or  less  than  when  purchased  by 
the  customer; 

4.  To  the  extent  applicable,  that  there  exists  an  Investment 
adviser  relationship  between  a  Mellon  Company  and  the  mutual 
fund,  and  a  statement  that  Mellon  Companies  may  have  other 
types  of  relationships  (such  as  custodian  or  transfer  agent) 
with  the  mutual  fund;  and 

5.  That,  If  applicable,  there  are  deferred  sales  charges  to 
which  the  shares  may  be  subject. 
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E.  The  disclosures  required  In  II. D.  above  will  be  made  on  or 
before  the  earlier  of  (1)  the  initial  purchase  of  the  Investment  to  which 
they  relate  or  (2)  the  opening  of  the  Initial  account  through  which  such 
purchases  can  be  made.  These  disclosures  will  appear  on  a  separate  sheet 
of  paper  or  In  a  prominent  location  in  the  other  papers  signed  by  the 
customer  to  make  an  Initial  purchase  of  the  shares  or  to  open  the 
account.  At  the  time  that  these  disclosures  are  made,  the  Mellon  Company 
making  the  disclosures  will  obtain  a  statement,  signed  and  dated  by  the 
customer,  that  contains  a  declaration  that  the  customer  has  read  and 
understood  the  disclosures  provided  by  the  Mellon  Company  with  respect  to 
that  investment  or  account. 

F.  The  disclosures  required  In  paragraph  II. D.  will  appear 
conspicuously  In  any  written  advertisement,  solicitation,  or  promotional 
or  other  sales  material  for  a  specific  mutual  fund  If  the  material  also 
mentions  a  Mellon  Bank  or  Is  specifically  directed  to  Mellon  Bank 
customers. 

G.  In  connection  with  any  Investment  In  a  mutual  fund,  any 
confirmation  notice  or  periodic  statement  Issued  by  a  Mellon  Company  or 
by  a  transfer  agent  for  any  Mellon-Advised  Fund  will  disclose  that  the 
Investment  Is  not  FDIC-lnsured  and  Is  not  an  obligation  of  or  guaranteed 
by  any  bank. 
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H.  Each  Mellon  Bank  will  post,  In  a  conspicuous  place  In  that  part 
of  any  branch  banking  office  In  which  any  shares  of  mutual  funds  are 
sold,  a  notice  that  those  shares  are  not  Insured  by  the  FOIC. 

I.  No  sales  of  shares  of  a  mutual  fund  will  be  made  and  no 
recommendations  concerning  such  mutual  fund  shares  will  be  provided  at  a 
teller's  window  In  a  Mellon  Bank. 

J.  Mellon  Company  employees  recommending  and  selling  mutual  funds 
("Investment  Services  Employees")  will  be  properly  qualified  and 
trained.  Their  training  will  Include  product  knowledge,  customer 
protection  and  compliance  with  all  applicable  laws,  regulations  and 
self-regulatory  standards.  No  person  will  recommend  or  sell  mutual  fund 
shares  in  Mellon  Bank  branches  unless  he  or  she  is  registered  with  the 
National  Association  of  Securities  Dealers  ("NASD")  as  a  broker  or 
dealer,  or  as  a  representative  of  a  broker  or  dealer,  or  as  an  investment 
adviser.  All  employees  who  In  the  regular  course  of  their  employment 
refer  customers  to  persons  authorized  to  recommend  or  sell  mutual  fund 
shares  will  receive  product  and  compliance  training  appropriate  to  and 
clearly  defining  their  limited  and  specific  roles  In  making  those 
referrals. 

K.  Background  Inquiries  about  new  Investment  Services  Employees 
with  previous  securities  Industry  experience  win  Include  a  check  of 
disciplinary  history  with  securities  regulators. 
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L.  Each  Investment  Services  Employee  will  attempt  In  good  faith  to 
determine  whether  an  investment  In  a  mutual  fund  is  suitable  for  a 
customer  or  potential  customer  before  recommending  such  security  for  the 
customer,  to  the  full  extent  required  by  NASD  Rules  of  Fair  Practice. 
Suitability  Inquiries  will  be  made  of  the  customer  and  responses 
documented,  consistent  with  the  NASD  Rules  of  Fair  Practice,  concerning 
the  customer's  financial  status,  tax  status,  investment  objectives,  risk 
tolerance,  and  other  factors  that  may  be  relevant,  prior  to  making 
recommendations  to  the  customer. 

M.  Mellon  Company  compensation  programs  will  be  administered  and 
monitored  to  guard  against  a  recommendation  by  an  Investment  Services 
Employee  of  an  unsuitable  Mellon-Advised  Fund  to  any  customer. 

N.  Tellers  at  Mellon  Banks  will  not  receive  referral  fees  based  on 
the  success  of  sales  of  shares  of  mutual  funds. 

0.  No  Mellon  Bank  will  share  confidential  customer  Information 
with  any  Mellon  Company  providing  Investment  services  other  than  (1) 
Information  which  the  bank's  customer  has  consented  to  share  with  third 
parties  or  (2)  Information  of  a  type  that  the  Mellon  Company  could 
receive  In  a  credit  bureau  or  other  third  party  report  on  the  customer. 
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III.  Indeoendencg  of  Funds'  Boards 

A.  Mellon-Advised  Funds  will  have  boards  of  directors  that  are 
Independent  of  the  Mellon  Companies. 

B.  Specifically,  no  director,  officer  or  employee  of  a  Mellon 
Company  will  serve  as  a  director  of  any  Mellon-Advised  Fund. 

C.  No  Mellon  Company  will  advise  any  mutual  fund  that  does  not 
have  a  majority  of  independent  directors.  An  Independent  director  will 
not  Include  any  person  who  is  an  "Interested  person"  with  respect  to  such 
fund  as  defined  in  Section  2(a)(19)<A)  of  the  Investment  Company  Act  of 
1940  (the  "1940  Act")  or  as  defined  In  any  future  amendment  to  the  1940 
Act  or  the  rules,  regulations,  directives  or  orders  thereunder. 

0.  No  Mellon  Company  will  advise  any  mutual  fund  If  a  majority  of 
the  mutual  fund's  directors  are  officers,  directors  or  employees  of  any 
bank  holding  company  or  Its  affiliates  and  subsidiaries  or  any  bank  or 
Its  subsidiaries. 

IV.   Independence  of  Funds 

A.  No  director,  officer  or  employee  of  a  Mellon  Company  will  be  a 
director,  officer  or  employee  of  a  Mellon-Advised  Fund. 
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B.  No  Mellon  Company  will  control  a  Mellon-Advised  Fund. 

C.  In  the  event  that  Mellon  Bank  Corporation  nnd  Its  subsidiaries 
possess  the  power  to  vote  nxjre  than  25X  of  the  shares  of  a  Mellon-Advised 
Fund,  whether  In  a  fiduciary  capacity  or  otherwise.  Mellon  Bank 
Corporation  and  Its  subsidiaries  (1)  with  respect  to  any  such  shares 
owned  by  any  of  them  for  Its  own  account,  will  vote  such  shares  in  the 
same  proportion  as  shares  held  by  all  other  shareholders  of  such  mutual 
fund  and  (2)  with  respect  to  any  such  shares  owned  by  any  of  them  In  a 
fiduciary  capacity  with  voting  power,  to  the  extent  consistent  with  Its 
fiduciary  duties  and  applicable  law  (Including  ERISA),  will  either  (a) 
pass  through  the  power  to  vote  to  the  beneficial  owners  of  such  shares  or 
<b)  vote  such  shares  as  provided  In  clause  (1). 

V.    Relationships  between  Me 11 on-Advised  Funds  and  Mellon  Bank 
Corporation 

A.  No  Mellon  Company  will  make  a  loan  or  extend  credit  to  a 
Mellon-Advised  Fund,  except  for  loans  or  extensions  of  credit  made  In  the 
ordinary  course  of  providing  custodial  or  cash  management  services  to 
such  a  fund. 

B.  In  the  event  that  the  assets  of  a  Mellon-Advised  Fund  are  held 
in  custody  by  a  Mellon  Bank,  the  applicable  Mellon  Company  will  reconnend 


-  8  - 


443 


to  the  board  of  directors  of  such  fund  that  a  firm  of  nationally 
recognized  Independent  public  accountants  Issue  reports  In  accordance 
with  Rule  l7f-2  under  the  1940  Act  and  otherwise  as  required  by  law  with 
respect  to  the  custody  of  the  assets  of  such  fund. 

C.  No  Mellon  Company  will  purchase  any  portfolio  securities  for 
Its  own  account  from,  or  sell  any  portfolio  securities  from  Its  own 
account  to,  a  Mellon-Advised  Fund. 

D.  If  a  Mellon  Company  Is  underwriting  or  placing  any  security,  It 
will  not  sell  such  security  to  a  Mellon-Advised  Fund. 

.E.  Mellon  Companies  and  their  affiliates  will  be  'affiliated 
persons'  of  the  Dreyfus  Funds  to  the  extent  required  under  the  1940  Act. 

VI.  Relationships  Between  Hellon  Banks  and  Dreyfus 

All  transactions  between  Mellon  Banks  and  Dreyfus  and  Its 
subsidiaries  will  be  subject  to  Sections  23A  and  23B  of  the  Federal 
Reserve  Act  without  giving  effect  to  the  exemption  set  forth  In 
subsection  (b)(2)(A)  of  Section  23A. 
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VII.  Conflicts  of  Interest 

A.  No  Mellon  Company  advising  a  Mellon-Advised  Fund  will  recommend 
the  purchase  by  a  Mellon-Advised  Fund  (other  than  an  index  or  similar 
passively-managed  fund)  of  securities  in  the  process  of  Issuance  If  an 
employee  In  any  such  Mellon  Company  has  actual  knowledge  that  the 
proceeds  of  an  Issuance  of  securities  will  be  used  to  retire  Indebtedness 
to  a  Mellon  Company. 

B.  No  Mellon  Company  will  purchase  for  any  third  party  account 
over  which  the  Mellon  Company  has  discretionary  authority  a  security 
Issued  by  a  Mellon-Advised  Fund,  except  as  authorized  by  the  Instrument 
creating  the  relationship,  by  the  beneficiaries  of  such  account,  by  court 
order  or  by  applicable  local  law. 

C.  In  the  event  that  shares  of  a  Mellon-Advised  Fund  are  purchased 
for  a  Mellon  Bank  fiduciary  account  with  respect  to  which  a  Mellon 
Company  has  Investment  discretion,  an  appropriate  Mellon  Bank  employee 
will  conduct  a  review,  at  least  once  during  every  calendar  year,  of  the 
continuing  prudence  of  holding  such  shares. 

D.  No  Mellon  Bank  will  make  a  loan  for  the  purpose  of  purchasing 
shares  of  a  Mellon-Advised  Fund. 
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VIII.  Regulation 

A.  The  Mellon  Companies  will  comply  In  full  with  all  applicable 
laws,  regulations,  orders  and  directives  of  regulatory  bodies  and  with 
the  rules  of  all  self-regulatory  bodies  Including  the  NASD.  This  Policy 
Statement  will  not  be  Interpreted  to  prohibit  or  limit  any  activity  which 
Is  required  under  applicable  law,  regulation,  order  or  directive  Issued 
from  time  to  time  by  the  SEC  or  Its  staff  or  which  is  taken  In  response 
to  a  recommendation  or  endorsement  received  from  the  SEC  or  Its  staff  by 
way  of  no-actlon  or  Interpretive  relief  or  otherwise. 

B.  For  so  long  as  any  Mellon  Company  Is  defined  as  a  "broker" 
under  Section  3(a)(4)  of  the  Securities  Exchange  Act  of  1934  (the  "1934 
Act"),  such  company  will  continue  to  be  maintained  as  a  separate  company, 
registered  with  the  SEC  and  subject  to  the  1934  Act.  In  addition,  for  so 
long  as  any  Mellon  Company  Is  defined  as  an  "Investment  adviser"  under 
the  Investment  Advisers  Act  of  1940  (the  "Advisers  Act"),  such  company 
will  continue  to  be  maintained  as  a  separate  company,  registered  with  the 
SEC  and  subject  to  the  Advisers  Act. 

C.  Dreyfus  will  be  maintained  as  a  separate  corporate  entity  and 
Its  present  registered  broker-dealer  subsidiary,  Dreyfus  Service 
Corporation,  will  remain  registered  as  a  broker-dealer  with  the 
Securities  and  Exchange  Commission. 
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IX.   Compliance  and  Control 

A.  Sales  of  and  recommendations  to  purchase  mutual  fund  shares 
will  meet  or  exceed  all  applicable  legal,  regulatory  and  self-regulatory 
standards  Including,  where  applicable,  the  NASD  Rules  of  Fair  Practice. 
Applicable  areas  of  the  Mellon  Companies  will  incorporate  structures, 
procedures  and  mechanisms  designed  to  ensure  compliance  with  these 
standards  and  the  Mellon  Companies'  own  rules.  The  compliance  functions 
in  the  Mellon  Companies  will  be  performed  Independently  of  investment 
product  sales  and  management. 

B.  The  Mellon  Companies  will  utilize  compliance  procedures  with 
respect  to  suitability  determinations  such  as  requiring  recorded 
documentation  by  all  representatives  making  recommendations  on  mutual 
funds,  requiring  a  senior  representative  to  sign  off  on  such 
documentation  and  requiring  that  specially  designated  compliance  officers 
sample  such  documentation  on  a  periodic  hasls. 

C.  The  Mellon  Companies  will  utilize  compliance  procedures  which 
include  a  system  to  monitor  customer  complaints. 

D.  Mellon  Company  employees  with  responsibility  for  the  review  of 
sales  of  shares  of  mutual  funds  and  compliance  with  this  Policy  Statement 
will  receive  dedicated  training  designed  to  ensure  their  ability  to 


12  - 


447 


perform  their  functions  consistently  with  this  Policy  Statement  and  Its 
objectives. 

E.  The  Board  of  Directors  of  Mellon  Bank  Corporation  will  oversee 
Mel  Ion's  Investment  services  and  will  adopt  and  review  policies  to  ensure 
that  these  activities  are  carried  out  In  compliance  with  all  applicable 
laws  and  regulations  and  with  this  Policy  Statement.  The  Board  of 
Directors  of  Mellon  Bank  Corporation  will  formally  approve  this  Policy 
Statement,  and  no  material  changes  In  this  Policy  Statement  will  be  made 
without  the  approval  of  such  board. 
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Congres(£(  of  tije  Winittb  &tates( 

llouKe  of  lElepreffentatibeK 
natftington,  BC  20515 

December  20,  1993 


The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight,  respectively,  of 
banks  and  banking,  including  deposit  insurance,  and  of  securities 
and  exchanges,  we  are  looking  into  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  Mellon  Bank  Corporation 
and  The  Dreyfus  Corporation,  particularly  the  significant  legal, 
regulatory,  and  public  policy  issues  that  are  raised  thereby  (see 
enclosed  correspondence) . 

In  order  to  assist  us  in  this  matter,  we  respectfully 
request  that  your  agency  provide  us  by  the  close  of  business  on 
Friday,  January  7,  1994,  an  analysis  of  the  issues  that  the 
proposed  transaction  and  resultant  structure  raise  under  the 
federal  securities  laws.   At  a  minimum,  your  analysis  should 
include  the  following:     , 

1.  Analysis  of  the  potential  conflicts  of 
interests  that  may  be  raised  in  connection 
with  the  distribution  and  sale  of  investment 
company  shares  and  the  management  of  invest- 
ment companies  by  The  Dreyfus  Corporation 
after  its  merger  with  Mellon  Bank 
Corporation. 

2.  Analysis  of  the  potential  conflicts  of 
interest  that  may  arise  between  the 
investment  company  and  the  investment 
advisory  functions  of  The  Dreyfus  Corporation 
and  the  banking  functions  of  Mellon  Bank 
Corporation  after  completion  of  the  proposed 
merger. 
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3.  Assuming  different  scenarios  as  to  the  manner 
of  operation  of  The  Dreyfus  Corporation  by 
Mellon  Bank  Corporation  after  consummation  of 
the  proposed  merger,  any  limitations  that  may 
be  imposed  thereby  on  the  ability  of  the 
Securities  and  Exchange  Commission  to 
discharge  adequately  its  functions  of 
examination  and  review  to  ensure  compliance 
with  the  federal  securities  laws  administered 
by  it. 

4.  The  question  whether,  as  a  result  of  or  in 
conjunction  with  the  proposed  merger, 
additional  legislation  is  needed  or  desirable 
to  ensure  the  ability  of  the  Securities  and 
Exchange  Commission  to  discharge  its 
regulatory  functions  or  otherwise  to  provide 
protection  for  investors  in  mutual  funds 
offered  by  or  through  The  Dreyfus  Corporation 
or  Mellon  Bank  Corporation. 

Thank  you  for  your  cooperation  and  attention  to  our  request. 


Sincerely 


Henry  B.  Gonzale^ 
Chairman 
Committee  on  Banking,  Finance 
and  Urban  Affairs 


fngel 


Chairman 

Committee  on  Energy 
and  Commerce 
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UNITED  STATES 
SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  DC     20549 


January  7,  1994 


The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 

The  Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking,  Finance  and  Urban  Affain 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 


Dear  Chairman  Dingell  and  Chairman  Gonzalez: 


In  your  letter  to  us  dated  December  20,  1993,  you  asked  for  our  analysis  of  a 
number  of  legal  issues  arising  under  the  federal  securities  laws  in  connection  with  the 
proposed  merger  of  Mellon  Bank  Corporation  and  the  Dreyfus  Corporation.    In  response  to 
your  request,  1  asked  the  Commission's  Division  of  Investment  Management  and  the  Office 
of  General  Counsel  to  prepare  the  enclosed  memorandum. 

The  Mellon/Dreyfus  merger  underscores  the  need  for  legislation  that  would  provide 
for  the  functional  regulation  of  securities  activities.   We  believe  that  all  financial  institutions 
that  engage  in  securities  activities  should  be  required  to  comply  with  the  federal  securities 
laws  and  regulations,  and  we  therefore  strongly  support  legislation  sponsored  by  Chairmen 
Dingell  and  Markey  and  Congressmen  Moorhead  and  Fields,    H.R.  3447. 

We  share  the  concerns  you  both  have  raised  recently  regarding  investor  confusion 
about  mutual  funds  advised  or  sold  by  banks  and  their  affiliates,  and  we  commend  Chairman 
Gonzalez  for  calling  attention  to  this  issue  in  H.R.  3306.  We  believe  that  the  potential  for 
that  type  of  confusion  on  the  part  of  Mellon  and  Dreyfus  customers  after  completion  of  the 
proposed  merger  will  be  great  in  the  absence  of  protective  measures  taken  by  both  Mellon 
and  Dreyfus.  We  will  continue  to  work  closely  with  our  banking  regulator  counterparts  to 
ensure  that  Mellon  and  Dreyfus  take  steps  to  address  our  concerns. 

1  hope  this  memorandum  satisfactorily  responds  to  the  questions  you  raised  about  the 
merger.    If  you  have  any  further  questions  regarding  the  issues  raised  in  your  letter,  please 
contact  me,  Barry  Barbash,  Director  of  the  Division  of  Investment  Management,  or  Simon 
Lome,  General  Counsel. 


Sincerely, 


Arthur  Levitt 
Chairman 


Enclosure 
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MEMORANDUM 

January  7,  1994 

To:  Chairman  Levitt 

From:  Division  of  Investment  Management 

Office  of  General  Counsel 

Subject:       Letter  from  Congressmen  Dingell  and  Gonzalez  re: 
Merger  of  Dreyfus  and  Mellon 

This  memorandum  responds  to  Chairmen  Dingell  and  Gonzalez's 
December  20,  199  3  letter  in  which  they  ask  several  questions 
regarding  the  proposed  merger  between  Dreyfus  Corporation 
("Dreyfus")  and  Mellon  Bank  Corporation  ("Mellon").   Chairmen 
Dingell  and  Gonzalez  asked  that  we  analyze  relevant  federal 
securities  law  issues  relating  to  the  proposed  merger.   Our 
responses  correspond  to  the  respective  questions. 

We  understand  that  the  Mellon/Dreyfus  merger  is  intended  to 
be  so  constructed  as  to  minimize  the  concerns  we  raise  in  this 
memorandum.   However,  we  are  troubled  that  there  are  insufficient 
legal  safeguards  of  the  type  we  consider  important,  and  that 
other  entities,  faced  with  different  circumstances,  may  behave 
less  responsibly. 

I .    Background 

On  December  6,  1993,  Mellon  and  Dreyfus  announced  their 
agreement  to  merge  in  a  transaction  valued  at  $1.85  billion. 1/ 
The  staff  understands  that  Dreyfus  will  become  a  subsidiary  of 
Mellon  Bank. 

Dreyfus  is  a  registered  investment  adviser  that  advises, 
among  other  things,  the  sixth  largest  family  of  mutual  funds  in 
the  United  States.   Mellon  is  the  21st  largest  bank  holding 
company  in  the  United  States  (according  to  asset  size)  and  is  the 
parent  of  Mellon  Bank.   Mellon  Bank  is  the  investment  adviser  to 
one  family  of  funds,  the  Laurel  Funds,  with  $3.3  billion  in 
assets. 2/   Mellon  Bank  currently  ranks  22nd  among  banks  in  mutual 
fund  assets  under  management.   Mellon  also  purchased  Boston  Group 
Holdings  in  1993.   Boston  Group  Holdings  is  the  parent  of  Boston 


1/   See   Mellon  Bank  &  Dreyfus,  Mellon  Bank  Corporation  and  the 

Dreyfus  Corporation   to  Merge  in  Stock  Transaction  Valued  at 
$1.85   Billion,    Dec.  6,  1993  (the  "Press  Release"). 

2/   See  Lipper  Analytical  Services,  Lipper  Directors'  Analytical  Data 
(4th  Ed.,  1993)  ("Lipper").   All  asset  figures  are  as  of 
September  30,  1993. 
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Company  Advisers,  which  administers  147  mutual  funds  with  $60.5 
billion  in  assets  managed  by  independent  advisers;  it  also 
advises  the  Boston  Company  funds  with  $1.3  billion  in  assets 
under  management . 3./  Dreyfus  advises  mutual  funds  with  $72.2 
billion  in  assets. 4/   After  the  merger  is  completed  and  Mellon 
Bank  assumes  responsibility  for  managing  the  Boston  Company 
funds,  Mellon  Bank  and  its  affiliates,  including  Dreyfus,  will  be 
the  largest  bank  mutual  fund  investment  adviser,  with  $76.8 
billion  in  mutual  fund  assets  under  management,  or  four  percent 
of  all  mutual  fund  assets. 5/   Mellon  estimates  that,  after  the 
merger,  over  50%  of  its  revenues  will  be  from  fees  for  financial 
services,  including  mutual  fund  advisory  fees. 6/ 

The  Mel Ion/ Dreyfus  merger  is  one  of  the  most  dramatic 
examples  of  the  recent  growth  of  bank  involvement  in  the  mutual 
fund  industry.   Currently  113  banks  or  bank  subsidiaries  advise 
943  mutual  funds. 7/   Bank  mutual  funds  have  $204  billion  in 
assets,  an  increase  of  29%  since  December  31,  1992.8/   Mutual 
funds  overall  have  grown  about  19%  since  December  31,  1992,  to 
$1.9  trillion. 9/   Banks  also  are  increasingly  active  in  selling 
mutual  fund  shares  to  the  public. 

II.   Analvsis 

The  Mel Ion/ Dreyfus  merger,  as  we  understand  it  from  the 
facts  currently  available,  raises  in  a  more  highly  visible 
context  the  concerns  that  we  have  previously  expressed  with 
respect  to  banks'  involvement  with  mutual  funds  generally.   These 


1/   See  id.      The  Boston  Company's  preliminary  proxy  statement, 
filed  with  the  Commission  on  December  17,  1993,  indicates 
that  Mellon  intends  to  integrate  the  Boston  Company  funds 
and  the  Laurel  Funds  into  a  single  fund  complex  with  Mellon 
Bank  as  the  investment  adviser.   Boston  Advisers,  a 
subsidiary  of  Mellon  Bank,  currently  advises  the  Boston 
Company  funds. 

4/    See  id. 

5/    Currently,  Provident  National  Bahk  is  the  largest  bank 

mutual  fund  investment  adviser,  managing  $19.9  billion  in 
mutual  fund  assets.  See  id. 

6/   See  Press  Release. 

7/        See  Lipper  Analytical   Services,    Lipper  Bank  Related  Fund 
Analysis    (2d  ed. ,    1993). 

8/        See  id. 

9 /        See   Lipper ,    supra  note   2 . 
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concerns  include  the  risk  of  investor  confusion,  certain 
conflicts  of  interest,  and  the  need  for  particular  and  focused 
disclosure.   It  also,  in  our  view,  makes  even  more  apparent  the 
desirability  of  functional  regulation,  and  of  legislation  to 
redress  all  of  these  concerns  definitively. 

A.    Distribution  and  Sales  Activities 

Shares  of  the  Dreyfus  funds  currently  are  distributed  by 
Dreyfus  Service  Corporation,  a  wholly  owned  subsidiary  of 
Dreyfus.   The  staff  understands  that,  to  satisfy  the  requirements 
of  the  Glass-Steagall  Act,  shares  of  the  Dreyfus  funds  will  be 
distributed  by  an  unaffiliated  entity  after  the  completion  of  the 
merger. 10/   The  staff,  therefore,  does  not  anticipate  that  the 
distribution  of  Dreyfus  funds'  shares  will  present  a  conflict  of 
interest. 

It  is  currently  unclear  to  what  extent  shares  of  Dreyfus 
funds  will  be  sold  through  Mellon  Bank  to  banking  customers  and 
whether  such  sales  will  be  made  by  bank  employees  or  by  employees 
of  a  registered  broker-dealer.   Sales  of  mutual  fund  shares 
through  a  bank,  particularly  sales  that  take  place  in  a  bank's 
lobby,  may  confuse  investors  as  to  the  uninsured  nature  of  the 
funds.il/   Chairman  Levitt  expressed  concern  about  the  risk  of 
investor  confusion  in  testimony  on  November  10,  1993  before  the 
Securities  Subcommittee  of  the  Senate  Banking,  Housing  and  Urban 
Affairs  Committee . 12 /   The  ills  that  can  result  from  such 


10/   The  merger  would,  as  a  result  of  the  Investment  Company  Act 
of  1940  ("Investment  Company  Act") ,  cause  the  automatic 
termination  of  each  Dreyfus  fund's  contract  with  its 
principal  underwriter  and  will  require  each  fund's  board  of 
directors  to  approve  a  new  contract  with  a  principal 
underwriter. 

11/  The  Commission  recently  conducted  a  preliminary  consumer 
survey  that  found  that  investors  are  confused  as  to  the 
uninsured  nature  of  bank  sold  mutual  funds.   The  Commission 
plans  to  conduct  further  surveys  to  ascertain  the  extent  of 
investor  confusion. 

12/   The  Commission's  staff  expressed  its  concern  about  the  risk 
of  customer  confusion  last  May  when  it  required  any  mutual 
fund  whose  shares  are  sold  by  or  through  a  bank  to  disclose 
prominently,  on  the  cover  page  of  its  prospectus,  that 
shares  in  the  fund  are  not  deposits  or  obligations  of,  or 
guaranteed  or  endorsed  by,  the  bank,  and  that  the  shares  are 
not  federally  insured  by  the  Federal  Deposit  Insurance 
Corporation  or  any  other  agency.  See   Letter  from  Barbara  J. 
Green,  Deputy  Director,  Division  of  Investment  Management, 
to  Registrants  (May  13,  1993). 
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confusion  were  demonstrated  recently  by  the  massive  fraud  that 
took  place  in  connection  with  the  sale  of  American  Continental 
Corporation's  debt  securities  in  Lincoln  Savings'  branches. 

B.    Conflicts  of  Interest  Between  Investment  Adviser  and 
Bank 

The  merger  creates  potential  conflicts  of  interest  between 
Mellon  Bank  and  the  Dreyfus  funds  which  it  appears  they  are 
attempting  to  address. 13/   To  address  conflicts  of  interest  of 
this  sort  more  generally,  the  Commission  has  supported 
legislation  that  would  amend  the  Investment  Company  Act  to  (1) 
prohibit  an  investment  company  from  borrowing  from  an  affiliated 
bank,  except  as  permitted  by  the  SEC;  (2)  prohibit  an  investment 
company  from  purchasing  securities  in  an  underwriting,  the 
proceeds  of  which  are  used  to  retire  debt  owed  by  the  issuer  to  a 
bank  that  advises  the  investment  company,  except  as  permitted  by 
the  SEC;  (3)  prohibit  an  investment  company  from  using  an 
affiliated  bank  as  a  custodian,  except  as  permitted  by  the 
SEC;14/  (4)  prevent  an  investment  company's  investment  adviser 
that  also  acts  as  trustee  for  trust  clients  from  perpetuating 
itself  as  the  investment  adviser  even  where  that  continued 
relationship  is  not  be  in  the  shareholders'  best  interest;  (5) 
prevent  an  investment  company's  investment  adviser  from  using  the 
investment  company  to  support  the  advisers'  other  business 
clients  by  causing  the  investment  company  to  purchase  securities 
or  other  property  from  those  clients;  and  (6)  strengthen  the 


13/   In  a  meeting  on  December  22,  1993,  between  the  Commission's 
staff  and  Daniel  C,  MacLean,  Vice  President  and  General 
Counsel  of  Dreyfus,  Mr.  MacLean  stated  that  Mellon  Bank 
handles  conflicts  of  interest  between  its  trust  department 
and  its  lending  operations  by  maintaining  a  "Chinese  Wall" 
to  restrict  the  flow  of  information  between  those 
operations.   Mr.  MacLean  stated  that  Mellon  is  contemplating 
erecting  a  Chinese  Wall  between  Mellon  Bank  and  Dreyfus  to 
mitigate  some  of  the  potential  conflicts  of  interest  between 
their  banking  and  mutual  fund  operations. 

14/   The  Dreyfus  funds  currently  maintain  custody  of  their  assets 
with  the  Bank  of  New  York.   In  the  December  22,  1993 
meeting,  Mr.  MacLean  represented  that  the  boards  of 
directors  of  the  Dreyfus  funds  probably  would  make  Mellon 
Bank  the  funds'  custodian.   One  analyst  has  stated  that 
Mellon  Bank  could  increase  its  revenues  by  $40  million  per 
year  by  acting  as  custodian  for  the  Dreyfus  funds.   See 
Mellon/Dreyfus:      The  Lion  that  Squeaked,    The  Economist,  Dec. 
11,  1993,  at  86. 
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independence  of  investment  company  boards  of  directors. 15/   For 
the  most  part,  such  legislative  amendments  are  designed  to 
preclude  the  kinds  of  abuses  that  existed  historically  and  were 
the  basis  for  Glass-Steagall  prohibitions. 

C.    Pnimn^<?sion  Oversight  of  Dreyfus 

As  a  registered  investment  adviser,  Dreyfus  is  subject  to 
Commission  regulation,  examination,  and  oversight.   Banks  are 
excluded  from  the  definition  of  "investment  adviser"  under  the 
Investment  Advisers  Act  of  1940  ("Advisers  Act") .   As  a  result, 
banks  that  advise  mutual  funds  are  not  required  to  register  as 
investment  advisers,  to  comply  with  the  Advisers  Act  and  the 
rules  thereunder,  or  to  submit  to  Commission  examination.!^/ 

The  staff  has  been  advised  that  the  parties  to  the  merger 
intend  that  Dreyfus  will  remain  a  registered  investment  adviser 
fully  subject  to  the  Commission's  regulatory,  examination,  and 
oversight  authority. 17/   However,  if  Mellon  Bank  at  some  later 
time  decides  to  assume  the  role  of  investment  adviser  to  the 
Dreyfus  funds,  as  it  apparently  will  do  in  the  case  of  the  Boston 
Company  funds,  the  Commission  could  not  preclude  Mellon  Bank  from 
doing  so  and  therefore  Mellon  Bank's  advisory  activities  would  be 
outside  the  Commission's  jurisdiction.   This  would  be  detrimental 
to  the  Commission's  ability  to  examine  the  Dreyfus  funds  and  to 
enforce  their  compliance  with  the  federal  securities  laws.   It 
would  be  more  difficult  for  the  Commission's  examiners  to 
understand  fully  the  funds'  operations,  and  they  could  be 


15/   Because  Mellon  Bank  is  a  member  bank.  Section  32  of  the 
Glass-Steagall  Act,  12  U.S.C.  S  78,  would  prohibit  any 
officer,  director,  or  employee  of  Mellon  Bank  or  its  holding 
company  from  being  a  director  of  a  Dreyfus  fund. 

16/   Bank  holding  companies  are  also  excluded  from  the  Advisers 
Act.   If  Mellon  (the  holding  company),  rather  than  Mellon 
Bank,  had  acquired  Dreyfus,  Mellon  would  not  have  been 
required  to  register. 

17/   Mr.  MacLean  assured  the  Commission's  staff,  in  the 

December  22,  1993  meeting,  that  Dreyfus  would  become  a 
subsidiary  of  Mellon  Bank  and  that  the  Dreyfus  funds  would 
continue  to  be  advised  by  a  registered  investment  adviser. 
Dreyfus  has  filed  a  "sticker"  to  its  funds'  prospectuses 
disclosing  Dreyfus'  agreement  to  merge  with  Mellon,  and 
stating  that  Dreyfus  will  be  a  separate  subsidiary  within 
the  Mellon  organization. 
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hindered  in  their  ability  to  detect  violations  of  the  federal 
securities  laws. 18/ 

D.    Weed  for  Additional  Legislation 

The  Mellon/Dreyfus  merger  underscores  the  need  for 
functional  regulation  of  bank  securities  activities.   The 
Commission  currently  regulates  all  mutual  funds  under  the 
Investment  Company  Act,  including  bank  advised  funds.   Due  to 
statutory  provisions  that  exclude  banks  from  regulatory 
requirements  that  apply  to  investment  advisers  and  broker- 
dealers,  however,  the  Commission  has  only  limited  ability  to 
regulate  the  banks  that  advise  and/or  sell  interests  in  such 
mutual  funds.-  The  Commission  believes  that  these  bank  exclusions 
should  be  eliminated  in  light  of  the  dramatic  increase  in  bank 
securities  activities  over  the  past  decade,  and  especially  since 
banks  are  among  the  largest  participants  in  the  securities 
business  (as  illustrated  by  the  Mellon/Dreyfus  merger) . 

As  previously  noted,  because  banks  are  excluded  from  the 
Act's  definition  of  "investment  adviser,"  Commission  examiners 
cannot  comprehensively  view  a  bank  advised  mutual  fund's 
operations  because  the  adviser's  records  are  not  available  for 
inspection. 12/   This  creates  a  particularly  significant  gap  with 
respect  to  the  evaluation  of  potential  conflicts  of  interest 
between  a  mutual  fund  and  its  adviser. 20/   As  discussed  above  in 


18/   Regardless  of  how  the  merger  occurs,  it  will  cause  an 

"assignment"  of  Dreyfus'  investment  advisory  contracts  with 
the  Dreyfus  funds.   The  Investment  Company  Act  requires  that 
any  investment  advisory  contract  with  a  registered 
investment  company  contain  a  provision  to  the  effect  that  an 
assignment  automatically  terminates  the  contract,  and  that 
both  the  fund's  directors  and  shareholders  approve  a  new 
advisory  contract.   Dreyfus'  recently  filed  prospectus 
sticker  discloses  to  fund  shareholders  that  the  advisory 
contracts  will  be  terminated  and  that  Dreyfus  intends  to 
obtain  board  and  shareholder  approval  of  a  new  advisory 
contract. 

19/   Bank  fiduciary  activities  are  inspected  by  the  federal 
banking  regulators.   These  inspections,  however,  do  not 
focus  on  issues  such  as  conflicts  of  interest  under  the 
Investment  Company  Act  —  nor  are  they  coordinated  with 
Commission  inspection  and  enforcement  efforts,  which  focus 
on  securities  law  issues. 

20/   As  noted  above,  the  staff  has  been  advised  that  Dreyfus  will 
remain  a  registered  investment  adviser.   The  Mellon/Dreyfus 
merger,  thus,  does  not  appear  to  pose  these  problems 

(continued. . . ) 
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Part  II. B.,  banks  that  advise  mutual  funds  also  face  certain 
conflicts  of  interest  that  the  Investment  Company  Act  does  not 
explicitly  address. 

Because  banks  are  excluded  from  the  Securities  Exchange  Act 
of  1934,  they  are  not  regulated  as  broker-dealers. 21/   Instead, 
banks  that  engage  directly  in  securities  activities  are  governed 
by  a  federal  bank  regulatory  system  that  focuses  generally  on 
bank  safety  and  soundness  issues.   While  the  federal  banking 
regulators  have  adopted  certain  recordkeeping  and  confirmation 
requirements  for  securities  transactions . 22 /  they  do  not  have  a 
comprehensive  regulatory  scheme  for  the  securities  activities  of 
banks. 23/   Banks  do  not  have  to  register  or  satisfy  specific 
capital  requirements  in  order  to  engage  in  direct  securities 
activities,  and  the  banking  regulations  contain  no  provisions 
comparable  to  the  federal  securities  law  rules  respecting 
securities  training  and  qualification,  suitability,  and  other 
sales  practice  issues. 24/ 


20/ ( . . . continued) 

directly,  although  Mellon  Bank's  acquisition  of  the  Boston 
Company  funds'  investment  adviser  does. 

21/   Banks  at  the  present  time  may  engage  directly  in  securities 
activities  through  their  own  employees,  and/or  indirectly 
through  contractual  arrangements  with  registered  broker- 
dealers,  pursuant  to  which  registered  representatives  offer 
and  sell  securities  in  association  with  the  bank.   The 
concerns  raised  here  pertain  to  direct  bank  securities 
activities.   Unfortunately,  because  banking  regulators  do 
not  receive  formal  notice  or  registration  when  banks 
commence  securities  activities,  it  is  hard  to  estimate  how 
many  banks  currently  engage  directly  in  such  activities. 

21/  See,    e.g.,    12  C.F.R.  S§  12.1-12.7;  208. 8(k);  and  344.1- 
344.7. 

23/   Although  banks  are  excluded  from  broker-dealer  regulation, 
banks  (and  bank  sales  of  securities)  are  subject  to  the 
antifraud  provisions  of  the  federal  securities  laws  and  to 
Commission  enforcement  of  such  laws.   Moreover,  bank 
affiliates  and  subsidiaries  are  not  excluded  from  broker- 
dealer  regulation,  and  must  register  with  the  Commission  if 
they  engage  in  broker-dealer  activities. 

24/   These  issues  were  discussed  previously  in  a  Memorandum  of 
the  Securities  and  Exchange  Commission  to  the  Subcommittee 
on  Telecommunications  and  Finance  of  the  House  Committee  on 
Energy  and  Commerce  Concerning  Financial  Services 
Deregulation  and  Repeal  of  the  Glass-Steagall  Act  (April  11, 
1988) . 
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In  recent  months,  the  federal  banking  regulators  have 
adopted  guidelines  applicable  to  bank  sales  of  mutual  funds  and 
other  nondeposit  investment  products. 25/   These  efforts  are  an 
important  first  step.   However,  four  separate  sets  of  banking 
guidelines  are  no  substitute  for  the  uniform,  comprehensive 
scheme  provided  for  broker-dealer  regulation  under  the  federal 
securities  laws.   Investors  are  entitled  to  a  single,  consistent 
standard  of  protection,  whether  they  purchase  securities  from  a 
national  bank,  a  state  member  or  nonmember  bank,  a  thrift,  or  a 
registered  broker-dealer.   Nor  are  the  guidelines  comparable  in 
content  to  the  federal  securities  laws.   For  example,  the  OCC's 
guidelines  charge  each  bank  with  developing  its  own  testing  and 
qualification  programs  —  which  means  that  there  will  be  no 
uniform  testing  and  qualification  standards  for  bank  personnel 
engaged  in  sales  of  securities.   An  additional  difference  with 
critical  significance  for  investor  protection  is  that  the  banking 
guidelines,  unlike  requirements  under  the  federal  securities 
laws,  are  not  legally  enforceable  by  the  banking  regulators  or  by 
customers . 26/ 


25/  See  Office  of  the  Comptroller  of  the  Currency  ("OCC") 
Banking  Circular  No.  274  (July  19,  1993);  letter  from 
Richard  Spillenkothen,  Director,  Division  of  Banking 
Supervision  and  Regulation,  Board  of  Governors  of  the 
Federal  Reserve  System,  on  "Separation  of  Mutual  Fund  Sales 
Activities  from  Insured  Deposit-Taking  Activities"  (June  17, 
199  3) ;  Federal  Deposit  Insurance  Corporation  Supervisory 
Statement  on  State  Nonmember  Bank  Sales  of  Mutual  Funds  and 
Annuities  (Oct.  8,  1993);  Office  of  Thrift  Supervision 
Bulletin  23-1,  "Guidance  on  the  Sale  of  Uninsured  Products" 
(Sept.  7,  1993) .   The  National  Credit  Union  Association 
currently  is  preparing  guidelines  for  credit  union  sales  of 
mutual  fund  shares  to  customers.  See   James  B.  Arndorfer, 
Regulator  Setting  Guidelines  for  Mutual   Fund  Disclosure, 
American  Banker,  Dec.  10,  1993,  at  9. 

26/   The  guidelines  are  also  troubling  from  a  functional 

regulation  viewpoint.   In  particular,  the  OCC's  Banking 
Circular  No.  274  suggests  that  the  OCC  may  apply  its 
guidelines  (which  are  not  identical  to  Commission  and 
securities  self -regulatory  organization  rules,  and  appear  in 
some  instances  actually  to  conflict  with  those  rules)  to 
registered  broker-dealers  that  sell  securities  on  bank 
premises  or  have  other  contractual  arrangements  with  banks. 
The  OCC  further  suggests  that  its  examiners  may  examine  such 
registered  broker-dealers  for  compliance  with  its  guidelines 
as  well  as  for  compliance  with  federal  securities  laws  and 
requirements.   Since  registered  broker-dealers  are  already 
subject  to  Commission  and  self-regulatory  organization 

(continued. . . ) 
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Thus,  the  new  bank  guidelines  do  not  close  the  gulf  that  has 
long  existed  between  federal  securities  regulation  and  the  bank 
regulatory  scheme  for  bank  securities  activities.   Indeed,  this 
gulf,  recognized  as  early  as  1977  in  the  Conunission's 
Congressionally-mandated  Report  on  Bank  Securities  Activities, 27/ 
continues  to  grow.   In  the  past  two  decades,  expansive 
administrative  interpretations  of  the  Glass-Steagall  Act  have 
allowed  ever-increasing  bank  involvement  in  mutual  fund  and  other 
securities  activities.   The  Mellon/Dreyfus  merger  is  the  latest 
illustration  of  this  trend.   The  size  of  the  proposed  merger 
demonstrates  that  the  need  for  consistent  and  comprehensive 
regulation  of  bank  securities  activities  is  more  pressing  than 
ever. 

As  discussed  above  in  Part  II. A.,  the  Mellon/Dreyfus  merger 
highlights  the  potential  for  increased  customer  confusion  when 
banks  sell  mutual  fund  shares  to  their  retail  customers.   Recent 
surveys  indicate  that  a  large  number  of  investors  misunderstand 
the  risks  involved  with  bank  mutual  fund  investments  — 
specifically,  the  fact  that  federal  deposit  insurance  does  not 
cover  bank  sold  or  bank  advised  mutual  funds. 28/ 

A  number  of  pending  bills  address  the  problem  of  customer 
confusion  and  other  issues  arising  from  bank  sales  of  securities 
and  mutual  funds.   One  bill  recently  introduced  by  Chairman 
Gonzalez  and  Congressman  Schumer  (H.R.  3306,  the  "Depository 
Institution  Retail  Investment  Sales  and  Disclosure  Act")  would 
require  the  federal  banking  agencies  to  adopt  sales  practice  and 
disclosure  rules  governing  bank  sales  of  mutual  funds  and  other 
non-deposit  investment  products.   H.R.  3306  would  take  some 
positive  steps  toward  reducing  customer  confusion  about  the 


26/ ( . . . continued) 

oversight  and  regulation  under  the  federal  securities  laws, 
OCC  examinations  would  likely  duplicate  or  confuse  existing 
efforts. 

27/  See   Report  on  Bank  Securities  Activities  of  the  Securities 
and  Exchange  Commission  Pursuant" to  Section  llA(e)  of  the 
Securities  Exchange  Act  of  1934  (Pub.  Law  94-29) ,  August 
1977. 

28^/   News  reports  also  suggest  that  banks  are  not  consistently 
making  disclosures  that  meet  the  bank  regulators' 
guidelines.  See   Steven  Lipin,  U.S.    Warns   Banks   on  Failure 
to  Comply  With  Guidelines   in  Selling  Mutual   Funds,    Wall 
Street  Journal,  Nov.  8,  1993,  at  A16;  see  also   Karen  Holliday, 
Michael  O'D.  Moore,  and  Karen  Talley,  Spot   Check  Finds 
Failures   to  Warn  About  Fund  Risks,    American  Banker,  Nov.  19, 
1993,  at  1. 
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nature  of  bank  sold  nondeposit  investment  products.   For  example, 
the  bill  would  prohibit  common  or  similar  names  for  banks  and 
their  investment  company  affiliates  or  nondeposit  investment 
products . 

It  is  troubling,  however,  that  H.R.  3306  would  discard  a 
long-tested,  successful  securities  regulatory  framework,  creating 
in  its  place  a  new  regulatory  scheme  for  bank  securities 
activities,  outside  of  and  apart  from  the  federal  securities 
laws. 29/   The  bill  would  apply  this  scheme,  moreover,  not  only  to 
the  direct  activities  of  bank  employees,  but  also  to  sales  made 
by  "any  person"  on  behalf  of  a  bank.   This  means  that  the  new 
banking  regulations  adopted  under  H.R.  3306  could  potentially 
apply  to  registered  broker-dealers  that  have  networking,  leasing, 
or  customer  referral  arrangements  with  banks,  and  perhaps  even  to 
those  registered  broker-dealers  that  provide  clearing  services  to 
banks.   The  result  would  be  duplicative  or  even  conflicting 
regulation  of  registered  broker-dealers. 

By  contrast,  the  approach  taken  in  the  bill  introduced  by 
Chairmen  Dingell  and  Markey  (H.R.  3447,  the  "Securities 
Regulatory  Equality  Act")  builds  on  the  proven  regulatory 
structure  created  under  the  federal  securities  laws.   Although 
the  bill  would  maintain  a  limited  exclusion  for  certain 
unsolicited  bank  securities  activities,  it  would  generally 
require  bank  securities  activities  (including  mutual  fund  sales) 
to  be  moved  into  separate  corporate  entities  subject  to  the 
federal  regulatory  scheme  for  brokers  and  dealers.   Outmoded 
exemptions  for  bank  advisory  activities  and  pooled  investment 
vehicles  would  also  be  eliminated  from  the  federal  securities 
laws.   This  legislation  would  significantly  improve  the  existing 
regulatory  system  and  enhance  investor  protect ion. 20/   H.R.  3447 
would  serve  investors  by  applying  proven,  legally  enforceable 


29/   The  laws  enacted  to  govern  bank  municipal  and  government 
securities  activities,  by  contrast,  are  grounded  in  the 
federal  securities  law  concepts  of  market  integrity  and 
investor  protection,  and  were  appropriately  incorporated 
into  the  federal  securities  laws  rather  than  the  federal 
banking  laws. 

30/   H.R.  3447  is  virtually  identical  to  legislation  the 

Commission  supported  in  1991.   It  also  closely  resembles  the 
Bank  Broker-Dealer  Act  (S.  1175  and  H.R.  2557),  advocated  by 
the  Commission  in  1987.   H.R.  3447  would  provide  for 
functional  regulation  in  place  of  the  existing  regulatory 
"crazy  quilt"  (under  which  the  banking  agencies  regulate 
direct  bank  securities  activities,  while  the  Commission 
regulates  securities  subsidiaries  and  affiliates  as  well  as 
bank  holding  companies,  and  enforces  the  federal  anti-fraud 
provisions  with  respect  to  all  market  participants) . 
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broker-dealer  competency  standards,  supervision  requirements, 
suitability  and  sales  practice  rules,  and  financial 
responsibility  requirements  to  banks  and  bank  employees  involved 
in  securities  sales.   The  legislation  would  address  the  conflicts 
of  interest  between  banks  and  their  affiliated  investment 
companies  described  in  Part  II. B.   In  general,  by  eliminating  the 
unconditional  bank  exclusions  in  the  federal  securities  laws, 
H.R.  3447  would  promote  consistent,  functional  regulation  of  all 
market  participants  that  offer  the  same  products  and  perform  the 
same  functions. 

The  Mellon/Dreyfus  merger  provides  fresh  proof  that 
legislation  addressing  bank  securities  activities  could  enhance 
investor  protections  and  rationalize  federal  securities 
regulation.   H.R.  3447,  in  particular,  would  bring  significant 
improvement  to  the  regulation  of  bank  securities  activities  by 
regulating  all  participants  in  our  securities  markets  according 
to  the  functions  they  perform,  rather  than  according  to  their 
industry  classifications.   However,  the  Commission  and  the 
federal  banking  regulators  can  take  steps  to  improve  the 
regulation  of  bank  securities  activities  while  awaiting 
legislative  action.   In  particular,  joint  inspection  programs  and 
enhanced  information  sharing  between  the  federal  banking 
regulators  and  the  Commission  would  allow  for  coordinated 
monitoring  and  responses  to  developing  problems. 

An  important  step  toward  better  cooperation  and  coordination 
between  the  Commission  and  the  federal  banking  regulators  has 
been  taken  in  recent  weeks  with  the  commencement  of  a  joint 
effort  to  assess  investor  attitudes  regarding  mutual  funds 
advised  or  distributed  by  banks.   Following  a  preliminary  survey 
of  mutual  fund  investors  conducted  on  behalf  of  the  SEC  in 
November  of  last  year  that  suggested  significant  confusion  about 
bank  mutual  funds,  SEC  staff,  at  the  direction  of  Chairman 
Levitt,  contacted  the  staff  of  the  Office  of  the  Comptroller  of 
the  Currency  ("OCC")  to  initiate  a  broader,  more  comprehensive 
research  project  that  would  be  conducted  as  a  joint  effort.   This 
project  is  currently  underway.   Its  results  will  be  available  in 
the  near  future  and  are  expected  to  assist  in  developing  the 
appropriate  regulatory  and/or  legislative  steps  that  may  be 
warranted  to  address  this  specific  issue. 
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B.^.  ftoDBE  Of  UeprtBtntariotB 

^Dbcomnrina  on  Ootrsight  and  JnotBtigatloiu 

of  thf 

Coimninu  on  £ncT^  and  Commtrtc 

Washington,  ©£  20J15-6116 

February  23,  1994 


The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

As  a  starting  point,  we  have  reviewed  the  copy  of  the  Notice 
of  the  transaction  and  supporting  documentation  that  was 
delivered  by  MBC  to  the  Committee  on  Energy  and  Commerce  on 
January  3,  1994,  as  well  as  the  responses  of  MBC  and  Dreyfus,  the 
Securities  and  Exchange  Commission  (SEC) ,  and  the  Comptroller  of 
the  Currency  (OCC) ,  responding  to  the  December  10,  1993  Gonzalez- 
Dingell  letter,  and  the  response  of  MBC  and  Dreyfus  to  this 
Subcommittee's  January  28,  1994  letter.   In  order  to  assist  the 
Subcommittee  in  its  investigation  and  in  preparation  for  upcoming 
hearings,  youi*  cooperation  is  requested  in  providing  the 
following  information  and  responses  by  the  close  of  business  on 
Tuesday,  March  1,  1994. 

1.    The  Subcommittee  asked  MBC,  Mellon  Bank,  and  Dreyfus 

whether  they  had  any  enforcement  actions  filed  against 
them  during  the  past  10  years,  and  whether  these 
entities  had  entered  into  any  agreements  with  their 
respective  regulators  concerning  compliance-related 
matters.   A  copy  of  the  index  to  their  response  is 
enclosed.   Please  review  it  and  advise  the  Subcommittee 
of  any  material  omissions  with  respect  to  matters  under 
your  agency's  jurisdiction.   Also  please  advise  us  of 
any  patterns  involving  compliance  problems  or 
violations  about  which  we  should  be  aware. 
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2.  In  December,  Heine  Securities  Corporation  (HSC)  filed  a 
Schedule  13D  with  the  SEC  in  connection  with  the 
purchase  of  the  common  stock,  par  value  $0.10  per  share 
of  the  Dreyfus  Corporation.   HSC's  response  to  Item  4 
thereof  states  that:   "Based  upon  HSC's  review  of  the 
available  public  information  concerning  the  Issuer,  the 
prospective  acquiror,  the  terms  of  the  proposed  merger 
and  the  process  leading  to  the  proposed  merger,  HSC  is 
not  convinced  that  the  merger  consideration  fully 
reflects  the  underlying  value  of  the  Issuer."   Please 
provide  us  with  copies  of  any  information  or  analyses 
in  your  possession  that  raise  questions  about  the 
impact  of  this  transaction  on  the  shareholders  of 
Dreyfus  or  otherwise  indicates  that  the  transaction 
might  not  be  in  their  best  interests.   If  such 
information  or  analyses  are  not  currently  in  your 
possession,  please  take  such  steps  as  may  be  necessary 
to  obtain  any  such  material  from  the  parties  of  the 
Mellon-Dreyfus  transaction. 

3.  Last  month,  several  shareholders  in  mutual  funds 
marketed  as  part  of  the  Dreyfus  Funds  filed  an 
application  with  your  agency  pursuant  to  17  CFR  270.0-5 
for  an  order  by  the  Commission  that  the  "independent" 
directors  of  the  Dreyfus  Family  of  Funds  are  in  fact 
"interested  persons"  under  the  Act.   As  we  understand 
it,  the  crux  of  their  complaint  is  that  these  directors 
have  a  disqualifying  entanglement  because  their 
directorship  of  (and  compensation  by)  other  funds 
constitutes  a  prohibited  material  business  relationship 
with  other  investment  companies  having  the  same 
investment  adviser.   Therefore,  the  application  states 
that  "Applicants  and  the  other  Dreyfus  Fund 
shareholders  have  not  and  will  not  receive  sufficient 
representation  and  protection  in  the  negotiation  and 
consummation  of  the  acquisition  of  Dreyfus  by  [MBC] " 
and,  "[a]s  a  result.  Applicants  and  other  Dreyfus  Funds 
shareholders  will  be  injured  by  the  acquisition." 
Please  advise  the  Subcommittee  of  the  status  of  this 
application,  whether  it  states  an  appropriate  cause  of 
action,  and  whether  and  under  what  circumstances 
compensation  can  have  an  impact  on  the  independence  of 
fund  directors. 

4.  The  OCC  letter  of  January  12,  1994  states  (p.  9,  para.  11 
that  "Dreyfus  would  be  required  to  comply  with  all  laws 
applicable  to  national  banks  and  would  be  subject  to  Banking 
Circular  274."   How  do  you  envision  that  conflicts  between 
requirements  of  the  banking  laws  and  requirements  of  the 
securities  laws  will  be  resolved?   Please  advise  us  of  any 
discussions  between  the  SEC  and  OCC  on  this  subject.   What 
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specific  progress  has  been  made  between  the  SEC  and  OCC  in 
coordinating  your  regulatory  responsibilities  with  respect 
to  entities  that  are  subject  both  to  the  federal  banking 
laws  and  the  federal  securities  laws?  Do  you  presently  and 
do  you  anticipate  in  the  future  engaging  in  (i)  coordinated 
or  (ii)  duplicate  examination  and/or  enforcement  actions? 

Thank  you  for  your  cooperation  and  attention  to  this 
request . 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc :   The  Honorable  Dan  Schaefer 
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91.   HAR-I    PM  k-S1 

ENtRGt  iNJ  COMMtP.Ct 
U.S.  HOUSE  OF  RtPRESENUTIVtS 

ARTHUR    LEVITT 

March  1,  1994 


The  Honorable  John  D.  Oingell 

Chairman 

Subcommittee  on  Oversight  and  Investigations 

Committee  on  Energy  &  Commerce 

U.S.  House  of  Representatives 

Washington,  DC  20515 

Dear  Mr.  Chairman: 

In  your  letter  to  us  dated  February  23,  1994,  you  asked 
several  questions  about,  and  requested  certain  information  with 
respect  to,  the  merger  of  Mellon  Bank  Corporation  and  Dreyfus 
Corporation.  In  response  to  your  request,  I  asked  the  Commission's 
staff  to  prepare  the  enclosed  memorandum. 

I  hope  this  memorandum  satisfactorily  responds  to  your 
questions.  If  you  have  any  further  questions,  or  need  additional 
information,  please  do  not  hesitate  to  contact  me. 

Sincerely, 


///U 


Arthur  Levitt 
Chairman 


Enclosure 


4SO  5TH  ST  NW  .  W ASMINGTOH  DC.  20549  •  TEL  (202)  272-20O0  •  FAX  (202)  272-3912 
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MEMORANDUM 

March  1,  1994 

To:  Chairman  Levitt 

From:  Division  of  Investment  Management 

Office  of  General  Counsel 
Division  of  Market  Regulation 

Subject:       Letter  from  Chairman  Dingell  Requesting 
Information  About  Me 11 on /Dreyfus  Merger 


This  memorandum  responds  to  requests  for  information 
contained  in  a  letter  to  you  dated  February  23,  1994,  from  the 
Honorable  John  D.  Dingell,  Chairman  of  the  Subcommittee  on 
Oversight  and  Investigations  of  the  House  Committee  on  Energy  and 
Commerce.   The  letter  requests  information  about  the  proposed 
merger  between  The  Dreyfus  Corporation  (Dreyfus)  and  Mellon  Bank 
Corporation  (MBC) .   MBC's  subsidiary,  Mellon  Bank,  N.A.  (Mellon 
Bank) ,  proposes  to  acquire  Dreyfus,  which  will  function  as  a 
separate  operating  subsidiary  of  Mellon  Bank.   The  numbered 
headings  below  correspond  to  the  numbered  paragraphs  in  Chairman 
Dingell 's  letter. 

1.  Enforcement  Matters 

The  Enforcement  Division  advises  us  that  the  Commission  has 
not  instituted  any  enforcement  action  against  MBC,  Mellon  Bank, 
or  Dreyfus  during  the  past  ten  years.   In  addition,  we  are  not 
aware  of  any  agreements  concerning  compliance-related  matters  to 
which  MBC,  Mellon  Bank,  or  Dreyfus  is  a  party,  that  have  been 
omitted  from  the  index  attached  to  Chairman  Dingell 's  letter. 
Finally,  we  know  of  no  patterns  of  compliance  problems  or 
violations  by  MBC,  Mellon  Bank,  or  Dreyfus  of  a  significant 
nature. 

2.  Effect  of  Proposed  Merger  on  Drevfus  Shareholders 

Chairman  Dingell  seeks  copies  of- any  information  or  analyses 
in  the  Commission's  possession  that  raise  questions  about  the 
effect  of  the  proposed  merger  on  the  shareholders  of  Dreyfus,  or 
otherwise  indicate  that  the  merger  might  not  be  in  their  best 
interests.   The  Division  of  Corporation  Finance  advises  us  that 
no  materials  responsive  to  this  request  (other  than  Heine 
Securities  Corporation's  Schedule  13D  referenced  in  Chairman 
Dingell 's  letter)  have  been  filed  with  the  Commission. 

Shortly  after  announcement  of  the  proposed  merger,  MBC  and 
Dreyfus  each  filed  a  Current  Report  on  Form  8-K  that  included  a 
joint  press  release  announcing  the  proposed  merger,  copies  of 
which  are  enclosed.   The  press  release  describes  the  proposed 
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merger  and  the  reasons  for  it,  but  does  not  specifically  address 
the  fairness  of  the  proposed  merger  to  Dreyfus  shareholders. 

MBC  and  Dreyfus  have  not  yet  filed  other  materials  relating 
to  the  merger,  including  proxy  materials  to  seek  shareholder 
approval  or  a  registration  statement  to  register  the  MBC 
securities  to  be  issued  in  the  merger  under  the  Securities  Act  of 
1933.   When  these  materials  are  available,  we  will  forward  them 
promptly  to  the  Subcommittee.   If  Dreyfus  obtained  a  fairness 
opinion  from  an  investment  bank  concerning  the  merger,  it  is 
likely  that  Dreyfus'  proxy  materials  will  include  a  description 
of  the  opinion. 

Commission  rules  generally  do  not  require  issuers  to  provide 
information  to  the  Commission  concerning  proposed  mergers  before 
they  file  proxy  materials  or  registration  statements  relating  to 
the  merger.   In  addition,  a  registered  investment  adviser,  such 
as  Dreyfus,  generally  is  not  required  through  our  recordkeeping 
requirements  to  furnish  us  with  material  (such  as  a  fairness 
opinion  in  connection  with  a  merger)  that  is  not  related  to  its 
operating  activities.   Therefore,  we  have  not  attempted  to  obtain 
information  concerning  the  fairness  of  the  proposed  merger  from 
Dreyfus  or  MBC. 

3.   Challenge  to  Independence  of  Certain  Dreyfus  Fund  Directors 

Chairman  Dingell  seeks  information  about  a  request  by 
certain  shareholders  of  Dreyfus  funds  that  the  Commission  hold  a 
hearing  to  determine  whether  individuals  who  serve  as  directors 
of  several  Dreyfus  funds  are  "interested  persons"  of  those  funds. 
The  shareholders  argue  that  individuals  who  serve  on  multiple 
boards  receive,  in  the  aggregate,  substantial  sums  of  money  that 
impair  their  independence.   The  Division  of  Investment  Management 
is  examining  the  shareholders'  request  and  will  make  a 
recommendation  to  the  Commission  shortly.   Because  the  Commission 
eventually  may  act  as  an  adjudicatory  body  at  a  hearing  on  this 
matter,  we  believe  it  would  be  inappropriate  to  comment  on  the 
merits  of  the  request  at  this  time. 

As  a  general  matter,  we  believe  the  independence  of 
investment  company  directors  is  one  of  the  most  important 
safeguards  protecting  investment  company  shareholders.   The 
Commission  recently  proposed  amendments  to  the  proxy  rules  for 
registered  investment  companies  that  address  the  specific  issue 
of  director  compensation.  1/   The  amendments  are  intended,  among 
other  things:  to  clarify  the  presentation  of  director 
compensation;  to  provide  better  disclosure  of  benefits  other  than 


1/   See  Amendments  to  Proxy  Rules  for  Registered  Investment 
Companies,  Investment  Company  Act  Rel.  No.  19957  (Dec.  16,  1993), 
58  Fed.  Reg.  67729  (Dec.  22,  1993). 
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compensation  that  are  received  by  a  director;  and,  for  directors 
who  serve  on  the  boards  of  more  than  one  fund  in  a  fund  complex, 
to  furnish  more  comprehensive  information  about  the  directors' 
total  compensation.   The  comment  period  relating  to  the 
Commission's  proposal  closes  on  March  18,  1994. 

4.    Recmlatorv  Conflicts 

The  final  question  asked  by  Chairman  Dingell  in  his  letter 
relates  to  conflicts  that  will  be  faced  by  Dreyfus  in  meeting  the 
requirements  of  both  the  banking  and  securities  laws,  and  what 
coordination  efforts  have  been  made  by  the  Commission  and  the 
Office  of  the  Comptroller  of  the  Currency  (OCC)  to  resolve  these 
conflicts. 

Conflicts.  In  1993,  the  OCC  and  the  three  other  federal 
banking  regulators  separately  issued  "guidelines"  designed  to 
address  some  of  the  investor  protection  issues  raised  by  bank 
securities  and  mutual  fund  sales.  2/  Two  weeks  ago,  the  banking 
agencies  issued  a  joint  interagency  statement  intended  to 
consolidate,  standardize,  and  supersede  the  earlier,  separate 
guidelines.  3/ 

Unfortunately,  both  the  OCC  guidelines  and  the  interagency 
guidelines  raise  serious  potential  problems  of  regulatory  overlap 
and  conflict.   For  example,  both  sets  of  guidelines  apparently 
contemplate  some  form  of  banking  regulator  oversight  for 
registered  broker-dealers  that  assist  banks  in  the  sale  of 
securities  products.   Since  broker-dealers  already  are  subject  to 
comprehensive  Commission  and  self -regulatory  organization  (SRO) 
regulation  under  the  federal  securities  laws,  imposing  an 
additional  layer  of  banking  regulator  oversight  could  produce 
regulatory  conflict  over  the  applicable  standards  of  conduct,  as 
well  as  unnecessary  and  duplicative  examinations. 

Conflict  is  also  possible,  and  indeed  has  already  arisen, 
with  respect  to  disclosure  requirements.   The  OCC  and  interagency 
guidelines  governing  sales  of  securities  (including  money  market 
funds)  to  bank  customers  require,  among  other  things,  prospectus 


2/   See  OCC  Banking  Circular  No.  274  (July  19,  1993);  see  also 
letter  from  Richard  Spillenkothen,  Director,  Federal  Reserve 
Division  of  Banking  Supervision  and  Regulation,  on  "Separation  of 
Mutual  Fund  Sales  Activities  from  Insured  Deposit-Taking 
Activities"  (June  17,  1993);  FDIC  Supervisory  Statement  on  State 
Nonmeiober  Bank  Sales  of  Mutual  Funds  and  Annuities  (Oct.  8, 
1993);  OTS  Bulletin  23-1,  "Guidance  on  the  Sale  of  Uninsured 
Products"  (Sept.  7,  1993). 

3/   See  "Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investment  Products,"  Feb.  15,  1994,  at  2,  n.l. 
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disclosure  of  "investment  risks,  including  the  possible  loss  of 
principal."   By  contrast,  Commission  prospectus  disclosure 
requirements  specifically  tailored  for  money  market  funds  mandate 
disclosure  that  "there  can  be  no  assurance  that  the  fund  will  be 
able  to  maintain  a  stable  net  asset  value  of  $1.00  per  share." 
Seeking  to  avoid  "inconsistent  and  duplicative  disclosures,"  the 
Investment  Company  Institute  (ICI)  recently  wrote  to  the 
Comptroller  requesting  clarification  that  disclosures  conforming 
to  Commission  and  National  Association  of  Securities  Dealers 
requirements  will  satisfy  the  standards  set  forth  in  the  banking 
guidelines.  4/   Representatives  of  the  OCC,  the  Federal  Reserve 
Board,  the  Office  of  Thrift  Supervision,  and  the  Commission  met 
last  week  in  an  attempt  to  resolve  the  issue  raised  by  the  ICI. 

Conflict  between  the  banking  guidelines  and  the  federal 
securities  laws  could  affect  the  Commission's  ability  to 
discipline  broker-dealers  for  failure  to  supervise  their 
employees.   Under  the  federal  securities  laws,  registered  broker- 
dealers  are  subject  to  sanctions  for  failure  to  adequately 
supervise  their  employees,  and  broker-dealers  are  subject  to 
controlling  person  liability  for  employees  who  engage  in 
violations  of  the  federal  securities  laws.   The  banking 
guidelines  are  much  less  comprehensive.   The  guidelines  advise 
senior  bank  management  to  designate  specific  individuals  to 
exercise  supervisory  responsibility  for  securities  sales;  state 
that  " [d]epository  institution  personnel  with  supervisory 
responsibilities  should  receive  training  appropriate  to  that 
position";  and  state  that  banks  should  adopt  procedures  for 
monitoring  compliance  by  third  parties  (e.g. .  broker-dealers  that 
have  networking  arrangements  with  banks) •   These  differing 
provisions  may  create  confusion  (and,  ultimately,  conflicting 
positions)  regarding  the  supervisory  responsibilities  in  a  bank- 
affiliated  broker-dealer. 

Finally,  we  note  that  these  conflicts  are  illustrative  only, 
and  are  not  intended  to  be  exhaustive.   As  the  Commission  has 
noted  on  other  occasions,  there  are  a  wide  range  of  additional 
issues  regarding  the  adequacy  of  the  oversight  of  bank  securities 
activities  outside  of  the  securities  regulatory  framework.   We 
continue  to  believe  that,  with  respect  to  bank  securities 
activities,  investor  protection  and  the  maintenance  of  fair  and 
orderly  markets  only  can  be  achieved  through  direct  application 
of  the  securities  laws. 

Resolution  of  conflicts.  At  present,  no  mechanism  exists 
for  resolving  the  conflicts  that  may  arise  between  the  federal 
banking  laws  and  the  federal  securities  laws  as  applied  to  banks 


4/  See  letter  from  Paul  Schott  Stevens,  ICI  General  Counsel,  to 
William  P.  Bowden,  Jr.,  OCC  Chief  Counsel  (Jan.  17,  1994)  (copy 
attached) . 
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and  their  affiliates  engaged  in  the  mutual  fund  business.   Over 
the  past  four  months,  representatives  of  the  Divisions  of 
Investment  Management,  Market  Regulation,  and  Enforcement,  and  of 
the  Office  of  the  General  Counsel  have  had  exploratory 
discussions  with  OCC  staff  to  consider  joint  inspections  of  bank- 
affiliated  mutual  funds  and  coordination  of  enforcement  actions, 
including  the  possibility  of  instituting  joint  enforcement 
actions  against  several  entities  that  are  registered  with  the  OCC 
as  transfer  agents.   The  discussions  are  continuing,  but  no 
formal  agreements  or  timetables  have  yet  been  reached.   Without 
such  agreements,  banking  and  securities  regulators  continue  to 
engage  in  unnecessarily  overlapping  activity.   We  understand,  for 
example,  that  federal  banking  regulators  currently  are  examining 
registered  broker-dealers  who  engage  in  securities  activities  on 
the  premises  of  banks,  but  the  Commission  has  not  been  alerted  to 
specific  examinations  in  advance. 

The  Commission  and  the  OCC  recently  have  undertaken  joint 
empirical  research  relating  to,  and  contemplate  conducting  a 
joint  survey  of,  investor  perceptions  of  mutual  funds  advised  or 
distributed  by  banks.   Moreover,  the  Division  of  Market 
Regulation  has  commenced  discussions  with  the  SROs  relating  to 
the  examination  protocol  of  their  member  firms  that  are 
affiliates  of  banks  or  that  are  providing  securities  services  to 
bank  customers  through  "networking"  arrangements.   These 
discussions  will  be  directed  at  the  frequency  of  examinations,  as 
well  as  the  depth  of  the  sales  practice  reviews  needed  for  these 
types  of  broker-dealers.   Additionally,  the  Division  of  Market 
Regulation  intends  to  pursue  discussions  with  the  bank  regulators 
relating  to  their  need  to  have  access  to  non-bank  brokerage  books 
and  records. 

We  believe  that  the  meetings  between  Commission  and  banking 
regulatory  staff  held  to  date  are  important  steps  toward  better 
cooperation  and  coordination  of  regulatory  efforts  involving 
mutual  funds.   We  hope  that  we  will  be  able  to  use  these  new 
channels  of  communication  as  we  address  conflicts  that  arise 
between  the  federal  banking  laws  and  the  federal  securities  laws 
in  connection  with  the  sale  of  mutual- funds  and  other  securities 
by  banks  and  their  affiliates.   In  the  final  analysis,  however, 
we  believe  that  coordination  between  the  securities  and  banking 
regulators,  although  important,  cannot  be  more  than  a  temporary 
fix  of  a  systemic  problem,  because  the  two  sets  of  regulators  are 
subject  to  different  legislative  mandates.   The  real  solution,  in 
our  view,  must  be  legislative,  and  we  reaffirm  our  support  for 
Chairman  Dingell's  "functional  regulation"  bill  (the  Securities 
Regulatory  Equality  Act,  H.R.  3447)  that  would  prescribe  the  same 
regulatory  scheme  for  all  entities  engaged  in  the  mutual  fund 
industry. 


§ 
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INVESTMENT  COMPANY  INSTITUTE 


PAUL  8CHOTT  STEVENS 
OcNCRAL  Counsel 

January  17,  1994 

William  P.  Bowden,  Jr.,  Baqulra 

Chief  Counsel 

Offlca  of   the  Comptrollar  o£  the  Currency 

250  B  Street,  S.H. 

Washington,  D.C.  20219 

Re:   Money  Marlce::  Mutual  Pund  Digclosure  RequiremantB 
Dear  Mr.  Bowdem 

The  Investment  Coopany  Institute^  is  writing  to  urge  that 
the  Office  of  the  Coo^jtroller  of  the  Currency  ("OCC")  address  a 
significant  problem  that  has  arisen  as  a  result  of  its  JUly  19, 
1993  guidelines  concerning  bonk  sales  of  mutual  funds  and  other 
nondeposit  products. 

As  you  know,  the  Institute  has  strongly  supported  the 
adoption  of  iiniform  guidelines  for  the  bank  sale  of  mutual  ftinds 
and  other  nondeposit  products.   For  this  reason,  in  July  1993  th^ 
Institute  submitted  model  guidelines  to  the  OCC  as  well  as  other 
federal  regiilatory  agencies.  We  are  pleased  that  each  of  the 
federal  banking  regulators  has  issued  its  own  regulatory 
guidelines  in  this  area. 

These  guidelines  are  intended  to  provide  important 
protections  for  bank  customers  and  investors.   Insofar  as  there 
are  significant  inconsistencies  among  the  guidelines  of  the 
different  agencies,  however,  this  objective  will  be  more 
difficult  to  achieve.  The  Institute  is  particularly  concerned 
about  the  OCC's  standard  mutual  fund  disclosure  language  as  it 
applies  to  money  market  funds,  because  it  is  inconsistent  with 
current  disclosure  requirements  of  the  Securities  and  Exchange 
CaaBnisslon. 

The  CoQiptroller's  guidelines  state  that  when  uninsured 
investment  products  are  sold  or  marketed  to  retail  custocners. 


The  Investment  Company  Institute  Is  the  national 
association  of  the  American  imrestmant  ccopany 
industry.  Its  membership  includes  4,562  open-end 
investment  companies  ("mutual  funds*),  433  closed-end 
investment  companies  and  13  sponsors  of  unit  investment 
trusts.   Its  mutual  fxind  monbers  have  assets  of  about 
$1.92  trillion,  accounting  for  approximately  95%  of 
total  industry  assets,  and  have  oyer  38  million 
individiial  shareholders. 
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there  must  be  prorainent  disclosure  that  the  products  are  not 
FDIC- insured  or  obligations  of  or  guaranteed  by  the  bank,  and 
that  they  "involve  investment  risks,  including  the  possible  loss 
of  principal . "  This  disclosure  would  have  to  appear 
conspicuously  in  all  written  or  oral  sales  presentations, 
advertising,  prospectuses,  and  periodic  statements  that  include 
information  on  both  deposit  and  nondeposit  products. 

By  contrast,  the  SBC  requires  that  all  advertisements 
containing  performance  information  concerning  money  market  funds 
and  prospectuses  for  those  funds  disclose  thati 

(1)  an  investment  in  the  f\md  is  neither 
insured  nor  guaranteed  by  the  U.S.  Government 
and  (2)  there  can  be  no  assurance  that  the 
fund  will  be  able  to  maintain  a  stable  net 
asset  value  of  $1.00  per  share. 

Disclosure  in  the  above  £ozm  was  mandated  by  the  SBC  in  1991  and 
is  now  standard  throughout  the  industry. 

With  respect  to  the  risk  of  loss  of  principal,  this 
disclosure  accomplishes  the  same  purpose  as  the  Comptroller's 
disclosure  but  is,  in  our  view,  tailored  more  precisely  to  the 
characteristics  of  money  market  funds.  The  SEC 8  disclosure 
makes  clear  that,  despite  the  fvmd's  objective  of  maintaining  a 
■table  net  asset  value  of  $1.00  per  share,  there  can  be  no 
assurance  that  this  objective  will  be  met. 

The  SBC  also  requires  prominent,  cover-page  disclosxire  on 
every  prospectus  for  a  mutual  fund  sold  by  or  through  a  bank 
(including  a  money  market  fund) ,  of  the  fact  that  "shares  in  the 
fund  are  not  deposits  or  obligations  of,  or  guareuiteed  or 
endorsed  by,  the  bank  .  .  .  ."^  The  National  Association  of 
Securities  Dealers,  Inc.,  requires  that  advertisements  for  mutual 
fxmds  sold  through  banks  (including  money  market  funds)  disclose 
that  the  fund  shares  "are  not  deposits  or  obligations  of,  or 


a 


Rule  482(a) (7);  Item  1,  Form  N-IA.  The  SBC  also  has 
proposed  to  amend  Rule  134,  to  require  inclusion  of 
this  disclosure  in  so-called  "taoibstone  advertisements" 
that  generally  describe  money  market  funds.  See  SBC 
Release  No.  IC- 19959  (December  17,  1993) . 

Sfifi  Letter  to  Registrants  from  Barbara  J.  Green,  Deputy 
Director,  Division  of  Investment  Management  (May  13, 
1993) . 
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guaranteed  by,  the  bank  ...."* 

In  order  to  avoid  inconsistent  and  duplicative  disclosures, 
the  Institute  urges  the  Coo^croller  to  clarify  that -money  market 
fund  advertiseoients  and  prospectuses  containing  the  SEC-  and 
NASD- required  language  will  satisfy  relevant  requirooaents 
contained  in  the  OCC's  guidelines.  Alternatively,  should  the  OCC 
conclude  that  disclosure  in  the  form  mandated  to  date  by  the  SBC 
and  the  NASD  is  in  same  respect  deficient,  we  urge  that  it 
consult  and  coordinate  with  the  SBC  and  the  NASD  on  scene  single 
revised  disclosure  format  acceptable  to  all  three  agencies. 
Either  approach  would. be  distinctly  preferable  to  the  current 
situation. 

We  would  be  pleased  to  provide  cmy  additional  information 
concerning  this  matter.  We  have  sent  similar  letters  to  the 
Federal  Reserve  Board,  the  Federal  Deposit  Insurance  Corporation, 
and  the  Office  of  Thrift  Supervision. 

ve^\ truly  yours. 


MOr^ 


Paul   Schott  Stevens 
General  Counsel 


Barry  Barbash 

Director,  Division  of  Investment  Mzmagement 

Securities  and  Bxchange  Comnission 

R.  Clark  Hooper 

Vice  President,  Advertising/Investment  Coopanies  Regulation 

National  Association  of  Securities  Dealers,  Inc. 


fi£fi  NASD  Notice  to  Hsobers  93-87  (December  1993) .   The 
NASD '8  disclosure  requirement  applies  to  bank- 
affiliated  members  and  members  participating  in  bank 
networking  arrangeoants.  The  NASD's  Notice  also 
requires  its  members  to  advise  their  bank  affiliates 
that  their  xinregistered  ea^loyees  should  provide 
similar  disclosure. 
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ITEM  5 . 


OTHER  EVENTS 


Mellon  Bauik  Corporation  (the   "Corporation")  euinounced  that  it  has 
entered  into  a   definitive  agreement  to  merge  with  The  Dreyfus 
Corporation   ("Dreyfus")  in  a  trauisacation  valued  at  $1.85  billion. 
Under  the  terms  of  the  agreement,  which  provides  for  a  tax-free 
transaction  accounted  for  as  a  pooling  of  interests,  Dreyfus 
shareholders  will  receive  .88017  shares  of  the  Corporation's  common 
stoc)c  for  each  of  the  36.6  million  Dreyfus  shares   outstauiding . 


ITEM  7 . 


FINANCIAL  STATEMENTS  AND  EXHIBITS 


Exhibit 
Number 


Description 


99.1      Joint  press  release  dated  December  6,  1993,  of 
Mellon  Bank  Corporation  and  The  Dreyfus 
Corporation  amnouncing  the  definitive  agreement 
to  merge  the  two  entities. 

Pursuant  to  the  requirements  of  the  Securities  Exchange  Act 
of  1934,  the  Registrant  has  duly  caused  this  report  to  be 
signed  on  its  behalf  by  the  undersigned  thereunto  duly 
authorized. 


MELLON  BANK  CORPORATION 


Date:   December  7,  1993 


By:  /s/  James  M.  Gockley 

James  M.  Gockley 
Assistant  General 
Counsel  and   Secretary 
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EX-99.1 


LOGO  OF  MELLON  BANK  CORPORATION 
Mellon  Bank 


LOGO  OF  DREYFUS  CORPORATION 
Dreyfus  Corp. 


ANALYSTS : 


Mellon 

Charles  M.  Johnston 
212-371-5999  (Dec.  6) 
412-234-5601 


Dreyfus 

Philip  L.  Toia 
212-922-6265 


Thomas  W.  Butch 
212-371-5999  (Dec. 
412-234-6436 


Dieine   M.    Coffey 
6)         212-371-5999 (Dec.    6) 
212-922-6070 


FOR  IMMEDIATE  RELEASE 


MELLON  BANK  CORPORATION  AND  THE  DREYFUS  CORPORATION  TO  MERGE 
IN  STOCK  TRANSACTION  VALUED  AT  $1.85  BILLION 


PITTSBURGH  and  NEW  YORK  CITY,  Dec.  6,  1993  --  Mellon  Beink 
Corporation  and  The  Dreyfus  Corporation  today  jointly  announced 
a  definitive  agreement  to  merge,  in  a  landmark  treinsaction 
valued  at  $1.85  billion. 

In  a  joint  statement,  Fraink  V.  Cahouet,  chairman,  president  and 
chief  executive  officer  of  Mellon  Bank  Corporation,  amd  Howard 
Stein,  chairman  and  chief  executive  officer  of  The  Dreyfus 
Corporation,  said:   "This  merger  is  a  milestone  in  the  history 
of  financial  services  in  the  United  States,  uniting  two  of  its 
most  respected  names.   As  the  financial  services  industry 
continues  to  evolve,  and  providers  from  various  of  its  sectors 
continue  to  come  together,  we  will  set  a  new  stcuidard  that  we 
hope  will  inspire  others. 
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"This  is  more  than  the  joining  of  two  major  American  business 
organizations.   It  is  a  melding  of  people,  financial  strengths 
and  names  that,  over  time,  have  consistently  been  associated 
with  integrity,  innovation  and  dedication  to  fiduciary  care  eind 
deep  personal  trust.   When  two  great  business  traditions  join 
together  for  the  future  benefit  of  their  customers  amd  the 
industry,  it  is  a  signal  event  in  the  financial  world. 

"In  an  ever  more  complicated  marketplace  these  two 
orgainizations,  which  have  played  so  prominent  a  role  in  our 
nation's  financial  history,  now  are  defining  its  future. 
Together,  Mellon  and  Dreyfus  will  be  uniquely  positioned  to 
meet  the  public's  growing  desire  for  a  complete  array  of 
high-quality  financial  products  delivered  by  a  single  source 
committed  to  impeccable  standards." 

Mellon  currently  provides  to  its  customers  an  array  of 
uninsured  products  and  has  in  place  policies,  procedures  and 
employee  training  for  those  products  which  are  in  keeping  with 
current  regulatoiry  requirements.   Building  on  those  policies 
and  practices,  and  consistent  with  both  firms'  historic 
reputations  for  ethical  conduct  and  concern  for  their 
customers,  Mellon  aind  Dreyfus  said  they  plan  to  adopt  a  new 
policy  statement  for  post -merger  operations  which  is  designed 
to  implement  the  spirit  of  recent  Congressional  proposals. 

The  merger  of  Mellon,  a  leading  bank  holding  company,  and 
Dreyfus,  the  nation's  sixth- largest  mutual  fund  company,  will 
create  a  diversified  finemcial  services  organization  with 
revenues  of  more  than  $3  billion,  including  fee  revenues  of 
about  $1.6  billion,  ajid  approximately  $215  billion  in  funds 
under  management  as  well  as  $615  billion  in  funds  under 
administration. 

Under  terms  of  the  agreement,  Dreyfus  shareholders  will  receive 
.88017  shares  of  Mellon  Bank  Corporation  common  stock  for  each 
of  the  36.6  million  Dreyfus  shares  outstanding.   Based  on  the 
Mellon  Bank  Corporation  common  stock  closing  price  of  $57,375 
at  Dec.  3,  1993,  the  treinsaction  has  an  indicated  value  of 
$50.50  per  Dreyfus  common  share  emd  a  total  value  of  $1.85 
billion. 

The  Corporation  will  account  for  this  transaction  as  a  pooling 
of  interests,  and  the  transaction  will  be  tax-free  to  Dreyfus 
shareholders . 

In  connection  with  the  transaction,  the  Corporation  expects  to 
record  a  one-time  after  tcoc  charge  to  earnings  of  approximately 
$73  million,  reflecting  various  integration  expenses.   The 
charge  is  expected  to  be  recorded  at  closing,  which  is 
anticipated  in  mid- 1994,  pending  regulatory  approvals  amd 
approvals  by  the  shareholders  of  Mellon  Bamk  Corporation  eind 
Dreyfus,  all  of  which  are  expected.   The  tramsaction  has  been 
approved  by  the  boards  of  directors  of  both  Mellon  and  Dreyfus. 


80-222  0-94-16 
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As  a  result  of  this  transaction,  the  Corporation  anticipates 
that  its  earnings  per  share  growth  will  slow  somewhat  for  the 
next  two  years;  nonetheless,  it  expects  earnings  per  share 
growth  to  remain  substouitial  over  that  period. 

On  a  pro  forma  basis  reflecting  the  merger,  Mellon  Bank 
Corporation's  return  on  assets  would  in^rove  to  about  1.5 
percent  amd  its  proportion  of  fee  revenue  relative  to  total 
revenue  would  increase  to  52  percent.   In  addition,  the 
Corporation's  common  equity,  tangible  common  equity  and 
leverage  capital  ratios  would  in^jrove  to  approximately  9.5 
percent,  6.3  percent  and  8.9  percent,  respectively. 

The  merger  agreement  provides  for  a  $50  million  termination 
fee,  payable  by  Dreyfus  to  Mellon  in  certain  events.   Howard 
Stein  and  Joseph  S.  DiMartino,  president  and  chief  operating 
officer  of  Dreyfus,  have  committed  in  their  capacity  as 
shareholders  to  vote  their  shares  in  favor  of  the  Mellon  merger 
and  not  to  vote  their  shares  for  a  transaction  with  any  other 
party. 

Dreyfus  will  retain  its  New  York  headquarters  auid  will  remain  a 
freestanding  organization  within  Mellon  Bemk  Corporation.   The 
Dreyfus  management  team  and  the  Dreyfus  fund  managers  remain  in 
place,  amd  the  Dreyfus  name  will  be  retained  for  the  mutual 
funds  it  manages. 

Stein,  DiMartino  and  Edward  J.  McAniff ,  a  partner  in  the  Los 
Angeles  law  firm  of  O'Melveny  &  Myers,  will  be  nominated  for 
election  to  the  board  of  directors  of  Mellon  Bank  Corporation. 
Stein  and   DiMartino  will  retain  their  respective  roles  at 
Dreyfus . 

Formed  in  1951  and  publicly  owned  since  1965,  Dreyfus  is  the 
sixth- largest  mutual  fund  company  in  the  United  States.   Since 
the  end  of  1988,  Dreyfus  has  doubled  its  assets  under 
management  and  administration,  to  approximately  $80  billion  in 
over  130  mutual  funds,  including  money  market,  bond  amd  equity 
funds .   Headquartered  in  New  York  City,  it  employs 
approximately  2,000.   It  operates  16  Dreyfus  Financial  Centers 
in  major  cities  throughout  the  United  States. 

Mellon  Bank  Corporation  is  a  major  bank  holding  coopany 
headquartered  in  Pittsburgh.   Through  its  subsidiaries,  Mellon 
provides  a  broad  array  of  financial  products  amd  services  to 
individuals  and  small  businesses  in  the  Central  Atlantic  states 
of  Pennsylvamia,  Delaware  amd  Marylamd;  to  mid-sized  con^anies 
throughout  the  Central  Atlantic  region;  and  to  large  corporate 
and  institutional  customers  throughout  the  United  States  and  in 
select  international  markets. 
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In  addition  to  providing  lending  and  deposit  services,  the 
Corporation  is  a  leader  in  providing  trust  and   investment,  cash 
mainagement ,  auid  mortgage  bcinking  products  and  services,  and 
currently  derives  approximately  50  percent  of  its  annual 
revenues  from  these  and  other  fee-based  activities. 

In  its  trust  and  investment  activities  —  which  include  mutual 
fund  administration,  Master  Trust  and  custody,  institutional 
investment  management  and  personal  trust,  provided  under  the 
name  "Mellon  Trust"- -the  Corporation  administers  approximately 
$615  billion  in  assets,  and  manages  $135  billion  in  assets. 

The  Corporation's  balance  sheet  assets  of  approximately  $35 
billion  at  Sept.  30,  1993,  rank  it  as  the  nation's  21st  largest 
bank  holding  company  by  that  measure.   On  a  pro  forma  basis 
including  Dreyfus,  the  Corporation  expects  to  generate  einnual 
revenues  of  more  than  $3  billion,  ranking  it  as  the  nation's 
13th  largest  bcink  holding  company  by  that  measure. 

"This  partnership  with  one  of  the  great  names  in  mutual  fxinds 
continues  Mellon' s  evolution  into  a  full -service  financial 
services  compauiy  with  a  bank  as  its  core,"  Cahouet  said.   "It 
represents  a  significant  enhancement  of  our  present  proprietary 
and  administrative  mutual  fund  business,  strengthens  our 
balance  between  lending  and  nonlending  businesses,  and  greatly 
enhances  our  growth  prospects  going  forward.   This  is  a 
meaningful  step  in  our  ongoing  effort  to  build  the  financial 
institution  of  the  future . " 

"Dreyfus  has  long  stood  for  strength,  steibility,  integrity  and 
prudence,"  Stein  said.   "We  were  interested  in  merging  with 
Mellon  because  we  believe  Mellon  shares  those  qualities  and, 
like  us,  has  a  deep  and   abiding  respect  for  its  customers  and 
shareholders .   Dreyfus  was  founded  on  the  concept  of  providing 
to  the  many  the  financial  services  once  reserved  for  the  few. 
Our  partnership  with  Mellon  will  take  the  spirit  of  that 
commitment  into  the  next  century  euid  strengthen  forever  our 
ongoing  capacity  to  meet  our  customers'  ever-chauiging  needs." 
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NOTE:   FRANK  CAHOUET,  CHAIRMAN,  PRESIDENT  AND  CEO  OF  MELLON 
BANK  CORPORATION,  AND  HOWARD  STEIN,  CHAIRMAN  AND  CEO  OF  THE 
DREYFOS  CORPORATION,  WII.L  BRIEF  INVESTORS /ANALYSTS  AND  MEMBERS 
OF  THE  MEDIA  ON  THE  MERGER  OF  MELLON  AND  DREYFUS: 


Investor /Analyst  Meeting: 


Date: 
Time  : 
Place: 


Today,  December  6,  1993 

10  a.m. 

St.  Regis  Hotel 

2  East  55th  Street  (at  Fifth  avenue) 

Fontainebleu  Room,  2nd  floor 


Investors  who  wish  to  participate  in  the  briefing  via 
conference  call  should  call  Ann  Beltrcuii  at  212-371-5999  before 
9:45  a.m. 

Press  Conference : 


Date: 
Time  : 
Place: 


Today,  December  6,  1993 

11:30  a.m. 

The  OMNI  Berkshire  Hotel 

21  East  52nd  Street  (between  Madison 

emd  Fifth) 

Madison  Room,  2nd  floor 


Members  of  the  media  who  are  not  cible  to  attend  the  press 
conference  will  be  able  Co  participate  via  conference  call. 
The  telephone  number  is  1-800-701-9363.   R.S.V.P.  to  Abemathy 
Macgregor  Sccinlon  at  212-371-5999. 

Contacts : 

New  Yor)c:    At  Abemathy  Macgregor  Scanlon,  212-371-5999 

Investors:   Chuck  Johnston,  Mellon  Bank  Corporation 


Media : 


Thomas  Butch,  Mellon  Bank  Corporation 
Dieuie  Coffey,  The  Dreyfus  Corporation 


New  York : 
Investors : 


Philip  Toia,  The  Dreyfus  Corporation 
212-922-6265 


Pittsburgh : 

Media:      Margaret  Cohen,  Mellon  Bank  Corporation 
412-234-0850 


«  «  « 
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Item  5.  Other  Events. 


On  December  6,  1993,  the  Company  announced  that  it  had  executed  an 
Agreement  and  Plan  of  Merger  with  Mellon  Bank  Corporation,  Mellon  Bank 
and  XYZ  Sub  Corporation,  a  subsidiary  of  Mellon  Bank.   Attached  hereto  and 
included  by  reference  is  a  press  release  dated  December  6,  1993  announcing 
the  proposed  merger  transaction. 


Item  7.  Financial  Status  and  Exhibits, 

c.         Exhibits 

20.1     Press  Release  dated  December  6,  1993  announcing  the  execution 
of  the  Agreement  and  Plan  of  Merger  by  and  among  The 
Dreyfus  Corporation,  Mellon  Bank  Corporation,  Mellon  Bank 
and  XYZ  Sub  Corporation,  a  subsidiary  of  Mellon  Bank. 


SIGNATURES 

Pursuant  to  the  requirements  of  the  Securities  Exchange  Act  of  1934,  the 
Company  has  duly  caused  this  Report  to  be  signed  on  its  behalf  by  the  undersigned  thereunto 
duly  authorized. 

THE  DREYFUS  CORPORATION 


By:  /s/  Daniel  C.  MacLean 
Daniel  C.  MacLean 
Vice  President  and  General 
Counsel 

Date:   December  7,  1993 


ACCOOMI.WPS 
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EXHIBIT  20.1 


Dreyfiis 


ANALYSTS: 


MEDIA: 


MfiUfiQ 

Charles  M.  Johnston 

212-371-5999  (Dec.  6) 

412-234-5601 

Thomas  W.  Butch 
212-371-5999  (Dec.  6) 
412-234-6436 


Dreyfus 
Philip  L.  Tola 
212-922-6265 


Diane  M.  Coffey 
212-371-5999  (Dec.  6) 
212-922-6070 


FOR  IMMEDIATE  RELEASE 


MELLON  BANK  CORPORATION  AND  THE  DREYFUS  CORPORATION  TO 
MERGE  IN  STOCK  TRANSACTION  VALUED  AT  $1.85  BELUON 


PITTSBURGH  and  NEW  YORK  CITY,  Dec.  6,  1993  -  MeUon  Bank  Corporation  and  The 
Dreyfus  Corporation  today  jointly  announced  a  definitive  agreement  to  merge,  in  a  landmark 
transaction  valued  at  $1.85  billion. 


In  a  joint  statement,  Frank  V.  Cahouet,  chairman,  president  and  chief  executive  officer  of 
Mellon  Bank  Corporauon,  and  Howard  Stein,  chairman  and  chief  executive  officer  of  The 
Dreyfus  Corporation,  said:    "This  merger  is  a  milestone  in  the  history  of  financial  services  in 
the  United  States,  uniting  rwo  of  its  most  respected  names.    As  the  financial  services  industry 
conunues  to  evolve,  and  providers  from  various  of  its  sectors  continue  to  come  together,  we 
will  set  a  new  standard  that  we  hope  will  inspire  others. 
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'This  is  more  than  the  joining  of  two  major  American  business  organizations.   It  is  a 
melding  of  people,  financial  strengths  and  names  that,  over  time,  have  consistently  been 
associatied  with  integrity,  innovation  and  dedication  to  fiduciary  care  and  deep  personal  trust. 
When  two  great  business  traditions  join  together  for  the  future  benefit  of  their  customen  and 
the  industry,  it  is  a  signal  event  in  the  financial  world. 

"In  an  ever  more  complicated  marketplace  these  two  organizations,   which  have  played  so 
prominent  a  role  in  our  nation's  financial  history,  now  are  defining  its  future.   Together, 
Mellon  and  Dreyfus  will  be  uniquely  positioned  to  meet  the  public's  growing  desire  for  a 
complete  array  of  high-quality  financial  products  delivered  by  a  single  source  committed  to 
impeccable  standards. " 

Mellon  currently  provides  to  its  customers  an  array  of  uninsured  products  and  has  in  place 
policies,  procedures  and  employee  training  for  those  products  which  are  in  keeping  with 
current  regulatory  requirements.   Building  on  those  policies  and  practices,  and  consistent 
with  both  firms'  historic  reputations  for  ethical  conduct  and  concern  for  their  customers, 
Mellon  and  Dreyfus  said  they  plan  to  adopt  a  new  policy  statement  for  post-merger 
operations  which  is  designed  to  implement  the  spirit  of  recent  Congressional  proposals. 
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The  merger  of  Mellon,  a  leading  bank  holding  company,  and  Dreyfus,  the  nation's 

sixth-largest  mutual  fund  company,  will  create  a  diversified  financial  services  organization 

with  revenues  of  more  than  $3  billion,  including  fee  revenues  of  about  $1.6  billion,  and 

approximately  $215  billion  in  funds  under  management  as  well  as  $615  billion  in  funds  under 

administration. 

Under  terms  of  the  agreement,  Dreyfus  shareholders  will  receive  .88017  shares  of  Mellon 
Bank  Corporation  common  stock  for  each  of  the  36.6  million  Dreyfus  shares  outstanding. 
Based  on  the  Mellon  Bank  Corporation  common  stock  closing  price  of  $57,375  at  Dec.  3, 
1993,  the  transaction  has  an  indicated  value  of  $50.50  per  Dreyfus  common  share  and  a  total 
valueof  $1.85  billion. 

The  Corporation  will  account  for  this  transaction  as  a  pooling  of  interests,  and  the  transaction 
will  be  tax-free  to  Dreyfus  shareholders. 

In  connection  with  the  transaction,  the  Corporation  expects  to  record  a  one-time  after  tax 
charge  to  earnings  of  approximately  $73  million,  reflecting  various  integration  expenses. 
The  charge  is  expected  to  be  recorded  at  closing,  which  is  anticipated  in  mid- 1994,  pendmg 
regulatory  approvals  and  approvals  by  the  shareholders  of  Mellon  Bank  Corporation  and 
Dreyfus,  all  of  which  are  expected.  The  transaction  has  been  approved  by  the  boards  of 
directors  of  both  Mellon  and  Dreyfus. 
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As  a  result  of  this  transaction,  the  Corporation  anticipates  that  its  earnings  per  share  growth 
will  slow  somewhat  for  the  next  two  years;  nonetheless,  it  expects  earnings  per  share  growth 
to  remain  substantial  over  that  period. 

On  a  pro  forma  basis  reflecting  the  merger,  Mellon  Bank  Corporation's  return  on  assets 
would  improve  to  about  1 .5  percent  and  its  proportion  of  fee  revenue  relative  to  total  revenue 
would  increase  to  52  percent.   In  addition,  the  Corporation's  common  equity,  tangible 
common  equity  and  leverage  capital  ratios  would  improve  to  approximately  9.5  percent, 
6.3  percent  and  8.9  percent,  respectively. 

The  merger  agreement  provides  for  a  $50  million  termination  fee,  payable  by  Dreyfus  to 
Mellon  in  certain  events.   Howard  Stein  and  Joseph  S.  DiMartino,  president  and  chief 
operating  officer  of  Dreyfus,  have  committed  in  their  capacity  as  shareholders  to  vote  their 
shares  in  favor  of  the  Mellon  merger  and  not  to  vote  their  shares  for  a  transaction  with  any 
other  party. 

Dreyfus  will  retain  its  New  York  headquarters  and  will  remain  a  freestanding  organization 
within  Mellon  Bank  Coqjoration.   The  Dreyfus  management  team  and  the  Dreyfus  fund 
managers  remain  in  place,  and  the  Dreyfus  name  will  be  retained  for  the  mutual  funds  it 
manages. 
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Stein,  DiMaitino  and  Edward  J.  McAniff,  a  paitner  in  the  Los  Angeles  law  firm  of 
O'Melveny  &  Myers,  will  be  nominated  for  election  to  the  board  of  directors  of  Mellon 
Bank  Corporation.    Stein  and  DiMaitino  will  retain  their  respective  roles  at  Dreyfus. 

Formed  in  1951  and  publicly  owned  since  1965,  Dreyfus  is  the  sixth-largest  mutual  fund 
company  in  the  United  States.   Since  the  end  of  1988,  Dreyfiis  has  doubled  its  assets  under 
management  and  administration,  to  approximately  $80  billion  in  over  130  mutual  funds, 
including  money  market,  bond  and  equity  funds.   Headquartered  in  New  York  City,  it 
employs  approximately  2,000.   It  operates  16  Dreyfus  Financial  Centers  in  major  cities 
throughout  the  United  States. 

Mellon  Bank  Corporation  is  a  major  bank  holding  company  headquartered  in  Pittsburgh. 
Through  its  subsidiaries,  Mellon  provides  a  broad  array  of  financial  products  and  services  to 
individuals  and  small  businesses  in  the  Central  Atlantic  states  of  Pennsylvania,  Delaware  and 
Maryland;  to  mid-sized  companies  throughout  the  Central  Atlantic  region;  and  to  large 
corporate  and  institutional  customers  throughout  the  United  States  and  in  select  international 
markets. 
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In  addition  to  providing  lending  and  deposit  services,  the  Corporation  is  a  leader  in  providing 
trust  and  investment,  cash  management,  and  mortgage  banking  products  and  services,  and 
currendy  derives  approximately  SO  percent  of  its  annual  revenues  from  these  and  other 
fee-based  activities. 

In  its  trust  and  investment  activities— which  include  mutual  fund  administration.  Master  Trust 
and  custody,  institutional  investment  management  and  personal  trust,  provided  under  the 
name  'Mellon  Trust"~the  Corporation  administers  a]q>roximately  $615  billion  in  assets,  and 
manages  $13S  billion  in  assets. 

The  Corporation's  balance  sheet  assets  of  approximately  $35  billion  at  Sept.  30,  1993,  rank 
it  as  the  nation's  21st  largest  bank  holding  company  by  that  measure.    On  a  pro  forma  basis 
including  Dreyfus,  the  Corporation  expects  to  generate  annual  revenues  of  more  than 
$3  billion,  ranking  it  as  the  nation's  13th  largest  bank  holding  company  by  that  measure. 

"This  partnership  with  one  of  the  great  names  in  mutual  funds  continues  Mellon's  evolution 
into  a  full-service  financial  services  company  with  a  bank  as  its  core,"  Cahouet  said.    "It 
represents  a  significant  enhancement  of  our  present  proprietary  and  administrative  mutual 
fund  business,  strengthens  our  balance  between  lending  and  nonlending  businesses, 


489 


Mellon,  Dreyfus  To  Merge 

Dec.  6,  1993 

Page? 


and  greatly  enhances  our  growth  prospects  going  forward.   This  is  a  meaningful  step  in  our 
ongoing  effort  to  build  the  financial  institution  of  the  future.* 

'Dreyfus  has  long  stood  for  strength,  stability,  integrity  and  prudence,*  Stein  said.    'We 
were  interested  in  merging  with  Mellon  because  we  believe  Mellon  shares  those  qualities 
and,  like  us,  has  a  deep  and  abiding  respect  for  its  customers  and  shareholders.   Dreyfus  was 
founded  on  the  concept  of  providing  to  the  many  the  financial  services  once  reserved  for  the 
few.   Our  partnership  with  Mellon  will  take  the  spirit  of  that  commitment  into  the  next 
century  and  strengthen  forever  our  ongoing  c:4>acity  to  meet  our  customers'  ever-changing 
needs.' 
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NOTE:    FRANK  CAHOUFT,  CHAIRMAN.  PRESIDENT  AND  CEO  OF  MELLON  BANK 
CORPORATION,  AND  HOWARD  STEIN,  CHAIRMAN  AND  CEO  OF  THE  DREYFUS 
CORPORATION,  WILL  BRIEF  INVESTORS/ ANALYSTS  AND  MEMBERS  OF  THE 
MEDL\  ON  THE  MERGER  OF  MELLON  AND  DREYFUS: 

Investor/ Analyst  Meeting: 


Date: 
Time; 
Place: 


Today.  December  6.  1993 

10  a.m. 

St.  Regis  Hotel 

2  East  SSth  Street  (at  Fifth  avenue) 

Fontaind)leu  Room,  2nd  floor 


Investors  who  wish  to  participate  in  the  briefing  via  conference  call  should  call  Ann  Beltrani 
at  212-371-5999  before  9:45  a.m. 

Press  Conference: 

Date:  Today.  December  6,  1993 

Time:  11:30  a.m. 

Place:  The  OMNI  Berkshire  Hotel 

21  East  52nd  Street  (between  Madison  and  Fifth) 

Madison  Room,  2nd  floor 

Members  of  the  media  who  are  not  able  to  attend  the  press  conference  will  be  able  to 
participate  via  conference  call.   The  telephone  number  is  1-800-701-9363.  R.S.V.P.  to 
Abemathy  Macgregor  Scanlon  at  212-371-5999. 

Contacts: 

New  York:      At  Abemathy  Macgregor  Scanlon,  212-371-5999 
Investors:        Chuck  Johnston,  Mellon  Bank  Corporation 
Media:  Thomas  Butch,  Mellon  Bank  Corporation 

Diane  Coffey,  The  Dreyfus  Corporation 

New  York: 

Investors:         Philip  Toia,  The  Dreyfus  Corporation 

212-922-6265 

Pittsburgh: 

Media:  Margaret  Cohen,  Mellon  Bank  Corporation 

412-234-0850 
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March  2,  1994 


The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street.  N.W. 

Washington,  DC.   20549 

Dear  Chairman  Levitt 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of  Representatives,  and  our 
continuing  oversight  of  securities  and  exchanges,  we  are  investigating  the  facts  and 
circumstances  surrounding  the  proposed  merger  between  the  Dreyfus  Corporation  (Dreyfus) 
and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will  be  acquired  by  Mellon  Bank,  N.A. 
(Mellon  Bank)  as  a  separate  operating  subsidiary. 

In  connection  with  the  Subcommittee  hearings  today  and  tomorrow  on  this  matter, 
serious  concerns  have  been  raised  regarding  the  adequacy  of  the  protections  that  the 
banking  laws  afford  customers  who  purchase  securities  or  investment  advice  in  banks. 
Accordingly,  I  am  transmitting  the  enclosed  55-page  draft  table  comparison  of  the  regulation 
of  broker-dealers  and  investment  advisers  under  the  federal  securities  laws  versus  under  the 
federal  banking  laws    The  table  summarizes  the  principal  relevant  statutes,  regulations,  and 
guidelines  administered  by  the  Securities  and  Exchange  Commission  and  by  the  federal 
banking  agencies    The  Subcommittee  will  be  keeping  the  hearing  record  open  for  30  days  to 
accommodate  our  request  that  you  carefully  review  this  document  and  submit  any  corrections 
you  deem  necessary  to  make  this  table  accurate  and  complete. 

If  you  have  any  questions  about  this  request,  please  contact  Consuela  M.  Washington 
of  the  staff  at  (202)  225-3147    Thank  yny  fnr  ynnr  cooperation  and  assistance  with  the  work 
of  the  Subcommittee. 


John  D  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Enclosure 

cc:        The  Honorable  Dan  Schaefer 


THE    CHAIRMAN 
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March  22. 1994 

The  Honorable  John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 
Committee  on  Energy  and  Commerce 
U.S.  House  of  Representatives 
Raybum  House  Office  Building 
Washington,  D.C.  20515-6116 

Dear  Chairman  Dingell: 

To  respond  to  your  letter  of  March  2,  1994, 1  asked  the  SEC  staff  to  review  your  draft 
table  comparing  the  regulation  of  broker-dealers  and  investment  advisers  under  the  federal 
securities  laws  and  under  the  federal  banking  laws. 

Specific  comments  have  been  marked  directly  on  the  table.  In  reviewing  the  table,  the 
staff  addressed  only  those  portions  relating  to  the  regulation  of  broker-dealers  and  investment 
advisers  under  the  federal  securities  laws.  As  an  initial  matter,  you  should  note  that  the  table 
does  not  include  all  the  federal  securities  laws  and  rules,  nor  does  it  address  the  regulation  of 
banks  as  transfer  agents,  municipal  or  government  securities  dealers.  This,  however,  is 
consistent  with  the  table's  stated  scope,  which  is  to  summarize  "the  principal  statutes, 
regulations,  and  guidelines  governing  broker-dealers  and  investment  advisers." 

When  finalized  to  include  the  comments  that  you  have  solicited  from  the  various  federal 
agencies,  the  table  should  be  a  useful  guide  in  comparing  the  regulatory  schemes  for  broker- 
dealers  and  investment  advisers  under  the  federal  securities  laws  and  the  federal  banking  laws. 
The  table  demonstrates  the  significant  differences  between  the  two  regulatory  schemes  and 
highlights  the  need  for  legislation  -  such  as  your  bill,  H.R.  3447  -  to  provide  for  the 
functional  regulation  of  all  securities  activities. 

If  you  have  any  further  questions  regarding  the  Uble,  please  contact  Kathryn  Fulton, 
Director  of  the  Office  of  Legislative  Affairs.  The  Commission  appreciates  your  leadership  in 
this  area  and  looks  forward  to  continuing  to  work  with  you  on  efforts  to  strengthen  and 
rationalize  the  regulation  of  the  U.S.  financial  services  system. 

Sincerely, 

Arthur  Levitt 
Chairman 

Enclosure 
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The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.    20549 

Dear  Chairman  Levin: 

This  is  with  reference  to  the  Subcommittee's  letter  of  March  2,  1994  asi^ing  you  to 
review  our  draft  table  comparing  the  regulation  of  broker-dealers  and  investment  advisers 
under  the  federal  securities  laws  and  under  the  federal  banking  laws.   The  table  does  not 
include  all  the  federal  securities  laws  and  rules,  nor  does  it  address  the  regulation  of  banks 
as  transfer  agents,  municipal,  or  government  securities  dealers.   This  is  consistent  with  the 
scope  of  the  Subcommittee's  inquiry  as  well  as  the  table's  stated  scope. 

At  the  request  of  the  Office  of  the  Comptroller  of  the  Currency,  we  are  extending 
the  deadline  for  your  responses  to  the  close  of  business  on  Friday,  April  8,  1994,  at  which 
time  we  will  be  closing  the  hearing  record  and  taking  the  steps  to  go  to  prompt  printing.  It 
would  be  helpful  if  the  recipients  of  the  March  2  letter  would  meet  and  discuss  (and  where 
possible  coordinate)  your  responses.  In  any  event,  your  transmittal  letters  for  your 
corrections  should  indicate  the  name  and  phone  number  of  a  contact  person  on  your  staff, 
in  the  event  that  we  have  questions  about  your  submission. 

The  Subcommittee  greatly  appreciates  your  cooperation  and  assistance  with  our 
work.   We  firmly  believe  that  these  issues  are  of  vital  importance  to  the  protection  of  the 

public. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


The  Honorable  Dan  Schaefer 
The  Honorable  Alan  Greenspan 
The  Honorable  Andrew  C.  Hove 
The  Honorable  Eugene  A.  Ludwig 


494 


ia.3.  ^(mst  of  KEpitstntatiots 

^obconnnittct  on  Ootrsight  and  inotsngattinu 

of  rtit 

Coinniiiin  on  £ncrgg  and  Commnn 

1,  ©£  20515-6)16 


March  11,  1994 


The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.    20549 

Dear  Chairman  Levitt: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of  Representatives,  and 
our  continuing  oversight  of  securities  and  exchanges,  we  are  investigating  the  facts  and 
circumstances  surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  corporation  whereby  Dreyfus  will  be  acquired  by  Mellon  Bank, 
N.A.  as  a  separate  operating  subsidiary. 

In  connection  with  your  testimony  at  the  Subcommittee  hearing  on  March  2,  1994, 
this  is  to  request  that  you  provide  for  inclusion  in  the  record  the  following  responses, 
information  and  documents  by  the  close  of  business  on  Monday,  March  28,  1'994. 

1 .  Please  clarify  your  response  to  our  question  (Tr.  pp.  19-20)  about  the  impact  of 
limited  SEC  budget  and  staff  resources  on  your  ability  to  meet  the  demands  of  a 
larger  class  of  regulated  entities  should  Congress  repeal  the  bank  broker-dealer  and 
investment  adviser  exemptions  under  the  federal  securities  laws. 

2.  You  were  asked  (Tr.  p.  27)  to  explain  the  difference  between  FDIC  insurance  and 
SIPC  insurance,  and  your  response  contained  some  errors.    Please  provide  a 
complete  comparison  of  these  two  insurance  schemes. 

3.  As  requested  (Tr.  p.  66),  please  submit  a  report  on  the  progress  of  the  SEC  and 
OCC  in  coordinating  your  respective  examination  and  enforcement  programs.   Your 
report  should  include  a  list  of  the  dates,  participants,  and  summaries  of  any  and  all 
interagency  meetings  on  this  subject,  and  copies  of  any  memoranda  of 
understanding  between  SEC  and  OCC  with  respect  to  the  terms  and  conditions  of 
such  joint  examination  and  enforcement  programs.    Your  report  also  should  include 
all  relevant  details  and  documents,  with  an  explanation  of  whether  they  show 
cooperation  or  the  lack  thereof,  with  respect  to  the  SEC  and  OCC  enforcement 
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actions  against  Citibanic  (Tr.  pp.  67-68)  which  matter  you  testified  Involved  "a 
jurisdictional  dispute."   Please  advise  the  Subcommittee  of  any  similar  problems 
involving  OCC  or  any  other  federal  bank  regulatory  agency. 

If  you  have  any  questions  about  this  request,  please  contact  Consuela  M. 
Washington  of  the  staff  at  (202)  225-3147.  Thank  you  for  your  cooperation  and 
assistance  with  the  work  of  the  "  ' "  '"    - 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


9^ 


cc:        The  Honorable  Dan  Schaefer 
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April  4,  1994      j<;  Knil"'r^'ni'i'-l*l'''C- 


The  Honorable  John  D.  Dingell 
Chairman,  Subcommittee  on  Oversight 

and  Investigations 
House  Committee  on  Energy  and  Commerce 
Rayburn  House  Office  Building 
Washington,  D.C.   20515-6116 


Dear  Chairman  Dingell: 


This  responds  to  your  letter  of  March  11,  1994,  which  posed 
a  number  of  questions  following  up  on  my  March  2nd  testimony  before 
the  Subcommittee  on  Oversight  and  Investigations.  Enclosed  are  my 
answers  to  questions  1  and  2,  and  to  portions  of  question  3, 
contained  in  the  March  11th  letter.  I  am  submitting  my  answer  to 
the  remainder  of  question  3  under  separate  cover. 

I  understand  that  the  enclosed  materials  will  supplement  my 
testimony  before  the  Subcommittee  regarding  the  proposed  merger 
between  The  Dreyfus  Corporation  and  The  Mellon  Bank  Corporation, 
and  the  related  issue  of  functional  regulation  of  bank  securities 
activities.  The  Commission  appreciates  your  leadership  in  this 
area,  and  looks  forward  to  continuing  to  work  with  you  to  achieve 
passage  of  H.R.  3447. 

If  you  have  any  further  questions,  please  contact  me  or 
Kathryn  Fulton,  Director  of  the  Office  of  Legislative  Affairs. 

Sincerely, 

/  ;  '  ,  . 

Arthur  Levitt 


enclosures 
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APPENDIX  A 


CHAIRMAN  LEVITT'S  ANSWERS  TO  CHAIRMAN  DINGELL'S  FOLLOW-tTP  QUESTIONS 

1.    Staffing  and  Resource  Requirements  Associated  with  the 
Regulation  of  Bank  Broker -Dealers  and  Investment  Advisers 

As  you  know,  the  Commission  generally  has  a  critical  need  for 
resources,  and  greatly  appreciates  Chairman  Dingell's  continuing 
efforts  to  chcimpion  the  cause  of  Commission  self  -  funding. 

Resources  are  not  the  key  consideration,  however,  when  it 
comes  to  the  issue  of  Commission  regulation  of  bank  broker- dealers 
and  investment  advisers.  Unlike  the  bank  regulatory  scheme,  our 
system  of  securities  regulation  relies  on  several  factors  that 
minimize  the  need  for  the  vast  number  of  personnel  employed  by  the 
bank  regulatory  agencies.  These  include:  the  deterrent  effect  of 
a  strong  enforcement  presence  that  receives  widespread  publicity; 
market  discipline;  and  the  efforts  of  the  National  Association  of 
Securities  Dealers,  Inc.  ("NASD"),  the  New  York  and  other  stock 
exchanges,  and  other  self -regulatory  organizations  ("SROs"),  which 
supplement  the  work  of  the  Commission. 

If  bank  broker-dealer  activities  were  registered,  the 
Commission  would  need  to  hire  few,  if  any,  additional  personnel. 
Bank  broker- dealers  would  be  required  to  become  members  of  the  NASD 
and  might  become  members  of  the  New  York  Stock  Exchange,  Inc.  or 
other  SROs  and  would  be  subject  to  SRO  supervision  and  inspection. 
They  would  pay  dues  to  the  NASD,  which  would  enable  the  NASD,  in 
turn,  to  expand  its  supervisory  and  examination  functions. 

Similarly,  the  adoption  of  legislation  requiring  bank  advisers 
to  register  with  the  Commission  should  not  necessitate  hiring  a 
substantial  number  of  new  exaiminers.  Commission  examiners  already 
examine  bank-affiliated  mutual  funds.  A  Commission  mutual  fund 
examination  typically  includes  an  inspection  of  the  investment 
adviser's  records  with  respect  to  both  its  mutual  fund  and  other 
advisory  clients.  Under  the  present  statutory  scheme,  however. 
Commission  examiners  have  express  authority  to  inspect  a  fund 
advised  by  a  bank,  but  lack  express  authority  to  inspect  records 
maintained  by  the  bank  that  relate  to  advisory  clients  that  are  not 
mutual  funds.  As  a  result,  Commission  examiners  are  hamstrung  when 
it  comes  to  bank  adviser  inspections.  Changing  the  regulatory 
scheme  would  result  in  examiners  being  ahle  to  conduct 
comprehensive  inspections  that  might  reveal,  for  example,  that  an 
adviser  is  favoring  certain  private  clients  at  the  expense  of  a 
fund  and  its  shareholders.  Expanding  inspections  of  bank-advised 
funds  would  not,  however,  require  a  large  corps  of  additional 
inspectors.  It  simply  would  make  inspections  that  the  Commission 
already  conducts  more  comprehensive  and  thorough. 
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Enactment  of  the  investment  advisers  legislation  currently 
pending  in  both  Houses  of  Congress  would  mean  that  the  costs  of 
overseeing  and  examining  banks  that  register  as  investment  advisers 
would  be  borne  by  the  industry,  not  the  Commission.  As  you  know, 
the  legislation  would  amend  the  Investment  Advisers  Act  of  1940  to 
require  registered  investment  advisers  to  pay  the  entire  cost  of 
the  investment  adviser  inspection  program.  Registered  investment 
advisers  would  pay  annual  fees  to  the  Commission  based  on  the 
amount  of  assets  under  management.  These  annual  fees  would  enable 
the  Commission  to  hire  additional  staff  and  to  examine  registered 
investment  advisers  much  more  frequently. 

2 .    Con^arlson  of  SIPC  aind  FDIC  Insurance 

In  1970,  Congress  adopted  the  Securities  Investor  Protection 
Act  ("SIPA"),  which  established  the  Securities  Investor  Protection 
Corporation  ("SIPC"),  a  membership  corporation  designed  to  protect 
investors  from  financial  hardship  and  markets  from  disruption  due 
to  the  failure  of  member  financial  institutions.  Generally,  SIPA 
provides  that  all  persons  registered  with  the  Commission  as  broker- 
dealers  under  Section  15(b)  of  the  Securities  Exchange  Act  of  1934 
("Exchange  Act")  are  members  of  SIPC.  Persons  registered  with  the 
Commission  as  government  securities  broker- dealers  under  Section 
15C  of  the  Exchange  Act  are  not  members  of  SIPC.  In  addition,  the 
following  persons  are  excluded  from  SIPA's  membership  requirement: 
(1)  persons  whose  principal  place  of  business  is  outside  the  United 
States  and  (2)  persons  engaged  in  a  business  that  consists 
exclusively  of  (a)  the  distribution  of  shares  of  an  open-end 
investment  company  or  unit  investment  trust,!/  (b)  the  sale  of 
variably  annuities,  (c)  the  sale  or  provision  of  insurance,  or  (d) 
the  provision  of  advisory  services  to  a  registered  investment 
company  or  insurance  company  separate  account. 2/ 

As  noted  above,  SIPC  protects  only  customers  of  SIPC  member 
broker- dealers.  If  a  SIPC  member  broker-dealer  fails,  mutual  fund 
shares  held  by  the  broker-dealer  in  a  customer's  securities  account 
would  be  covered  to  the  same  extent  that  any  other  security  would 
be  protected.  Of  note  is  the  fact  that  mutual  fund  shares  often 
are  held  in  the  custody  of  non-SIPC  members  (e.g. .  broker-dealers 
that  engage  only  in  the  distribution  of  shares  of  an  open- end 
investment  company  or  unit  investment  trust) .   Thus,  mutual  fund 

1/  It  should  be  noted  that  SIPC  would  cover  the  loss  of  an 
investor  who  held  shares  of  an  open- end  investment  company  if 
the  investor's  broker -dealer,  who  is  a  member  of  SIPC,  was 
unable  to  deliver  the  shares  of  such  investment  company. 

2/  In  addition,  SIPA  may  not  protect  a  lender  of  securities  in 
a  securities  loan  transaction.  SIPC  has  taken  the  position 
that  SIPA  does  not  protect  the  counterparty  to  a  repurchase 
agreement.   See  Commission  Rule  15c3-3(b)  (4)  (iii) . 
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shares  would  receive  no  SIPC  protection  if  they  are  in  the  custody 
of  a  non-SIPC  member  that  fails.  If  an  investor  purchases  mutual 
fund  shares  through  an  investment  adviser  that  is  dually  registered 
as  a  SIPC  member  broker -dealer  and  the  entity  fails,  those  mutual 
fund  shares  held  by  the  broker-dealer  would  be  covered  by  SIPC. 
If  an  investor  purchases  mutual  fund  shares  through  an  investment 
adviser  that  fails,  and  the  adviser  is  not  dually  registered  as  a 
SIPC  member  broker-dealer,  SIPC  will  not  protect  cash  or  securities 
in  the  adviser's  possession. 

The  protection  provided  by  SIPC  is  triggered  solely  by  the 
failure  of  a  member.  SIPC's  responsibility  is  limited  to  customer 
accounts.  Coverage  is  limited  to  $500,000  for  claims  for  cash  and 
securities.  Of  this  amount,  no  more  than  $100,000  may  be  claimed 
for  cash.  In  a  SIPC  liquidation,  customer  property  is  allocated 
on  a  pro  rata  basis  to  customers  of  a  failed  broker -dealer.  To  the 
extent  that  shortfalls  exist,  amounts  are  paid  from  the  SIPC  fund 
up  to  the  limits  mentioned  above. 

SIPC  does  not  protect  investors  from  investment  risk  and 
losses  on  securities  due  to  market  fluctuations.  Thus,  for 
example,  if  an  investor  purchases  securities  having  a  market  value 
of  $100,000  and  market  changes  depreciate  the  value  of  those 
securities  to  $50,000,  on  filing  date  the  investor  cannot  recover 
the  lost  $50,000  from  SIPC.  In  contrast,  the  insurance  provided 
by  the  Federal  Deposit  Insurance  Corporation  ("FDIC")  protects 
deposits  for  the  full  cunount  of  the  deposit,  up  to  $100,000.  Such 
deposits  may  be  used  by  FDIC  member  institutions  to  make  loans  or 
other  investments  on  behalf  of  the  institution. 

SIPC  is  not  designed  to  keep  securities  firms  (or  mutual 
funds)  from  failing  or  to  shield  customers  from  changes  in  the 
market  value  of  their  investment.  Rather,  SIPC  has  the  limited 
purpose  of  insuring  that  when  member  broker- dealers  fail,  or 
otherwise  go  out  of  business,  customers  will  receive  the  cash  and 
securities  they  own,  up  to  the  SIPC  limits.  The  FDIC,  by  contrast, 
shares  responsibility  with  the  other  federal  banking  regulators  for 
protecting  bank  safety  and  soundness  and  the  health  of  the  federal 
deposit  insurance  system  generally.  The  FDIC,  moreover,  operates 
as  an  agency  of  the  federal  government,  and  FDIC  officials  are 
authorized  to  inspect  the  premises  of  FDIC-member  institutions. 
SIPC  does  not  have  similar  authority  for  SIPC  members;  such 
authority  is  assigned  to  the  Commission  and  SROs. 
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3.    Progress  of  the  SEC  and  OCC  In  Coordinating 
Examination  and  Enforcement  Programs 

Attached  as  Appendix  B  is  a  staff  memorandum  discussing  recent 
SEC-OCC  coordination  efforts  involving  our  respective  examination 
and  enforcement  programs. 

As  you  requested,  at  the  end  of  the  attached  memorandum  is  a 
list  of  meetings  between  SEC  staff  and  banking  agency  staff 
regarding  examination  and  enforcement  programs.  Included  among 
these  meetings  are  several  between  Comptroller  Ludwig  and  me. 
These  staff  meetings  have  been  helpful  and  productive  to  a  point. 
However,  no  "formal"  agreement  or  arrangement  has  yet  been  reached 
regarding  sharing  of  information  or  specific  collaboration. 

In  the  final  analysis,  these  efforts  are  stop-gap  measures  - 
-  they  make  the  best  of  a  bad  situation  by  relying  on  personal 
relationships  and  goodwill  between  individuals  currently  at  each 
agency.  In  the  longer  run,  joint  regulatory  and  inspection  efforts 
cannot  substitute  for  institutional  relationships  grounded  in  sound 
public  policy  and  written  into  law  that  will  survive  long  after  the 
current  regulators  have  left  office.  The  real  solution  is 
therefore  legislative  reform:  the  adoption  of  legislation 
providing  for  functional  regulation  of  all  entities  engaged  in  the 
securities  industry. 
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APPENDIX  B 

KEMORANDtnt 

March  31,  1994 

TO:  Chairman  Levitt 

FROM:  Division  of  Enforcement 

Division  of  Market  Regulation 
Division  of  Investment  Management 
Office  of  General  Counsel 

SUBJECT:       SEC  and  OCC  Efforts  to  Coordinate  Examination  and 
Enforcement  Programs 

Pursuant  to  Chairman  Dingell's  March  11,  1994  letter  following 
up  on  your  March  2,  1994  testimony  before  the  House  Subcommittee 
on  Oversight  and  Investigations,  you  have  asked  us  to  describe  the 
progress  of  the  Commission  and  the  Office  of  the  Comptroller  of  the 
Currency  ("OCC")  in  coordinating  our  respective  examination  and 
enforcement  programs. 

Examinations .  At  present,  no  comprehensive  mechanism  exists 
for  coordinating  examination  efforts  of  the  Commission  and  the 
federal  banking  regulators.  Over  the  past  four  months, 
representatives  of  the  Commission's  Office  of  General  Counsel  and 
its  Investment  Management  and  Market  Regulation  Divisions  have  had 
exploratory  discussions  with  staff  from  the  OCC  to  consider  joint 
inspections  of  banks  and  their  affiliated  mutual  funds.  Those 
discussions  are  continuing,  but  formal  agreements  and  timetables 
have  not  yet  been  reached. 

No  definitive  discussions  have  been  held  in  connection  with 
the  recent  OCC  decision  to  engage  in  overlapping  examinations  of 
registered  broker- dealers  who  engage  in  securities  activities  on 
the  premises  of  banks.  Despite  its  request,  the  Commission  staff 
has  not  been  consulted  about  OCC  examination  guidelines. 
Furthermore,  the  Commission  has  not  been  alerted  to  specific 
examinations  in  advance. 

The  Commission  and  the  federal  banking  agencies  have,  however, 
taken  a  number  of  steps  to  coordinate  their  efforts  in  other  areas. 
For  excimple,  the  Commission  staff  coordinates  on  a  regular  basis 
with  the  OCC,  Federal  Reserve  Board  ("FRB") ,  and  the  FDIC  regarding 
routine  examinations  by  the  banking  agencies  of  bank  transfer 
agents  (entities  regulated  pursuant  to  Section  17A  of  the  Exchange 
Act)  .  The  Commission,  as  a  member  of  the  Working  Group  on  Treasury 
Market  Surveillance,  also  confers  on  a  regular  basis  (every  two 
weeks)  with  the  Federal  Reserve  Bank  of  New  York  regarding  Treasury 
market  surveillance.  Recently,  the  Commission  and  the  OCC  have 
undertaken   joint   empirical   research   relating   to   investor 
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perceptions  of  bank-advised  and  bank-sold  mutual   funds,   and 
anticipate  conducting  joint  follow-up  research. 

Enforcement .  There  is  likewise  no  comprehensive  mechanism  for 
coordinating  enforcement  efforts  of  the  Commission  and  the  OCC. 
The  majority  of  interaction  between  the  Division  of  Enforcement 
and  the  OCC  has  been  in  the  area  of  access  to  OCC  documents  and 
examiners  in  the  context  of  specific  investigations  and  enforcement 
actions.  Particularly  in  matters  involving  the  accuracy  of 
disclosures  concerning  the  financial  condition  of  public  banks  and 
holding,  companies,  Commission  enforcement  staff  has  looked  to  the 
OCC  as  a  critical  source  of  information  concerning  the  composition 
and  strength  of  the  banks'  loan  portfolios  and  the  reliability  of 
the  banks'  risk- rating  procedures.  The  OCC,  which  performs 
comprehensive-  supervisory  reviews  of  banks  and  provides  ongoing 
monitoring,  generally  memorializes  its  findings  in  Reports  of 
Supervisory  Activity  ("ROSAs"),  as  well  as  in  other  memoranda, 
examination  workpapers,  notes,  correspondence,  and  other  documents . 
These  materials  can  be  extremely  helpful  to  the  staff  in  expediting 
and  focusing  its  efforts  in  investigations  regarding  the  accuracy 
of  the  financial  statements  and  other  disclosures  contained  in 
filings  made  with  the  Commission.  The  OCC  examiners  themselves  are 
knowledgeable  about  the  banks  and  their  management  and  may  have 
information  or  opinions  which  are  not  in  writing  but  which  may  be 
helpful  to  the  staff's  efforts. 

For  the  most  part,  the  OCC  has  provided  requested  assistance. 
However,  such  assistance  has  at  times  been  delayed  or  complicated, 
in  part  by  the  OCC's  access  procedures.  The  OCC  has  a  multi-step 
access  process.  The  OCC  generally  first  requires  the  staff  to 
request  access  to  and  then  review  on-site  the  ROSAs.  The  staff 
then  almost  always  requests  production  of  the  entire  document,  both 
because  at  the  early  stage  of  an  investigation  the  staff  does  not 
know  the  entire  universe  of  what  will  ultimately  prove  relevant  and 
because  our  investigative  experience  has  borne  out  the  importance 
of  obtaining  complete  documents.  After  the  staff's  review  of  the 
ROSAs,  the  OCC  typically  requires  another  access  request  for 
additional  documents  and  examiner  interviews,  in  which  the  staff 
must  specify  the  need  for,  and  provide  detail  concerning,  the  areas 
of  inquiry  it  wishes  to  pursue  with  examiners  and  with  respect  to 
additional  documents.  There  is  then  further  delay  while  the  staff 
puts  into  writing  its  specification  of  the  additional  documents  it 
wishes  to  obtain  or  the  interest  areas  it  intends  to  pursue  with 
examiners,  and  waits  for  these  requests  to  receive  approval.  The 
OCC  often  requires  that  subsequent  requests  for  access  to 
additional  materials  and  OCC  personnel  follow  this  same  procedure. 

With  respect  to  examiner  interviews,  the  staff's  experience 
has  been  mixed.  In  one  interview,  the  staff  reported  that  the  OCC 
attorney  would  not  permit  the  examiner  to  discuss  matters  not  in 
writing  nor  to  express  opinions.  In  other  interviews,  the 
examiners  have  been  permitted  to  speak  without  restrictions.  Ready 
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access  to  examiners  who  are  permitted  to  speak  freely  can  educate 
our  staff  as  to  what  materials  may  be  most  helpful,  as  well  as 
provide  other  important  information.  It  would  substantially 
advance  the  staff's  investigations  if  the  OCC  were  willing  to  make 
its  relevant  files  and  personnel  available  at  an  early  stage. 3/ 

On  the  whole,  our  relationship  with  the  OCC  has  evolved  and 
improved  over  time.  For  example,  with  respect  to  access,  while 
initially  resistant  to  providing  access  to  unredacted  ROSAs  and 
examination  workpapers  because  of  concerns  that  our  access  might 
have  a,  chilling  effect  on  the  examination  process,  the  OCC 
subsequently  agreed  to  permit  access. 

In  a  variety  of  specific  matters  not  primarily  concerned  with 
access  issues,  where  the  Enforcement  Division  and  the  OCC  each  had 
concerns  arising  out  of  the  same  events,  many  experiences  have  been 
quite  positive.  4/  Our  agencies  have  referred  to  each  other 
possible  securities  and  bank  regulatory  matters  and  arranged  for 
joint  training  progrcims  in  our  areas  of  expertise.  OCC  and 
Commission  staff  have  discussed  instituting  joint  enforcement 
actions  against  certain  entities.  We  expect  that  those  efforts 
will  soon  result  in  the  institution  of  joint  enforcement  actions. 
In  addition,  both  the  Commission  and  the  OCC  are  members  of  the 
National  Interagency  Bank  Fraud  Working  Group,  and  have  worked 
together  within  that  organization. 

In  sum,  the  staffs  of  the  Commission  and  the  OCC  have  recently 
taken  a  number  of  important  steps  toward  better  cooperation  and 
coordination  of  regulatory  and  enforcement  efforts  involving  bank 
securities  activities.  We  expect  to  continue  working  cooperatively 
in  the  future,  and  hope  that  we  will  be  able  to  use  these  new 
channels  of  communication  to  reduce  regulatory  burdens  and  to 
address  the  important  investor  protection  issues  that  arise  from 
bank  involvement  in  the  securities  business. 


1/  The  general  practice  of  the  Commission's  Enforcement  Division 
when  it  receives  access  requests  from  other  federal  and  state 
agencies  is  to  grant  access  to  the  investigative  files  and 
then  to  make  such  files  available  to  the  requester  for  review. 

4/  For  excimple,  in  connection  with  the  government  sponsored 
enterprises  portion  of  the  government  securities 
investigation,  the  SEC,  the  OCC  and  the  FRB  issued  a  joint 
order  instituting  administrative  proceedings  against,  among 
others,  approximately  30  national  banks.  The  OCC,  as  the 
primary  regulator  of  those  banks,  issued  an  administrative 
order  sanctioning  them,  while  the  SEC  and  the  FRB  issued 
orders  against  other  respondents . 
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Pursuant  to  Chairman  Dingell's  request,  below  are  listed 
specific  meetings  that  have  taken  place  between  Commission  staff 
and  staff  of  the  banking  regulatory  agencies  regarding  examination 
and  enforcement  programs : 

1.  Aug.  4,  1993,  2:00  p.m.,  at  SEC 

Attendees:   Chairman  Levitt,  Comptroller  Ludwig 

Topics:  various  issues,  including  coordination  and  cooperation 
between  the  SEC  and  the  OCC 

2.  Aug.  13,  1993,  10:30  a.m.,  at  SEC 

Attendees:   Chairman  Levitt,  Comptroller  Ludwig 

Topics:  various  issues,  including  coordination  and  cooperation 
between  the  SEC  and  the  OCC 

3.  Sept.  8,  1993,  Seminar  Sponsored  by  OCC  on  Mutual  Funds 
and  Nondeposit  Investment  Products 

Attendees:  Bob  Colby  (SEC),  Belinda  Blaine  (SEC),  Chris  Dear 
(SEC) ,  Owen  Carney  (OCC) ,  Rachel  Romyn  (OCC) 

Topic:  Training  of  OCC  examiners  on  the  federal  securities 
laws,  including  the  NASD  Rules  of  Fair  Practice 

4.  Oct.  26,  1993,  Conference  Call 

Participants:  Chris  Dear  (SEC),  Bob  Inskeep  (OCC),  Keith 
Larkin  (OCC) 

Topics:  SEC  broker-dealer  examination  program,  including  how 
firms  are  chosen  to  be  examined,  tools  used  in  examinations,  risk 
assessment,  and  monitoring  broker-dealer  firms  in  general 

5.  Nov.  5,  1993,  8:30  a.m.,  at  OCC 

Attendees:  Chairman  Levitt,  Comptroller  Ludwig,  Simon  Lome 
(SEC) ,  William  Bowden  (OCC) ,  one  or  two  additional  staff  members 

Topics:  relations  between  the  SEC  and  the  OCC,  including 
enforcement  matters,  the  Citibank  matter,  and  the  pending  Chase 
Manhattan  matter 

6.  Nov.  23,  1993,  12:00  p.m.,  at  OCC 

Attendees:   Simon  Lome  (SEC),  William  Bowden  (OCC) 

Topics:  ways  in  which  the  SEC  and  OCC  could  better  cooperate, 
including  inspection  of  bank  advisers 
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7.    Dec.  13,  1993,  10:00  a.m.,  at  SEC 

Attendees:  Barry  Barbash  (SEC) ,  Barbara  Green  (SEC) ,  Susan 
Woodward  (SEC) ,  Max  Beruef fy  (SEC) ,  William  Dehnke  (OCC) ,  David 
Nebhut  (OCC) ,  Jan  Poppalardo  (FTC) ,  John  Rea  (FRB) ,  Stephen  Weber 
(Market  Facts,  market  researchers) ,  Pamela  Roger- Jesup  (Market 
Facts),  Amy  O'Connell  (moderator  for  focus  groups) 

Topics :   focus  group  research  about  banks  and  mutual  funds 

8.'   Dec.  13,  1993,  2:00  p.m.,  at  SEC 

Attendees:  Barry  Barbash  (SEC),  Barbara  Green  (SEC),  Thomas 
Harman  (SEC)  ,  Richard  Jackson  (SEC)  ,  Williaim  Dehnke  (OCC)  ,  David 
Nebhut  (OCC) ,  David  Apgar  (OCC) 

Topics:  mutual  funds'  use  of  bank  neimes  and  banking  agency's 
authority  to  regulate  bank  securities  activities  under  safety  and 
soundness  doctrine 

9.  Dec.  20,  1993,  4:00  p.m.,  at  SEC 

Attendees:  Chairman  Levitt ,  Comptroller  Ludwig,  Barry  Barbash 
(SEC) ,  Colleen  Mahoney  (SEC) 

Topics:  bank  mutual  fund  sales  activities  and  Mellon/Dreyfus 
merger 

10.  Jan.  4,  1994,  10:00  a.m.,  at  OCC 

Attendees:  Barry  Barbash  (SEC) ,  Barbara  Green  (SEC) ,  Thomas 
Harman  (SEC) ,  Ellen  Broadman  (OCC) ,  William  Bowden  (OCC) 

Topics:  bank  mutual  fund  sales  generally,  mutual  fund 
investor  focus  groups,  issues  raised  by  Mellon/Dreyfus  merger, 
functional  regulation,  OCC  regulation  and  examination  of  bank 
securities  activities,  bank  regulatory  consolidation,  OCC  Banking 
Circular  No.  274,  mutual  fund  names,  separation  of  banks'  deposit 
and  securities  sales  activities,  disclosure  issues,  possibility  of 
joint  examinations,  and  SEC  rulemaking  proposals 

11.  Jan.  11,  1994,  2:00  p.m.,  at  SEC 

Attendees:  Gene  Gohlke  (SEC),  Richard  Jackson  (SEC),  William 
Dehnke  (OCC) ,  Suzette  Greco  (OCC) ,  Keith  Larkin  (OCC) 

Topic:   SEC  investment  company  inspection  procedures 
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12.  Jan.  19,  1994,  10:00  a.m.,  at  OCC 

Attendees:  Barry  Barbash  (SEC),  Barbara  Green  (SEC),  Susan 
Woodward  (SEC) ,  Catherine  McGuire  (SEC) ,  Jan  Poppalardo  (FTC) , 
David  Apgar  (OCC) ,  Rachel  Romyn  (OCC) ,  David  Nebhut  (OCC) ,  John 
Rea  (FRB) ,  Stephen  Weber  (Market  Facts) ,  Pamela  Koger-Jesup  (Market 
Facts) 

Topics:  discussion  of  focus  group  research  on  bank  sales  of 
mutual  funds,  possibility  of  joint  inspections,  and  development  of 
OCC  examination  manual  for  securities  sales  activities 

13.  Feb.  22,  1994,  3:00  p.m.,  at  SEC 

Attendees:  Barry  Barbash  (SEC),  Barbara  Green  (SEC),  Philip 
Parker  (SEC) ,  Robert  Colby  (SEC) ,  Gene  Gohlke  (SEC) ,  Robert  Plaze 
(SEC) ,  Belinda  Blaine  (SEC) ,  Richard  Jackson  (SEC) ,  Barry  Mendelson 
(SEC) ,  Katherine  Horan  (SEC) ,  Ellen  Broadman  (OCC) ,  Rachel  Romyn 
(OCC) ,  William  Dehnke  (OCC) ,  Robyn  Dennis  (OTS) ,  Dean  Shahinian 
(OTS) ,  Laurie  Schaf fer  (FRB) 

Topics:  mutual  fund  disclosure,  suitability  requirements  for 
sales  of  mutual  funds,  possibility  of  joint  inspections,  and 
banking  regulators'  guidelines  regarding  bank  sales  of  mutual  funds 

There  have  also  been  a  number  of  informal  contacts  (such  as 
telephone  conversations)  that  have  taken  place  between  various 
staff  of  the  SEC  and  the  OCC  regarding  examination  matters. 

The  Enforcement  Division  has  had  extensive  contacts  with  OCC 
personnel,  both  in  meetings  and  by  telephone,  regarding  specific 
investigations  that  are  too  numerous  to  list.  Most  recently,  the 
major  SEC  participants  involved  in  such  contacts  have  been:  Joseph 
Goldstein,  Juan  Marcelino,  Thomas  Lawson,  Lani  Lee,  Susan  Lebeaux, 
and  Thomas  Hamill. 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COIyjiyG^'PKj 

WASHINGTON.  DC.   2ff549 

THE    CHAIRMAN 


0549 

9''   «AR  35    AN  a  32 
April  4,  1994!:^:"':i;r  XH\  CjUHlxrr 


The  Honorable  John  D.  Dingell 

Chairman. 

Subcommittee  on  Oversight  and  Investigations 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

2125  Raybum  House  Office  Building 

Washington,  D.C.    20515-6116 

Dear  Mr.  Chairman: 

Enclosed  is  a  chronology,  prepared  at  my  direction,  responding  to  the  question  in  your 
letter  of  March  11,  1994,  about  "SEC  and  OCC  enforcement  actions  against  Citibank."  The 
enclosed  chronology  and  supporting  documentation  include  information  that  is  nonpublic  and 
extremely  sensitive.  We  understand  that,  absent  extraordinary  circumstances,  it  is  not  the 
Subcommittee's  practice  to  make  public  disclosure  of  nonpublic  material  without  prior 
consultation  with  the  Commission.  We  request  that  you  follow  this  practice  in  this  instance, 
and  appreciate  your  concern  for  the  confidential  and  extremely  sensitive  nature  of  this  nonpublic 
information. 

I  would  like  to  emphasize  a  few  points  about  the  enclosed  chronology.  The  events 
described  in  the  chronology  occurred  some  time  before  Comptroller  Ludwig  and  I  took  office. 
During  our  tenure.  Comptroller  Ludwig  and  I  have  tried  haixl  to  bridge  the  gaps  that  have  in 
the  past  separated  our  two  agencies.  There  remain  fundamental  philosophical  and  policy 
differences  between  the  Commission  and  the  OCC,  but  a  number  of  impottant  steps  have  been 
taken  over  the  past  year  toward  better  communication  and  cooperation. 

In  the  end,  however,  as  I  have  repeatedly  stated,  personal  relationships  and  goodwill 
cannot  substitute  for  institutional  relationships  that  are  grounded  in  sound  public  policy  and 
written  into  law.  The  problem  of  conflicting  regulatory  approaches  to  bank  securities  activities 
can  be  fully  resolved  only  through  the  adoption  of  functional  regulation  legislation. 

If  you  have  any  question  about  the  enclosed  materials,  please  contact  me  or  William 
McLucas.  Director  of  the  Division  of  Enforcement. 

Sincerely,  , 

Arthur  Levitt 
Chairman 

enclosures 
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Chronology  of  Contacts  with  the  OCC  Leading  to  the  Commission's 
Enforcement  Action  against  Citibank.  N.  A. 

I.   Chronology  of  certain  of  the  contacts  by  the  staff  of  the 

Commission's  Division  of  Market  Regulation  with  Citibank  and 
the  OCC  leading  to  the  January  1992  disclosure  of 
resurfacing  cancelled  certificates. 

Beginning  in  March,  1987,  Citibank  learned  that  the 
cancelled  certificates  i/  that  it  was  supposed  to  have  previously 
destroyed,  were  reappearing  in  the  market  and  causing  losses  to 
parties  mistakenly  honoring  the  certificates  as  legitimate. 
(Commission  Order  dated  December  17,  1992  attached  as  Exhibit  M; 
OCC  Order  dated  June  25,  1992  attached  as  Exhibit  K. )   Citibank, 
however,  failed  to  file  timely  Missing/Lost/  Stolen/Counterfeit 
Securities  Reports  on  Form  X-17F-1A  ("Securities  Reports")  with 
the  Securities  Information  Center  ("SIC"),  the  Commission's 
designee  for  operating  the  Lost  and  Stolen  Securities  Program,  as 
required  by  Section  17A  of  the  Exchange  Act  and  Rule  17Ad-12 
thereunder .  ( Id . ) 

In  the  fall  of  1990,  certain  of  the  cancelled  certificates 
were  recovered  by  the  Secret  Service  as  payment  in  an  undercover 
drug  sting  operation.  (Id.)   The  Secret  Service  advised  Citibank 
and,  on  October  4,  1990,  Citibank  advised  the  FBI  and  OCC  in  a 
criminal  referral  that  those  particular  securities  had  been  lost 
or  stolen.   (Id.) 

Subsequently,  on  October  25,  1991,  Citibank  notified  the  SIC 
as  to  every  securities  issue  which  it  was  aware  at  the  time  had 
been  sent  to  MSM  Corporation  ("MSM") ,  the  outside  vendor  that 
Citibank  had  retained  to  purportedly  destroy  the  cancelled 
certificates.   (Letter  from  Citibank  to  the  SIC,  dated  October 
25,  1991,  attached  as  Exhibit  A.)   Thereafter,  the  SIC  informed 
Market  Regulation  of  the  situation. 

On  November  22,  1991,  Market  Regulation  contacted  the  head 
of  Citibank's  Investigations  and  Potential  Loss  Department,  who 
"expressed  apprehension  about  the  potential  dimensions  of  this 
matter."  (Memorandum  by  Market  Regulation,  dated  November  22, 
1991,  confirming  conversation  dated  November  22,  1991,  is 
attached  as  Exhibit  B.)   On  November  25,  1991,  Market  Regulation 
again  addressed  the  matter  with  Citibank,  and  in  an  electronic 
mail  communication  memorializing  the  conversation,  Citibank's 
Senior  Operations  Head  for  Issuer  Services  wrote: 

[The]  discussion  [with  the  staff  member]  focused  mainly 
on  my  trying  to  put  the  situation  in  proper 
perspective,  fill  in  some  missing  details  and  assure 

1/   The  face  amount  of  the  certificates  was  ultimately  determined 
to  be  at  least  $111  billion. 
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[the  staff  member]  that  this  was  not  a  current  or 
ongoing  problem. . .  . 

(Two  Citibank  electronic  mail  communications  attached  as  Exhibit 
C.) 

During  the  week  of  November  25,  1991,  Market  Regulation 
contacted  the  OCC  and  apprised  them  of  the  matter.   Market 
Regulation  suggested  that  the  OCC,  as  the  "appropriate  regulatory 
agency"  for  Citibank,  investigate  the  matter  fully,  ascertain  the 
magnitude  of  the  problem  and  determine  whether  additional  notices 
should  be  made  to  protect  the  public. 2/  Exhibit  C  memorializes 
the  resulting  telephone  call  to  Citibank  from  the  OCC  as  follows: 

On  November  27,  1991,  I  received  a  call  from  [the  OCC]. 
[He]  had  heard  about  this  situation  from  the  S.E.C.  I 
provided  [him]  with  a  status.   He  was  completely 
comfortable  and  indicated  that  Citibank  did  more  than 
was  necessary  .  .  .  [My]  biggest  concern  is  the  S.E.C. 
and  how  to  insure  that  [the  Market  Regulation  staff 
member]  doesn't  broadcast  Citibank's  name  in  some 
manner. 

On  December  16,  1991,  the  OCC  advised  Market  Regulation  that 
the  matter  involved  substantially  fewer  bond  certificates  than 
Market  Regulation  had  been  quoting.   (Market  Regulation 
Memorandum  dated  December  17,  1991,  confirming  conversation 
attached  as  Exhibit  D.)   Accordingly,  on  December  17,  1991, 
Market  Regulation  again  contacted  the  head  of  Citibank's 
Investigations  and  Potential  Loss  Department  to  verify  the  number 
of  cancelled  certificates  sent  to  MSM.  (Id.)   The  head  of 
Citibank's  Investigations  and  Potential  Loss  Department 


2/  Because  Citibank  is  a  national  bank,  the  OCC  is  "the 
appropriate  regulatory  agency"  for  Citibank  pursuant  to 
Section  17A(c) (3) (A)  of  the  Exchange  Act.  Section 
17A(d)  (3)  (A)  (ii)  states  that  the  appropriate  regulatory  agency 
"shall  assume  primary  responsibility  to  examine  and  enforce 
compliance  by  the  transfer  agent"  with  the  relevant 
provisions.  Section  17A(d) (3) (B)  states  that  the  Commission 
also  retains  authority  to  enforce  compliance  for  violations 
of  such  provisions,  stating,  "Nothing  in  this  ...  title  shall 
be  construed  to  impair  or  limit  ...  the  Commission's  authority 
...  to  enforce  compliance  pursuant  to  any  provisions  of  this 
title  by  any  . . .  transfer  agent  . . .  with  the  provision  of  this 
title...  ." 


80-222  0-94-17 
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reaffirmed  the  original  numbers  that  Citibank  had  provided  to 
Market  Regulation.  (Id.)  3/ 

On  January  7,  1992,  the  OCC  staff  advised  Market  Regulation 
that  "only  37  issues  were  involved  and  only  a  few  hundred  cartons 
of  certificates."   (Market  Regulation  memorandum  dated  January  7, 
1992,  confirming  conversation  attached  as  Exhibit  F.)   Market 
Regulation  responded  that  the  numbers  were  originally  reported  as 
4,000  cartons  and  817  CUSIPS.   (The  CUSIP  shows  the  issue  and 
issuer.)  (Id.)   Market  Regulation  was  concerned  whether 
appropriate  disclosure  had  been  made.   The  OCC  staff  member 
stated  that  he  "has  under  study"  whether  Citibank  should  release 
a  general  notice.  (Id.)   The  OCC  staff  advised  Market  Regulation 
that  an  OCC  examiner  was  at  Citibank  working  on  the  matter  and 
that  the  examiner's  report  was  due  January  9.  (Id.) 

On  January  9,  1992,  Market  Regulation  called  the  OCC  to 
determine  the  status  of  the  OCC's  oversight  of  the  matter. 
(Market  Regulation  memorandxim  dated  January  13,  1992,  confirming 
conversation  attached  as  Exhibit  G.)   Market  Regulation  provided 
the  OCC  staff  with  the  86  page  document  obtained  from  Citibank 
listing  approximately  817  CUSIPS  and  many  individual  certificate 
numbers  that  were  included  in  the  approximately  4,000  cartons 
turned  over  to  MSM  and  emphasized  that  the  OCC  staff  should 
obtain  more  information  from  Citibank  and  encourage  Citibank  to 
disclose  the  matter  publicly.  (Id.)   In  response,  the  OCC  staff 
advised  Market  Regulation  that  it  disagreed  with  Market 
Regulation's  interpretation  of  the  Commission's  rules  governing 
the  reporting  of  lost  and  stolen  securities.  (Id.)   The  OCC 
stated  that  they  had  advised  its  examiners  of  the  matter  and 

^   A  December  17,  1991  Citibank  electronic  mail  communication 
memorialized  a  call  from  the  OCC  to  Citibank  as  follows: 

I  received  a  call  yesterday  from  [an  official 
with  the  OCC]  Enforcement  division  in 
Washington.  He  informed  me  that  [the  Market 
Regulation  staff  member]  has  initiated  a 
complaint  with  the  OCC's  Security  Disclosure 
Division  against  Citibank.  [The  Market 
Regulation  staff  member]  alleges  "lack  of 
cooperation"  and  "lack  of  full  disclosure" 
concerning  the  MSM  project...  .  [He]  will 
suggest  to  [the  Market  Regulation  staff]  that 
any  specific  information  that  [the  Market 
Regulation  staff]  requires  be  formally 
requested  in  writing. 

(Citibank  electronic  mail  communication,  dated  December  17, 
1991,  attached  as  Exhibit  E.) 
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spoken  with  Citibank  but  that  if  the  Commission  staff  wanted  the 
OCC  "to  do  more"  it  would  "have  to  provide  a  formal  referral  in 
writing."  (Id.) 

On  January  15,  1992,  Market  Regulation  called  the  OCC  to 
determine  the  status  of  the  OCC's  exzunination.  (Market  Regulation 
memorandum  dated  January  15,  1992,  memorializing  conversation 
attached  as  Exhibit  H.)   The  OCC  staff  stated  that  there  were 
"too  many  \inanswered  questions"  at  that  time  to  formulate  a 
reply.  (Id.)   The  OCC  informed  Market  Regulation  that  it  was  not 
until  its  January  9  conversation  with  Market  Regulation  described 
above  that  the  OCC  became  aware  that  the  OCC  staff  was  the 
"appropriate  regulatory  agency"  under  the  Exchange  Act  and  that, 
until  then,  it  had  been  their  belief  that  tlie  only  matter  that 
the  OCC  was  expected  to  address  was  the  staff's  concern  over 
whether  Citibank  cooperated  with  other  regulatory  and  criminal 
authorities.  (Id.)   The  OCC  staff  stated  that  "it  now  appreciates 
the  scope  of  the  matter. . .  it  has  come  to  realize  the  size  of  the 
problem  and  will  do  everything  it  can  to  cooperate."  (Id.) 

On  January  27,  1992,  in  another  conversation  between  the 
staffs  of  the  OCC  and  Market  Regulation,  the  OCC  stated  that  it 
had  no  additional  information  about  the  matter  since  the  last 
conversation.   (Market  Regulation  Memorandum  dated  January  27, 
1992,  confirming  conversation  attached  as  Exhibit  I.)   On  January 
28,  1992,  Market  Regulation  informed  the  OCC  staff  that,  in  view 
of  the  fact  that  adequate  notice  still  had  not  been  provided  to 
the  market,  Market  Regulation  intended  to  request  that  the  New 
York  Stock  Exchange  ("NYSE")  and  the  National  Association  of 
Securities  Dealers  ("NASD")  issue  warnings  to  their  members 
concerning  the  resurfacing  of  the  cancelled  certificates.   Market 
Regulation  made  that  request  on  January  28,  1992,  and  the  NYSE 
and  the  NASD  issued  their  warnings. 

On  January  29,  1992,  Citibank  issued- a  press  release 
disclosing  that  cancelled  bonds  were  being  presented  and  that 
financial  intermediaries  should  take  precautions  with 
presentations.   (Citibank  press  release  dated  January  29,  1992, 
attached  as  Exhibit  J.)   Also  on  January  29,  1992,  the  OCC 
issued  a  bulletin  warning  its  member  banks  of  the  problem. 

II.   Chronology  of  certain  of  the  contacts  by  the  staff  of  the 
Commission's  Division  of  Enforcement  with  the  OCC  prior  to 
the  Commission's  enforcement  action. 

During  May  1992,  after  the  Enforcement  staff  had  completed 
its  investigation,  the  Enforcement  staff  notified  the  OCC  staff 
that  the  Enforcement  staff  intended  to  recommend  to  the 
Commission  an  action  against  Citibank  and  proposed  that  the  two 
agencies  proceed  jointly  or  at  least  coordinate  the  institution 
of  separate  agency  actions.   (Correspondence  between  the  OCC  and 
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the  staff  attached  as  Exhibit  K.)  1/   On  June  8,  1992,  the  OCC 
provided  the  Enforcement  staff  with  the  OCC's  draft  order  against 
Citibank,  requesting  the  staff's  comments  by  three  days  later,  on 
June  11.  (Id.)   On  June  17,  the  staff  advised  the  OCC  that  the 
staff  was  not  prepared  at  that  time  to  respond  with  specific 
comments  on  the  OCC's  draft  order  and  the  staff  continued  to  urge 
the  OCC  to  consider  a  joint  administrative  effort.  (Id.)   The 
OCC,  by  letter  of  June  17,  again  requested  the  staff's  comments 
on  the  OCC's  draft  order,  this  time  by  two  days  later,  on  June 
19.  (Id.) 

By  letter  of  June  23,  the  Enforcement  staff  reiterated  its 
intent  to  recommend  an  action  against  Citibank  to  the  Commission 
and  pointed  out  several  concerns  eUsout  the  OCC's  action  and  again 
urged  the  OCC  to  proceed  jointly.  (Id.)   On  the  evening  of  June 

24,  the  OCC  advised  the  staff  that  the  OCC  was  issuing  its  order 
the  following  morning.   (OCC  Order  against  Citibank  dated  June 

25,  1992  attached  as  Exhibit  L. ) 

Thereafter,  at  the  time  that  the  Enforcement  staff 
recommended  to  the  Commission  that  it  commence  enforcement 
proceedings  against  Citibank,  the  OCC  submitted  a  letter  to  the 
Commission,  dated  July  23,  1992,  arguing  that  the  Commission 
should  not  proceed  with  any  action  against  Citibank  because  it 
would  be  duplicative  of  the  OCC's  action.   (OCC  letter  dated  July 
23,  1992  to  the  Commission  attached  as  Exhibit  M.)   The  staff, 
however,  believed  that  the  Commission  action  and  remedies  would 
not  be  duplicative  of  the  OCC  action  and  recommended  to  the 
Commission  that  it  proceed  with  an  action. 

On  December  17,  1992,  the  Commission  filed  a  complaint  for  a 
civil  money  penalty  in  the  U.  S.  District  Court.  Without 
admitting  or  denying  the  allegations.  Citibank  consented  to  the 
entry  of  a  penalty  of  $750,000  based  on  its  failure  to  file 
timely  Securities  Reports  from  the  October  15,  1990  effective 
date  of  the  Securities  Enforcement  Remedies  and  Penny  Stock 
Reform  Act  of  1990.   Citibank  also  consented  to  the  Commission 
Order  that  Citibank  permanently  cease  and  desist  from  coamitting 
or  causing  any  violations  in  the  future  of  the  reporting  and 
safeguarding  requirements  for  transfer  agents.   (Commission 
Litigation  Release,  Complaint  and  Order  dated  December  17,  1992 
attached  as  Exhibit  N.) 


^  The  Enforcement  staff  provided  its  complete  investigative 
record.  Including  the  transcripts  of  the  testimony  of 
witnesses,  to  the  OCC.  The  OCC,  however,  withheld  their 
notes  of  interviews  of  witnesses,  claiming  the  attomey- 
workproduct  doctrine  and,  instead,  provided  the  staff 
with  summaries  of  their  interviews. 
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CmC0RPOCITIBAN< 
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Ms.  Cindy  Harcoaldi 

Securities  Information  Center,   Inc. 

Post  Office  Box  421 

Hellesley  Hills,  Massachusetts      02181  October  25,  1991 

Re:     Generic  Kessage 


Dear  Hs.  Karcoaldi: 

As  you  and  I  have  discussed  in  the  past,  we  would  like  to  take  advantage  of 
your  ability  to  attach  a  message  to  a  CUSIP  rather  then  putting  stops  on  a 
large  volume  of  certificates. 

The  message  is  to  be  used  exclusively  on  Bond  issues  that  have  matured  or 
have  been  fully  called.  What  I  am  proposing  to  expedite  this  process  is 
that  I  provide  you  with  a  .list  of  the  CUSlP's  involved  and  that  you  act 
based  upon  that   list  and  my  Authorization.      The  exact   message   that   Me  ask 


you  to  use  is: 


This  Issue  has  matured  or   is   fully  called. 
Contact  Citibank,   N.A.   at   1-800-422-2066 
prior  to  executing  any  transaction. 

Some  time  in  the  future  I  will  again  be  in  touch  with  you  as  we  continue  to 
investigate  this  problem  and  try  to  find  workable  solutions  to  it.  A 
report  on  this  matter  has  been  filed  with  law  enforcement  agencies.  Those 
Agencies  are  actively  working  on  this  investigation  with  representatives 
from  our  internal  Audit  Division. 

Should  you  have  any  difficulty  in  implementing  this  request,  please  do  not 
hesitate  to  contact  me  at  212-657-7422  immediately.  I  will  be  glad  to 
assist  you  in  any  way  that  I  possibly  can.  Our  PINS/SIC  Identifcation 
Nijnber  is  209080  and  my  access  code  is  09r. 

Verv  truly  yours. 


very  truly 


{.k 


CAK/ct 


Enclosures 
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EXHIBIT  B 


November  22,  1991 


TO:       Jonathan  Kallman 
Ester  Saverson 

FROM:     Tom  Etter 

RE:       $3  million  of 

lost  certificates 

-SIC 

John  Boehmke  of  SIC  told  me  that  he  has  a  list  from  Citicorp 
of  the  missing  securities  by  CUSIP  number.   They  total  428  CUSIPS 
(with  at  least  two  duplicates) .   On  October  28,  1991,  SIC  put  the 
CUSIPS  on-line  in  the  system  in  the  Counterfeit  File.   The 
certificates  themselves  are  not  on  the  system.   The  theory  is 
that  the  CUSIPS  being  on  the  system  will  flag  the  entries.  So 
far,  there  have  been  a  few  hits  but  no  pattern. 

Later  today  (as  I  reported  to  Ester)  Boehmke  phoned  back  to 
say  that  Citicorp  and  Chase  had  just  phoned  him  saying  that  their 
attorneys  had  advised  that  using  just  (TUSIPS  was  not  good  enough 
and  that  the  banks  must  file  individual  Form  X-17fs  for  each 
certificate.   Boehmke  would  like  an  answer  from  us  as  to  whether 
all  of  these  forms  should  be  added  to  the  system  or  whether  he 
should  ship  them  back  as  they  come  in.   I  told  John  that  we  would 
get  back  to  him  as  quickly  as  we  could. 

Citicorp 

The  Citicorp  contact  person  for  this  matter  is  Arthur  Lloyd, 
VP,  Internal  Auditing  Group  (212/559-2500).   Lloyd  is  an  attorney 
who  heads  the  Department  of  Investigation  and  Potential  Loss 
(focusing  on  loss  by  operations  and  fraud).   Lloyd  said  that,   "^ 
while  he  has  been  working  on  the  $3  million  loss  of  bonds,  a  new  / 
Jbatch_of  ^30  million  -face  amount  of  bonds  turned  up  yesterd"ay  an 
AT3terdam  at  the  ABN  Amero  (Amsterdam-Rotterdam)  Bank,  and  that 
some  certificates  came  from  his  bank  and  some  from  Irving  Trust. 
Both  groups  come  from  the  same  source.   The  $3  million  and  $30 
million  groups  together,  he  said,  total  817  CUSIPS.   He  had  no 
further  breakdown,  but  noted  that  Don  Schneider  of  the  Bank's 
Corporate  Trust  unit  (212/657-7863)  could  provide  us  the  CUSIPs 
for  the  two  missing  groups,  adding  that  Schneider's  office  has  a 
fairly  complete  computerized  mapping  of  the  matter  and  could 
provide  further  detail.   Schneider,  however,  was  away  from  the 
office  when  Lloyd  and  I  tried  to  reach  him. 

Lloyd  expressed  apprehension  about  the  potential  dimensions 
of  this  matter.   Both  batches  come  from  a  1987  shipment  of  4,000 
boxes  of  cancelled  certificates  sent  by  Citicorp  (not  counting 
other  banks)  to  a  company  called  MSM  for  destruction.   Some  of 
these  "destroyed"  certificates  are  now  appearing  and  he  has  no 
idea  of  the  size  of  the  problem. 
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As  requested,  I  asked  Lloyd  to  fax  us:  (1)  a  CUSIP  list  of 
the  missing  securities  (the  $3  million  and  the  $30  million 
groups)  and  as  much  other  description  as  is  possible;  (2)  a 
CUSIP  list  of  the  potential  lost  securities;  and  (3)  a  CUSIP  list 
of  all  the  securities  they  were  dealing  in.   Lloyd  said  he  will 
get  together  with  Corporate  Trust  and  see  what  can  be  done. 

PTC 

I  phoned  Larry  Thompson  (212/69B-3240)  and  Dennis  Dirks 
(212/898-3700)  and  spoke  with  Dennis  who  said  DTC  has  issued  a 
notice  of  the  securities  and  that  Richard  Nesson  has  faxed  us  a 
copy.   I  checked  with  Esther  Forster  (while  Dennis  was  holding) 
and  told  Dennis  that  as  of  4  p.m.  we  have  not  received  it.  He 
promised  to  see  Nesson  and  make  sure  it  is  faxed  today. 
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HE-  DEPOSITORY  TRUST  COMPANY 

IMPORTANT 


B#   10,271-91 

DXTS:       November  22,  1991 

TOt         XI 1  Participants,  Depository  Facilities,  and  Pledgee 
Banks 

ATTENTION:   Managing  Partrier/Officer/Cashier 

SUBJBCTJ      SPECIAL  ALTRT  TO  PABTTCTPXXTS 

Deppsitg  of  Previouclv  Cancelled  Sgcurities 


DTC  has  recently  encountered  several  instances  where  deposited 
certificates,  upon  presentation  for  transfer  into  DTC's  noninee 
nane,  Cede  &  Co.,  have  been  confiscated  by  the  transfer  agent 
because  the  certificates  were  previously  cancelled  on  the  records  of 
the  agent.   In  each  instance,  DTC  processed  an  adjustaent  to  reduce 
the  depositing  Participant's  account  in  accordance  with  applicable 
DTC  procedures. 

It  is  unclear  how  nany  previously  cancelled  certificates  are  being 
presented  as  valid  for  sale  to  DTC  Participants  and  other  financial 
intemediaries.   There  are  reports  that  issues  transferred  by 
several  transfer  agents  nay  be  involved. 

DTC  has  received  infonaation  that  this  matter  cay  involve 
certificates  of  different  issues  which  were  cancelled  sosc  years 
ago.   It  appears  that  an  unknown  but  potentially  large  nuaber  of 
cancelled  certificates  that  had  been  eamarked  for  destruction  aay 
now  be  in  circulation  and  may  stem  from  foreign  sources. 

DTC  has  been  advised  that  the  cancelled  certificates  may  have  been 
perforated  with  holes  signifying  their  cancellstion  which  may  not  be 
readily  apparent.  The  perforations  may  be  located  on  the  bottcn 
portion  of  the  certificates.   DTC  has  also  learned  that  this  matter 
is  being  investigated  by  appropriate  legal  authorities. 

Participants  are  advised  to  take  whatever  action  or  precautions  they 
deem  necessary  and  to  comply  with  applicable  industry  practice  and 
rules,  if  any,  respecting  the  need  for  then  to  advise  other 
financial  intermediaries  of  this  information. 

If  you  have  questions  regarding  this  notice  or  need  additional 
information,  please  contact  your  Participant  Services 
representative . 

Dennis  Dirks 

Senior  Vice  President 

Operations 
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EXHIBIT  C 

lb:  David  Boyle  (U5NYC:IFI) 

OC:  Arthur  G.llcya  (USNYCtAUD),  Rayocnd  A.Parodi  (USNYCrlTI), 

CC:  Caroline  Maries  (OSNYC;in) ,  Edward  J.  Kcwalcyk  (USNYCrAUD) , 

OC:  Anne  Dozzatto  (U5KYC:0CRPAFF) 

Fran;  Den  Schneider  (USNYC:IFI) 

Subject:  CMiCELlED  SBCURrmS/MSM  OCRP. 


The  purpose  of  this  Citimail  is  to  vjxSate  you  with  respect  to  developnent 
of  the  past  veek  involving  Depositary  Trust  CCnpany,  Securities  and 
^cchange  Oomnission  and  Office  OmyLmller  of  thie  Currency. 

On  Noveaber  22,  1991,  Dennis  Dirics,  SVP.  of  DIC  called  to  indicate  he  had 
heard  of  this  problem  and  felt  that  DIC  needed  to  advise  its  participants. 
Vfe  discussed  this  situaticn  briefly.  I  advised  Dennis  that  securities 
from  is,';\ies  where  Chase  and  BCKY  acted  as  trustees  h2ui  ERxrfzused  as  veil, 
and  that  Citibank  did  not  want  its  name  nenticned  in  any  DIC  notice. 

On  tiie  same  date  DIC  distributed  a  general  notice  to  the  effect  that 
there  were  r^orts  that  previously  cancelled  securities  had  surf eused 
in  the  market  place  and  thtat  all  participants  should  examine  certificates 

**  TVpe  return  to  ccntinue  **,  F  to  finish: 
aore  carefully.  Pzurticipants  were  advised  to  ocntact  the  named  transfer 
agent  or  trustee  of  any  particular  issue  that  involved  previously 
cancelled  securities.  DIC  also  notified  the  Midwest  and  Riiladelphia 
deposlteuiies  and  will  notify  Oedel  and  Euroclear. 

On  Kovenber  25,  1991  I  spcke  with  Ester  Saverson  at  the  S.E.C.  after  he 
reached  you  and  vas  referred  to  me  for  details.  Mr.  Serverscn  indicated 
that  he  believed  Citibank  was  In  vlolaticn  of  Peg.  240.17F-1  relating  to 
the  r^»rting  of  lost  and  stolen  securities.  I  indicated  that  we 
disagreed,  the  system  was  not  intended  for  this  situation,  that  the 
reporting  bureau  indicated  the  same  and  that  Citibank  was  doing  sore 
than  W21S  required  by  filing  with  the  reporting  bureau.  It  was  obvious 
frcn  Saverson's  tons  that  he  does  not  care  in  the  least  about  the  iapact 
of  any  negative  publicity  v^icn  Citlbahk. 

Mr.  Saverscn  learned  about  our  dlleanma  frcn  the  reporting  Isureau  «hen 
we  contacted  them  to  (Usaiss  the  manner  in  which  we  oould  report  our 
data  to  them.  He  came  to  the  conversation  armed  with  most  of  the  facts 
abcut  the  situation  and  our  discussion  focused  mainly  on  ny  trying  to 
put  the  situation  in  proper  perspective,  fill  in  sane  missing  detzdls 
and  assure  Mr.  Saverscn  that  this  vaa  not  a  current  or  ongoing  problem. 

Keg.  240.17F-1  has  been  referred  to  Carrie  Marks  in  the  event  the  S.E.C. 

**  T^pe  return  to  continue  **,  F  to  finish: 
revisits  its  interpretation  and  attenpts  to  invoke  sanctions. 

I  am  sure  we  will  have  a  continuing  dialogue  with  the  S.E.C.  as  tliey  are 
into  the  minutiae  vs.  the  broad  perspective. 

Cn  Novenber  27,  1991  I  received  a  call  frcm  George  Sldterly,  Chief  TxMst 
Examiner  for  the  Office  of  the  Ccrptroller  of  the  Currency.  George  had 
heard  about  this  situaticn  from  the  S.E.C.  I  provided  George  %^th  a  status. 
Be  was  ocnpletely  ocmfortable  and  indicated  that  Citibank  did  more  than 
was  ndoessary. 

Jrblgg^oano«n  Is  the  S.E.C.  and  haw  to  Insure  that  Mr.  Sovexeon 
doesn't  faroadcast  Citibank's  nana  in  aaoa  manner.         o«v«««i 

Dan 
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xsad 

y 

To:      Ron  J.  Kamington  (EULON:AUD) 

CC:      Don  Schneider  (USNyC:IFI),  Edward  J.  Kowalcyk  (USNYC:AUD) 

From:    Arthur  G.Lloyd  (USNYC:AUD) 

Subject:  Kon-destroyed  Cancelled  Securities 

}ton, 

Don  Schneider  has  been  contacted  by  a  representative  of  the  Securities 
and  Exchange  Commission  (SEC) ,  who  contends  that  Citibank  had  an  obligation 
to  report  the  loss  of  the  subject  securities  under  Rule  17-f.   Citibank 
has  maintained  from  the  outset  that  the  bonds  in  question  are  not  "live" 
securities,  and  as  such,  need  not  be  reported.  Kevertheless,  out  of  an 
abundance  of  caution.  Citibank  has  been  in  contact  with  the  SIC  (the 
computer  information  center  in  Waltham,  Massachusetts)  and  is  acting  in 
a  spirit  of  full  cooperation. 

The  SEC  man,  Mr.  Saverson,  does  not  seem  satisfied  with  Citibank's  efforts, 
and  has  suggested  that  further  notifications  be  given,  not  only  in  the  U.S., 
but  also  in  Europe,  through  EUROCLEAR  and  CEDEL.   1  told  Don  that  IPL  had 
notified  IBSA,  which  had  the  effect  of  alerting  Interpol,  but  that  I  did 
not  know  if  Interpol,  in  turn,  would  have  notified  the  European  clearing 

**  TyP*  return  to  continue  **,  F  to  finish: 
agencies. 

Our  friend  Jerry  Bouman  of  ABN-Aaro  Bank  is  one  of  IBSA's  Interpol 
representatives.   Please  ring  hin  as  soon  as  possible  and  try  to  get  an 
answer  to  me  via  phone  or  Citimail.  A  copy  to  Don  Schneider  would  be 
appreciated. 

Regards, 

Art 


Command:  send  ack 

CMNA  25-KOV-91  21:30:59  007038 

Message  sent. 

Command: 
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EXHIBIT  D 

December  17,  1991 


TO:       Jonathan  Kallman 
Ester  Saverson 


FROM:     Tom  Etter 

RE:       Cancelled  Certificate  Scam 

As  requested,  I  phoned  Arthur  Lloyd  of  Citibank.   Lloyd  is 
VP,  Office  of  Investigation  and  Potential  Loss.   He  was  joined  by 
his  assistant,  Bill  Reidy.   I  mentioned  that,  concerning 
Citibank's  exposure,  John  Shockey  of  OCC  had  told  us  yesterday 
that  the  original  numbers  given  to  us  of  4,000  Citibank  cartons 
and  817  CUSIPS  were  wrong  and  that  there  actually  were  only  500 
cartons  and  about  44  CUSIPS.   Lloyd  and  Reidy  said  that  OCC  is 
incorrect  and  that  those  new  numbers  did  not  came  from  their 
office.   The  correct  numbers,  they  said,  are  4,000  cartons  and 
approximately  817  CUSIPS,  of  which  about  300  CUSIPS  are  active. 

I  asked  about  notification  by  Citibank  of  the  scam  to  the 
industry,  noting  that  Shockey  had  suggested  that  we  contact 
Arthur  Lloyd  about  the  matter.   They  told  me  that  this  is  wrong 
and  that  the  people  to  contact  are  Don  Schneider,  Chris 
Kendlehart,  and  their  staff  in  Citibank's  Corporate  Trust 
Department.   Lloyd  said  that  his  office  has  played  only  a  minor 
role  in  the  matter,  and  that  it  is  being  handled  by  Corporate 
Trust,  which  is  a  line  department  of  the  bank. 

I  asked  them  anyway  what  notices  Citibank  had  issued, 
inasmuch  as  OCC  had  recommended  asking  them.  They  replied  that 
a  notice  of  the  scam  was  sent  last  July  1991  to  the  International 
Bank  Securities  Association,  which  consists  of  65  banks.   (They 
are  sending  us  a  copy  of  the  notice.)   I  asked  if  there  has 
been  any  thought  of  noticing  the  entire  banking  and  brokerage 
communities  or  at  least  the  firms  where  Citibank  has  a  business 
relationship.   They  had  no  direct  response  and  merely  emphasized 
at  some  length  how  cooperative  Citibank  is  being,  how  effective 
its  notice  program  has  been,  how  arrests  are  being  made  every 
day,  et  cetera.   In  general,  however,  their  knowledge  of  the 
matter  seemed  to  me  more  anecdotal  than  comprehensive. 

Bill  Reidy  volunteered  to  put  together  a  chronology  of  what 
Citibank,  or  at  least  his  office,  has  done  to  date  concerning  the 
scam  and  feix  it  to  us. 
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EXHIBIT  E 


CMNA  18.DEC.91  21:30:36  00A019 
To:      Caroline  Marks  (USNYC:IFI) 
CC:      Don  Schneider  (USKYC:IFI) 
From:    Clifford  Kendelhardc  (USKYC:INV) 
Date:    WED  18-DEC-91  21:30  GMT 


Caroline, 

Attached  please  find  the  Cltimail  that  you  and  I  have  just  discussed! 

Please  keep  us  advised  of  what  you  are  able  to  find  out. 

regards 

Cliff 


Forwarded  Desaage; 


CMNA  17-DEC-91  13:28:51  000595 
To:      Raymond  A.Parodi  (USNVC:IFI),  Arthur  G.Lloyd  (USNYC:AUD), 
To:      Don  Schneider  (USNYC:IFI),  David  Boyle  (USNYC:1FI), 
To:      Clifford  Kendelhardt  (USNYC:INV),  Robert  A.  Harris  (USNYC:IFI) 
From:    William  N.  Reidy  (USNYC:AUD) 

**  Type  return  to  continue  **,  F  to  finish: 
Date:    TUE  17-DEC-91  13:28  GMT 
Subject:  MSM  Securities  Case 


I  received  a  call  yesterday  froc  Johr.  Shcckey,  Office  of  the 
Comptroller  of  the  Currency,  Enforcement  Division  in  Washington. 
John  has  been  a  good  friend  of  IPL  for  many  years  and  has  worked 
closely  with  many  members  of  this  unit,  primarily  in  the  area  of 
identifying  potential  scams. 

He  informed  me  that  a  Mr.  Saverson,  who  some  may  know  Is  an 
Attorney  with  the  S.E.C.  has  Initiated  a  complaint  with  the  OCC'a 
Security  Disclosure  Division  against  Citibank.   Mr.  Saverson  alleges 
"lack  of  cooperation"  and  "lack  of  full  disclosure"  concerning  the 
MSM  project.  When  pressed  for  specifics  by  John  Shockey,  Saverson 
only  mentioned  that  he  had  requested  a  listing  of  all  Issues  involved  in 
this  matter  with  the  associated  CUSIP  numbers.   I  checked  with  Cliff 
Kendlehardt  who  Informed  me  that  a  full  list  had  been  FAXED  to  Saverson 
on  or  about  12/1/91  (80  pages).   This  was  related  to  John  Shockey,  who  ws 
was  jto  call  Saverson  late  yesterday  afternoon. 

John  Shockey  will  suggest  to  Saverson  that  any  specific  Information 
that  he  requires  be  formally  requested  In  writing.   We  are  aware  of  no  such 
**  Type  return  to  continue  **,  F  to  finish: 

requests  at  this  time. 

I  will  keep  you  informed  as  things  develop. 
Delivered:  WED  18.DEC-1991  21:30  GMT 
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EXHIBIT  F 


January  7,  1992 

TO:        Jonathan  Kallman 

FROM:     Ester  Saverson 
Tom  Etter 

RE:       Update  on  Citibank  Scam 

Over  the  past  two  weeks,  we  generally  have  had  difficulty 
making  useful  contacts  due  to  the  holidays. 

On  January  3,  Andy  Massa,  President  of  STA,  told  us  that  the 
STA  Operations  Committee  meeting  in  NYC  on  December  11,  1991, 
where  he  had  hoped  to  discuss  this  matter  and  solicit  ideas  about 
cancellation  practices,  turned  into  a  Christmas  party  and  no  work 
got  done.  Ke  asked  that  we  give  STA  and  its  Operations  Committee 
another  week  or  two  to  develop  its  position  on  this  matter. 

On  January  3,  American  General  Co.  of  Houston,  which  acts 
as  its  own  transfer  agent,  phoned  to  report  that  its  cancelled 
stock  certificates,  from  the  period  when  Citibank  was  its 
predecessor  transfer  agent,  are  coming  back.   This  marks  the 
first  time  we  have  heard  of  stocks  being  involved.- 

On  January  6,  we  alerted  the  DRO- Enforcement  (Larry  Christ) 
regarding  the  recent  phone  calls  about  this  scam  from  Richard 
Moore  of  Paulson  investment  Services  of  Colorado  (apparently  an 
unregistered  broker-dealer)  to  Citibank,  SEC,  and  others. 
DRO  will  check  out  the  people  involved.  We  emphasized  that 
no  actual  contact  should  be  made  at  this  point. 


REDACTED 


(Discusses  an  FBI  investigation 
and  Identifies  an  individual.) 


On  January  7,  Merrill  Lynch  of  New  York  informed  us  that  on 
January  6  it  received  some  cancelled  bond  certificates  that  were 
offered  as  margin  account  collateral  in  its  Berlin  office. 
Merrill's  corporate  security  and  compliance  offices  have 
collected  over  $2  million  of  the  certificates  in  recent  months. 
They  expressed  concern  that  people  are  slipping  them  into  the 
firm's  European  margin  accounts.   While  they  are  confident  about 
catching  the  six- figure  certificates,  they  doubt  they  can  catch 
all  the  smaller  ones.   Two  certificate  related  arrests  were  made 
in  Merrill's  Berlin  office  over  the  past  month,  but  the  police 
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found  the  suspects  to  be  just  innocent  middlemen.   Merrill's 
security  people  said  the  certificates  looked  as  good  as  new 
except  for  some  perforations  along  one  edge,  and  that  nobody 
would  know  they  were  cancelled.   They  recommended  that  the 
Government  require  cancelled  certificates  to  be  marked 
"cancelled."   They  also  reported  Street  talk  that  a  discounted 
"black  market"  for  the  bonds  has  developed  in  Europe  and  that  the 
certificates  are  being  housed  in  one  or  two  major  vaults  in 
Geneva  or  Berlin. 

On  January  7,  we  talked  with  Bill  Granovsky  of  OCC.   He  said 
OCC  has  an  examiner  in  the  field  working  on  the  Citibank  matter 
but  that  the  examiner  hasn't  reported  in  yet  and  is  not  due  back 
until  Thursday,  January  9.   Granovsky  noted  that  only  37  issues 
were  involved  and  only  a  few  hundred  cartons  of  certificates. 
We  noted  that  the  original  numbers  reported  to  us  were  4,000 
cartons  of  certificates  and  817  CUSIPS,  which  we  since  have  re- 
confirmed with  both  Don  Schneider,  VP,  Corporate  Trust  Department 
and  with  Arthur  Lloyd,  VP,  Internal  Auditing  Group.   Granovsky 
said  he  didn't  know  where  his  information  came  from.   He  added  , 
that  he  has  "under  study  whether  or  not  a  notice  should  go  out  to 
be  aware  of  bond  certificates."   He  agreed  to  phone  us  when  the 
examiner  comes  back. 
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EXHIBIT  G 

January  13,  1992 

TO:       Jonathan  Kallman 

FROM:     Ester  Saverson 
Tom  Etter 

RE:       Citibank  eccun 

At  about  4  p.m.,  Thursday,  January  9,  1991,  we  phoned  Don 
Lamson  and  Bill  Granovsky  of  the  Office  of  the  Comptroller  of  the 
Currency.   OCC  had  an  examiner  at  Citibank  over  the  previous  week 
or  two,  and  he  reported  back  on  January  9. 

OCC  began  by  telling  us  that  they  would  like  to  resolve  all 
the  issues  here  one  by  one.  They  said  to  the  extent  any  problem 
has  existed  about  Citibank's  not  cooperating  with  the  FBI,  it  is 
OCC's  "understanding"  that  the  matter  has  been  completely 
resolved.   OCC  added,  however,  that  they  have  not  talked  with 
the  FBI,  only  with  Citibank.  We  made  no  comment. 

Concerning  the  cancelled  bond  certificates,  OCC  said  it 
is  their  "understanding"  that  the  problem  has  been  "greatly 
downsized"  and  that  only  about  "38  issues  have  come  up."  We 
asked  on  what  basis  the  numbers  were  downsized,  and  OCC  said  it 
didn't  know.   We  asked  who  they  were  talking  with  at  Citibank, 
and  we  were  told  Bill  Reidy.  We  noted  that  we  have  confirmed  the 
numbers  of  4,000  cartons  of  certificates  and  817  CUSIPS  with 
several  people  at  Citibank,  including  Bill  Reidy.  OCC  claimed 
that  their  information  on  the  numbers  was  more  current  than  ours 
and  that  SEC  has  become  confused  by  talking  with  too  many  people 
at  Citibank.   We  read  aloud  to  OCC  our  memo  dated  December  17, 
1991,  where  at  the  express  suggestion  of  John  Shockey  of  OCC  we 
verified  the  numbers  with  Bill  Reidy  of  Citibank  and  his  boss 
Arthur  Lloyd.   We  noted  that  we  have  not  contacted  Citibank  since 
that  time  because  we  believed  that  OCC  was  handling  the  matter. 

We  noted  too  that  we  have  an  86  page  list  from  Citibank  of 
the  817  known  CUSIPS  that  were  included  in  the  4,000  cartons 
shipped  by  Citibank  to  MSM  Corporation  for  destruction,  and  that 
the  list  is  incomplete.   OCC  indicated  that  it  didn't  know  such  a 
list  existed  and  asked  us  for  a  copy,  which  we  agreed  to  provide. 
In  any  case,  OCC  apparently  has  chosen  to  limit  the  universe  of 
the  seam's  bond  issues  to  those  that  have  fraudulently  surfaced 
to  date,  rather  than  dealing  with  the  bond  issues  that  are  known 
to  have  been  included  in  the  shipments  to  MSM  Corporation,  many 
of  which  have  years  to  run  until  maturity  and/or  have  active 
CUSIPS  and  can  surface  at  any  time. 

We  said  that  under  the  rules  governing  the  Lost  and  Stolen 
Securities  Program,  the  missing  securities  must  be  reported  to 
SIC.  OCC  replied  that  they  disagree  with  our  interpretation  of 
the  rules.  We  reminded  OCC  that  they  are  SEC  rules. 
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We  noted  that  under  the  34  Act,  OCC  has  primary 
responsibility  in  this  area  with  regard  to  Citibank,   OCC  said 
it  knows  this  and  that  it  has  advised  its  examiners  of  the  scaiti 
and  has  talked  with  Citibank  about  the  matter,  largely  as  a 
courtesy  to  the  SEC.   They  added  that  if  SEC  wants  OCC  to  do  more 
it  will  have  to  provide  a  formal  referral  in  writing.  We  replied 
that  we  personally  have  no  authority  to  do  so,  and  that  a 
referral  probably  would  require  approval  from  our  Division 
director  or  from  the  Commission. 

OCC  assumed  a  tone  of  cross-examination  and  asked  exactly 
what  information  SEC  wants  from  Citibank.  We  replied  that, 
first,  we  would  like  a  complete  list  of  the  securities  involved 
because  the  existing  86  page  list  has  many  of  the  CUSIPS  marked 
as  "unJcnown." 

We  said  that,  second,  we  would  like  to  be  sure  that  Citibank 
is  getting  the  word  out  about  this  scam.  OCC  replied  that  it  is 
their  "understanding"  that  Citibank  already  has  gotten  the  word 
out  and  that  notices  have  been  circulated  to  various  depositories 
around  the  world.  We  asked  if  OCC  had  any  copies  of  notices  that 
Citibank  had  sent  out,  and  they  said  they  did  not.  We  asked  if 
they  would  ask  Citibank  to  fax  us  copies  of  any  notices  that  it 
has  sent  out,  and  OCC  declined  to  do  so. 

OCC  asked  us  who  else,  exactly,  we  would  like  Citibank  to 
notify.  We  replied  that  the  overseas  depositories  were  notified 
by  DTC,  not  by  Citibank.   And  because  we  had  no  information  on 
who,  if  anyone.  Citibank  had  notified,  we  were  in  no  position  to 
offer  advice  on  who  else  Citibank  should  notify.  We  added  that 
we  are  concerned  that  the  notices  that  have  gone  to  major 
institutions  may  not  trickle  down  to  the  smaller  banks  and 
brokers  in  North  America  and  Europe  and  that  we  would  welcome  a 
notification  by  Citibank,  at  a  minimum,  to  the  NASD  and  to  the 
ABA.   We  also  recommended  that  Citibank  provide  notice  to  other 
geographic  areas  with  sophisticated  markets  such  as  Japan  and 
Australia.   OCC  seemed  to  be  in  agreement  on  these  points,  but 
it  made  no  promises. 

OCC  asked  us  exactly  what  Citibank  should  say  in  such  a 
notice.  We  read  them  the  text  from  our  December  16,  1991  memo 
(p.  5,  para.  4)  recommending  that  such  a  notice  include:  (1)  a 
profile  of  the  bond  certificates  (that  they  are  U.S.  corporates, 
dates  of  issue,  cancellation,  and  maturity,  etc.),  (2)  a 
description  of  Citibank's  cancellation  markings  on  the 
certificates,  and  (3)  a  warning  that  the  bonds  are  being  used  for 
loan  collateral  and  for  deposits  in  custodial  accounts  in 
addition  to  being  offered  for  sale.  OCC  seemed  most  surprised 
that  we  had  such  a  definitive  answer  ready,  and  they  indicated 
that  they  were  taking  down  the  information. 

The  conversation  ended  by  our  confirming  that  we  would  send 
OCC  a  copy  of  Citibank's  86  page  list  of  missing  bond 
certificates. 
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EXHIBIT  H 

January  15,  1992 

TO:       Jonathan  Kallman 

FROM:     Ester  Saverson 
Tom  Etter 

RE:       Citibank  Scam  -  Telephone 
conversation  with  OCC 

At  2;00  p.m.  today,  we  (Julio  Mojica,  John  Greely,  Ester 
"Saverson,  and  Tom  Etter)  placed  a  pre-arranged  conference  call 
to  the  Office  of  the  Comptroller  of  the  Currency  where  we  spoke 
with  Bill  Granovsky,  Don  T  mi  i  m.  j  ;  i  1 1 1  i   '  i  i   i_  and  Jim 
McDonald.   Jim  McDonald  was  said  to  be  from  the  "supervisory 
side"  with  examination  authority  over  Citibank. 

We  asked  OCC  what  it  had  found  at  Citibank  concerning  the 
so-called  cancelled  certificates  for  the  817  CUSIP  nuinbers .   OCC 
stated  that  there  are  "too  many  unanswered  questions"  at  this 
time  for  them  to  formulate  a  reply. 

We  asked  about  the  examiner  that  OCC  keeps  on-site  at 
Citibank  and  what  he  knows  about  the  certificate  scam.   OCC 
replied  that  their  man  on-site  is  a  generalist  and  knows  nothing 
about  it. 

We  asked,  from  an  inspection  viewpoint,  what.  OCC  has  been 
doing  in  recent  months  in  connection  with  this  potentially 
explosive  situation.   OCC  (Lamsbn)  replied  that  OCC  never  knew 
that  OCC  was  the  appropriate  regulatory  agency  for  this  matter 
until  the  telephone  conversation  it  had  last  Thursday,  January  9 
with  Ester  Saverson  and  Tom  Etter.   Until  then,  OCC  said  it  had 
been  their  belief  that  the  only  matter  that  OCC  was  expected  to 
address  was  the  concern  over  whether  Citibank  was  cooperating 
with  DTC,  FBI,  and  SEC.   OCC  also  said  that  it  realized  SEC  had 
an  interest  in  the  case  and  that  it  didn't  want  to  interfere. 

OCC  added  that  it  now  appreciates  the  scope  of  the  matter, 
noting  that  "$800  billion  is  big  numbers,"  and  that  it  is  "taking 
steps."   [Note:   The  "$800  billion"  figure,  which  Citibank 
developed  for  the  FBI,  is  Citibank's  confidential  estimate  of 
its  potential  exposure  from  this  scam.]   OCC  said  that  after  the 
January  9  telephone  conversation  with  SEC  and  after  having 
received  from  SEC  the  86  page  list  of  Citibank  securities 
involved,  it  has  come  to  realize  the  size  of  the  problem  and 
will  do  everything  it  can  to  cooperate. 

We  suggested  that  OCC  may  want  to  encourage  Citibank  to 
work  with  DTC  and  to  provide  DTC  with  the  missing  CUSIPS.   In 
reply,  OCC  (Lamson)  indicated  that  OCC  would  look  into  doing  so. 
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We  suggested  that  OCC  encourage  Citibank  to  provide 
appropriate  notices  of  the  scam  to  the  financial  community. 
In  reply,  OCC  asked  us  if  the  information  could  be  circulated  by 
DTC.   We  replied  that:  (1)  DTC  doesn't  have  all  the  CUSIPS  and 
that  it  can  get  the  missing  CUSIPS  only  from  Citibank,  and  (2) 
DTC  cannot  release  any  specific  information  about  the  securities 
unless  authorized  to  do  so  by  Citibank,  and  (3)  Citibank  is  in 
the  best  position,  in  terms  of  having  the  information  readily 
available,  to  prepare  an  appropriate  notice.   OCC  (Lamson)  stated 
that  it  is  concerned  about  the  notice,  but  it  wants  to  break  down 
the  matter  into  steps  and  take  them  one  at  a  time. 

OCC  asked  if  we  had  any  further  comments.  We  noted  that  we 
have  been  asked  how  high  the  information  on  this  situation  has 
gone  at  Citibank  and  whether  it  has  gone  up  to  the  General 
Counsel  or  to  the  Office  of  the  President.   OCC  said  it  didn't 
know  and  that  it  hopes  to  learn  the  answer  very  soon. 

We  emphasized  that  we  are  concerned  about  getting  the 
information  on  this  scam  to  the  smaller  banks  and  brokers,  noting 
that  if  down  the  road  financial  institutions  start  failing 
because  they  accepted  these  certificates  as  collateral,  whether 
they  are  OCC  banks  or  not,  the  situation  will  be  impossible  for 
anyone  to  explain  either  to  the  Commissioners  of  the  SEC  or  to 
Congress.   OCC  concurred  in  these  comments. 

OCC  indicated  that  they  expect  to  have  more  information  in  a 
week  or  two  and  will  get  back  to  us. 

At  that  point  the  conference  call  was  terminated. 

cc:   Julio  Mojica 

John  Greely  p^ 
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January  27,  1992 

TO:       Jonathan  Kallman 
Ester  Saverson 

FROM:     Tom  Etter 

RE:       Conference  call  with  OCC 
about  Citibank  scam 

At  10:45  a.m.  today,  we  (Julio  Mojica  [on  the  line  from 
New  York] ,  John  Greely,  and  Tom  Etter)  placed  a  pre-arranged 
conference  call  to  the  Office  of  the  Comptroller  of  the  Currency 
where  we  spoke  with  Don  Lamson  and  Bill  Granovsky. 

We  requested  an  update  on  what  has  happened  since  we  last 
talked  with  them  on  Wednesday,  January  15,  1992.   OCC  (Lamson) 
replied  that  it  has  no  additional  information  about  the  sccun  or 
about  Citibank's  actions  in  response  to  the  scam,   OCC  added, 
however,  that  they  (Lamson  and  others)  will  be  going  to  Citibank 
this  Thursday- Friday,  January  30-31  and  that  they  will  have  more 
to  say  after  that  visit. 

In  response  to  our  previous  question  of  how  high  in 
Citibank's  management  the  information  on  this  matter  has  gone, 
OCC  told  us  that  its  Examiner- in- Chief  at  Citibank  has  informed 
Citibank's  General  Counsel,  Jack  Roach,  of  the  scam.  We  asked  if 
the  scam  were  news  to  Roach  or  whether  he  already  knew,  but  OCC 
stated  it  had  no  information  on  that  point. 

We  asked  if  Citibank  has  turned  over  a  complete  list  of  the 
involved  CUSIPS  to  DTC.   OCC  replied  that  Citibank  claims  that  it 
gave  all  the  CUSIPS  to  DTC  long  ago.   We  asked  OCC  if  it  has  a 
list  of  what  Citibank  gave  DTC,  and  OCC  said  that  they  have 
only  the  86  page  list  that  they  were  given  by  the  SEC. 

We  asked  if  Citibank  has  put  out  any  notices  of  the 
certificate  scam  to  the  financial  community.   OCC  replied  that 
Citibank  may  have  put  out  some  notices.   We  requested  copies 
of  any  notices  that  Citibank  may  have  put  out. 

We  told  Citibank  that  we  have  six  so-called  cancelled  . 
Georgia  Pacific  bond  certificates,  having  a  face  value  of 
$431,000,  that  emanate  from  the  Citibank  shipments  of 
certificates  to  MSM  Corporation.   We  said  that  none  of  these 
certificates  bear  any  cancellation  marks  whatever,  that  they  are 
in  perfect  condition,  and  that  they  are  part  of  an  $8  million 
batch  of  400  similar  certificates  captured  in  a  Secret  Service 
sting  operation.  We  noted  that  this  incident  is  causing  us  to 
wonder  what  sort  of  safeguards  Citibank  has  been  using  in  its 
certificate  cancellation  practices. 
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OCC  replied  that  Citibank  is  improving  its  cancellation 
practices.   OCC  asked  us  for  xerox  copies  of  the  certificates, 
which  we  said  we  would  have  ready  for  their  messenger  pickup  at 
2:00  p.m.  today. 

We  asked  OCC  when  they  might  be  able  to  let  us  know  more 
about  the  Citibank  situation.   It  was  agreed  that  OCC  will  call 
us  on  Monday,  February  3  at  4:00  p.m. 

Once  again,  it  was  emphasized  to  OCC  that  we  are  facing  a 
potentially  explosive  situation.  We  noted  that  if  financial 
institutions  begin  failing  because  they  accepted  this  worthless 
paper  as  collateral,  our  two  agencies  will  never  to  able  to 
explain  to  Congress  how  we  knew  of  this  matter  since  October  1991 
but  did  absolutely  nothing  about  it. 


Following  the  phone  call,  in  a  brief  discussion  among 
ourselves,  the  question  was  raised  concerning  what  we  should 
do  in  view  of  the  fact  that:  (1)  OCC  has  primary  regulatory 
authority  here,  and  (2)  OCC  has  known  about  the  Citibank 
situation  for  months  and  simply  has  turned  a  blind  eye  to  it  and 
reacted  with  surprise  to  whatever  information  we  provide  them  on 
the  Subject.  I 

It  was  suggested  that  we  could^ nothing  in  the  form  of 
intervening  (even  if  we  wanted  to)  before  Monday,  February  3 
when  OCC  is  due  to  report  back.   It  was  thought  that  at  some 
point  it  may  be  necessary  for  the  SEC  to  contact  senior 
people  at  OCC  and/or  Citibank.  Julio  said  that  we  are  in  an 
uncomfortable  situation  and  the  Director  is  in  Europe,   Julio 
told  us  to  meet  with  Mark  Fitterman  and  Jonathan  Kallman  today 
and  to  make  sure  they  are  fully  informed. 


Mark  Fitterman 
Julio  Mojica 
John  Greely 
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January  27,  1992 


TO: 

Files 

FROM: 

TCE 

RE: 

Citibank  Scam 

Subject:   Points  to  be  broght  up  in 
conference  call  with  OCC 


/ 


1.  From  an  inspections  viewpoint,  what  has  OCC  been  doing 
concerning  this  scam? 


^ 


2.  What  is  going  on  at  Citibank? 

*^  Who  at  Citibank,  at  its  higher  levels,  knows  of  the  scam 
and  the  potential  risks  to  Citibank  and  the  marketplace?  What 
information  has  gone  to  the  General  Counsel?  The  Office  of  the 
President?  — t * 

4 .  Is  OCC  aware  that  we  have  received  in  hand  some  of  the 
so- cancelled  certificates  and  that  they  are  in  mint  condition 
with  no  cancellation  marks  whatever? 

^.   What  has  Citibank  done  about  getting  out  a  precise 
notice  of  the  certificates  involved?  Has  Citibank  noticed  the 
International  Securities  Market  Association  as  requested  by  Euro- 
clear  and  Cedel? 

6.  If  Citibank  has  sent  out  any  notices,  may  we  have  copies? 

t7.  What  action  is  OCC  recommending  Citibank  to  take 
regarding  this  scam? 

8.  So  far,  it  appears  that  Citibank  is  simply  letting  events 
take  their  course.   Is  this  an  accurate  observation? 
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EXHIBIT  J 

CmCORPQCmBANi 


Contacts   Anne  Luzratto 
(212)  559-4391 


For  Imncdiate  Ralease 


Kew  York,  January  29,  1992.  CitlbanSc  Baid  today  that  sevtral 
banJcs,  Including  Citibank,  hav«  b«ooTiB  avaro  that  a  nuRb«r  of  bonds 
ar«  appearing  in  tha  narket  which  had  b««n  cajicalftd  In  1986  and 
before.  These  perforated  bonda  ara  baing  frauduJ.ently  praeented  In 
the  Unitad  Stat«»  and  Europe. 

Citibank  has  been  working  with  law  enforcenept  aganclaf  which  are 
investigating  thasa  fraudulent  presentation*.  Tha  Securltlai 
Infonaation  Canter,  the  Depository  Trust  Coopany,  the  NASD,  tha  Mew 
Vork  Stock  Exchange  and  others  have  bean  notified. 

Citiiank  is  continuing  to  work  with  tha  Depositoj-y  Tru»t  Company  to 
dissenlnate  mora  detailed  notice  and  to  ranlnd  any  financial 
intanaediariefl  to  take  all  appropriate  precautions,  «spacially  when 
presentations  are  made  by  unfaolllar  parties.  Said  a  Citibank 
Bpokesporson,  "Khila  we  balleva  ve  have  no  exposure,  and  that  all 
nomal  channel*  of  industry  notice  have  baan  used,  recejit  activity 
has  lad  us  to  iesuo  this  stataxant.** 
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EXHIBIT  K 


Comptroller  of  the  Currency 
Administrator  ot  National  Banks 


Washington,  O.C.  20219 

June  8,  1992  BY  FAX 

Joseph  Goldstein 
Associate  Director 
Division  of  Enforcement 
Securities  and  Exchange  Cosonission 
450  5th  Street,  N.W. 
Washington,  D.C.   20549 

_Re:  Citibank,  N.A.  g'Bank") 

Dear  Mr.  Goldstein: 

This  will  confirm  our  telephone  conversation  of  this  date 
concerning  the  above-captioned  bank.  I  have  enclosed  vith  this 
letter  a  copy  of  the  draft  order  the  staff  proposes  to  issue  in 
connection  with  the  institution  of  proceedings  under  authority  of 
section  17A  of  the  Securities  Exchange  Act  of  1934  ("Exchange 
Act").  The  OCC  would  impose  a  censure  and  renedial  sanctions  after 
finding  that  the  Bank  had  engaged  in  numerous  violations  of  the 
Exchange  Act  and  Securities  and  Exchange  Conmission  rules  governing 
transfer  agent  activities. 

The  staff  would  appreciate  your  conments  concerning  the  proposed 
renedial  laeasures  contained  in  the  proposed  order.  If  you  or  your 
staff  could  provide  your  cormients  by  Thursday,  June  11,  we  can 
ensure  that  they  will  be  taken  into  account  in  a  final  draft, 
should  the  Office  decide  to  bring  an  action  as  the  staff  has 
proposed.   Thank  you  in  advance  for  your  help  in  this  matter. 

Should  you  or  the  SEC  staff  have  any  questions  concerning  this 
matter,  please  contact  the  undersigned  at  (202)  874-5210. 

Very  truly  yours. 


Donald  V.   Lamson 
Assistant  Director 
Securities  &  Corporate 
Practices  Division 
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Comptroller  o(  the  Currency 
Admlnlslratof  of  National  Banks 


WasMnglon.  O.C.  20219 


June  17,  1992  BY  TELEFAX 

Joseph  Goldstein 

Associate  Director  .  • .   . 

Division  of  Enforcament   .         " 
Securities  and  Exchange  Coaaisslon 
450  5th  Street,  N.W. 
.Washington,  D.C.   20549 

Rej   CitibanX,  N.A.  ("Bank") 

Dear  Kr.  Goldstein: 

This  vill  confim  ay  telephone  conversation  of  this  date  vith  Ms. 
Lani  Lee,  Branch  Chief,  of  your  office  concerning  the  above- 
captioned  bank.  In  that  conversation,  Ks.  Lee  stated  that  the 
staff  of  the  Division  of  Enforcecent  vas  not  prepared  to  nake  any 
cocoents  concerning  the  June  6  draft  order  the  OCC  staff  proposed 
to  issue  in  connection  with  the  institution  of  proceedings  under 
authority  of  section  17A  of  the  Securities  Exchange  Act  of  1934 
("Exchange  Act").  In  that  order,  the  OCC,  as  the  appropriate 
regulatory  agency,  would  iopose  a  censure  and  remedial  sanctions 
after  finding  that  the  Bank  had  engaged  in  numerous  violations  of 
the  Exchange  Act  and  Securities  and  Exchange  CoTrjaission  rules 
governing  transfer  agent  activities.  As  I  discussed  with  Ks.  Lee 
as  part  of  our  effort  to  consult  on  chis  natter,  the  OCC  yesterday 
informed  the  Bank's  board  of  directors  that  it  intends  to  bring 
such  an  action  and  has  begun  negotiations  to  resolve  the  matter 
consensually. 

As  I  infomed  you  and  your  staff  during  a  Kay  14  neeting  in  your 
office,  the  OCC  staff  had  detensined  to  recoranend  to  the 
Conptroller  the  Initiation  of  this  administrative,  enforcenent 
action.  You  inforaed  ne  during  that  oeeting  that  the  staff  of  the 
Division  of  Enforcenent  was  contenplating  recoanending  to  the  SEC 
a  substantially  sinilar  adnlnistrative  enforcement  action  seeking 
Binilar  relief.  I  expressed  our  staff's  view  that  the  OCC,  as  the 
appropriate  regulatory  agency  for  national  banks  registered  as 
transfer  agents,  rather  than  the  SEC,  is  the  appropriate  agency  to 
bring  en  adnlnistrative  enforcenent  against  national  banks 
generally,  and  the  Bank  in  particular,  to  remedy  violations  of 
transfer  agent  rules.  Because  the  OCC  has  acted  to  address  the 
Bank's  violations  of  law  in  a  manner  that  is  virtually  Identical  to 
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that  conterploted  by  the  SEC  staff,  ve  •ncouragcd  the  SEC  not  to 
exercise  any  residual  authority  it  nay  have  to  address  this  aa&e 
conduct  through  duplicative  adolnistrative  enforcement  action.  I 
also  stated  that,  as  part  of  the  con£ultatlv<a  process  req-jirad  by 
the  Exchange  Act  and  in  order  to  ensure  regulatory  conBistency,  the 
OCC  staff  would  velcojne  the  views  of  the  SEC  in  fashioning 
appropritte  relief  egsinst  the  BariX.  It  was  for  that  reason  that 
the  OCC  staff  on  June  8  transnitted  the  draft  order  against  the 
Bank  for  consent  by  ycur  staff. 

I  confirmed  In  ny  conversation  of  this  dat«  with  Ms.  I^ee  the  OCC 
staff 's  view  expressed  during  our  Kay  14  oeeting  with  the  Division 
of  ZnforccBent  that  the  OCC,  as  the  appropriate  regulatory  agency, 
rather  than  the  SEC  is  the  appropriate  agency  to  bring  an 
administrative  enforcenenf  against  the  Bank  in  this  caee.  I 
offered  to  provide  Ks.  Lee  relevant  legislative  history  that 
addresses  this  jurisdictional  question  directly  and  she  requested 
that  I  send  her  by  telefax  references  to  this  material  today. 
Accordingly,  I  have  attached  a  list  of  legislative  source  naterials 
that  address  this  jurisdictional  question. 

The  staff  would  continue  to  appreciate  your  cocTients  concerning  the 
proposed  renedial  Taeasures  contained  in  the  proposed  order.  If  you 
or  your  staff  could  provide  your  coir.nents  by  Friday,  June  19,  we 
can  ensure  that  they  will  be  taken  into  account  in  a  final  draft, 
should  the  Office  and  the  Bank  resolve  the  natter  consensually. 
Thank  you  for  your  continuing  help  in  this  natter- 
Should  you  or  the  SEC  staff  have  any  questions  concerning  this 
catter,  please  contact  the  undersigned  at  (202)  874-5210. 

Very  truly  yours, 

Ellen  Broadsan 
Director 

Securities  &  Corporate 
Practices  Division 

Attachoent 

cc:  Juan  Marcel  Marcellino 
Assistant  Director 
Division  of  Enforceaent 

Lanl  Lac 

Branch  Chief 

Division  of  Enforcement 
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Attachment  to  June  17,  1992  L«tter 

to  Kr.  Joseph  Goldstein 

Associate  Director,  Division  of  Enforceneni; 

H.R.  5050,  93rd  Cong.,  Ist  Sees.  (March  1,  1973) 

U.R.  5050,  93rd  Cong.,  1st  Sess.  (Kovenber  19,  1974) 

Securities  Exchange' Act  Aaiendmenta  of  1973:  Hearings  en  H.R.  5050 
and  H.R.  34  0  Before  the  Subcoma.  on  Coniaerce  £  Finance  of  the  House 
Conn,  on  Interstate  &  Foreign  Cocnerce,  93rd  Cong.,  1st  Sess.,  1780 
(1973). 

Staff  of  the  Subcorsn.  on  Comraerce  &  Finance  of  the  House  Coim,  on 
Interstate  i  Foreign  Conmerce,  93rd  Cong,,  2d  Sess.,  (Suauaary  of 
H.R.  5050)  3  (Coaaa.  Print  1974) 

S.  2058,  93rd  Cong.,  1st  Sess.  (June  22,  1973) 

S.  2058,  93rd  Cong.,  1st  Sess.  (July  30,  1973) 

S.  2058,  93rd  Cong.,  1st  Sess.  (August  3,  1973) 

Regulation  of  Clearing  Agencies  of  Transfer  Agents;  Hearings  on  fi. 
2058  Before  the  Subcomn.  on  Securities  of  Senate  Coon,  on  Banking, 
Housing  and  Urban  Affairs,  93rd  Cong.,  1st  Sess.  46  (1973) 

S.  249,  94th  Cong.,  1st  Sess.  (January  17,  1975) 

H.R.  4111,  94th  Cong.,  1st  Sess.  (March  3,  1975) 

H.R.  4111,  94th  Cong.,  1st  Sess.  (April  7,  1975) 

121  Cong.Rec.  S342  (daily  ed.  January  17,  1975) 

121  Cong.  Rec.  H3230-31  (daily  ed.  April  24,  1975) 

House  Conn,  on  Interstate  t  Foreign  Commerce,  Securities  Reform  Act 
of  1975,  H.R.  Rep.  No.  94-123,  94th  Cong.,  1st  Sess.  81,  83,  85 
(1975). 

Senate  Coaa.  on  Banking,  Housing  and  Urban  Affairs,  Securities  Acts 
Acendnents  of  1975,  S.  Rep.  No.  94-75,  94th  Cong.,  Ist  Sess.  57-8, 
125-8  (1975). 

Conference  Report,  H.R.  Rep.  No.  94-229,  94th  Cong.,  1st  Sees.  102- 
3  (1975). 

Securities  Acts  Amendments  of  1975:  Hearings  before  Subcoca.  on 
Securities  of  Senate  Cocus.  on  Banking,  Housing  and  urban  Affairs, 

9<th  Cong.,  Ist  Sess.  197  si   seo,  (1975). 

1975  U.S.C. C.A.N.  179  (re:  Securities  Acts  Anend-Tients  of  1975) 
(Legis.  History). 

P.L.  94-29,  1975  U.S.C. C.A.N.  (89  Stat.)  102,  141-46. 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON,  nx;.  20549 

June   23,    1992 


BY    FACSIKII^;    674-5279      ...• 

Ellen  Broadaan 

Director 

Securities  £  Corporate  Practiceis  Division' 

Office  of  the  Comptrollier  of  the  Currency 

Washington,  D.C.   20219 


Re:   In  the  Matter  -of  Certain  Securities  Certificatesf, 
rile  No.  HO-2570 : J *. 

Dear  Ms.  Broadman:  .' 

This  is  in  reference  to  our  recent  conversation  regarding 
the  above-captioned  natter  and  in  follow-up  to  your 
correspondence  to  Joseph  Goldstein  dated  June  17,  1992.   As  we 
have  informed  you,  the  staff's  determination  at  this  tine  is  to 
reconunend  to  the  Comnission  that  it  institute  an  enforcenent 
action  against  Citibank,  N.A.  ("Citibank")  pursuant  to  the  above- 
referenced  formal  investigation.   In  your  June  17,  1992  letter, 
you  encouraged  the  staff  to  exercise  its  discretion  in  favor  of 
not  recoTwnending  any  action  against  Citibank  to  the  Connission, 
because  the  OCC  also  intends  to  bring  a  proceeding  against 
Citibank. 

We  have  carefully  considered  your  request  that  the 
Commission  not  exercise  its  jurisdiction  over  this  natter  and 
have  reviewed  the  legislative  history  citations  referenced  in 
your  June  17  lottc-r.   Konetheless,  as  we  have  previously  informed 
you,  the  staff  believes  that  it  is  appropriate  and  necessary  for 
the  Commission  to  institute  an  enforcement  action  against 
Citibank  in  light  of  the  following  circumstances. 

First,  we  believe  that  the  issue  of  Citibank's  conduct  which 
may  have  resulted  in  an  indeterminate  amount  of  cancelled 
securities  certificates  circulating  throughout  the  financial 
markets  raises  serious  issues  about  a  transfer  agent's 
responsibility  to  reasonably  safeguard  securities.   Second,  we 
understand  from  your  staff  that  OCC  administrative  orders  are 
typically  not  permanent  and  that  the  OCC  often  vacates  its  orders 
after  a  period  of  compliance  by  a  respondent.   Tn  contrast, 
Commission  orders,  including  the  type  we  would  seek  here,  are  not 
time  limited  and  are  rarely,  if  ever,  vacated  as  a  matter  of 
course. 
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Ellen  Broadaan 
June  23,  1992 
Page  2 


Accordingly,  we  believe  it  is  prudent  to  recommend  that  the 
Connission  seek  an  order  which  it  nay  enforce  should  the  need 
arise  in  the  future.   Indeed,  the  legislative  history  to  which' 
you  refer  emphasizes  the  fact  that  the  role  of  the  bank 
regulatory  agencies  is  in  no  way  intended  to  dilute  the 
Conjoission's  overall  responsibility  with  respect  to  the  transfer 
agent  industry.      .  _  ,.  ■  ■  .  •     ;  .  .   .  -^   ■ 

Once  again,  we  urge  the  OCC  to  consider  a  joint 
■  adreinistrative  effort  in  this  matter.   We  hope  that  we  may 
continue  to  build  upon  the  recent  and  inportant  cooperative 
relationship  reached  by  our  respective  agencies  in  issuing  the 
joint  administrative  orders  in  connection  with  distributions  by 
government  sponsored  enterprises.   Nonetheless,  should  the  OGC 
decide  to  ptoceed  with  its  own  order,  it  does  remain  our 
intention  to  recomir.end  to  the  Commission  that  it  institute  a 
separate  proceeding  against  Citibank.   Should  the  agencies 
proceed  separately,  we  remain  willing,  as  we  informed  counsel  for 
Citibank,  to  coordinate  the  actions. 

If  you  have  any  questions  concerning  this  matter,  please 
call  me  at  (202)  272-2900. 

Sincerely, 


William  R.   HcLucas 
Director 
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Division  o!  Enforcemer' 


Comptroller  of  the  Currency 
Administrator  ol  National  Bar>ks 


Washington.  D.C.  20219 


June  24,    1992  BY  TEI-EFAX 

VlHian  R.   KcLucas      .■.:■".. 

Director     -  ^  .    . 

Division  of  Enforcewent  •     • 

Securities  and  Exchange  Coiurissiojl 

450  5th  street,  N.W. 

Washington,  D.C.   20549 

Re:   Citibank,  N.A.  ("Bank") 

Dear  Kr.  KcLucas: 

This  will  confim  our  converBation  of  June  23,  1992  vith  Juan 
Karcelino,  Assistant  Director,  Division  of  Enforceoent,  and  receipt 
of  your  letter  of  June  23,  1992  concerning  the  above-captioned 
bank.  During  our  conversation  ve  provided  notice  to  the  SEC 
Division  of  Enforcenent  that  the  Office  of  the  Cor.ptroller  of  the 
Currency  ("OCC")  has  reached  a  consensual  resolution  of  ft  proposed 
adninistrative  proceeding  to  be  instituted  under  authority  of 
Section  17A  of  the  Securities  Exchange  Act  of  1934  ("Exchange 
Act") .  In  that  order,  the  OCC,  as  the  appropriate  regulatory 
agency,  would  inpose  a  censure  and  reaedial  sanctions  after  finding 
that  the  Bank  had  engaged  in  nunerous  violations  of  the  Exchange 
Act  and  Securities  and  Exchange  ConniBsion  ("SEC")  rules  governing 
transfer  agent  activities.  I  have  enclosed  a  copy  of  the  order  to 
be  issued  and  the  Bank's  proposed  offer  of  eettler.ent  in  connection 
vith  this  ratter.  rrlor  to  cor.rencing  this  proceeding,  the  OCC 
consulted  with  the  SEC  as  provided  in  Section  17A(d)(3)  of  the 
Exchange  Act.  The  OCC  staff  thanks  the  staff  of  the  Division  of 
Enforcenent  for  its  cooperation  and  assistance  in  this  natter. 

In  your  letter,  you  stated  that  the  staff  of  the  Division  of 
Enforcenent  believes  it  is  both  appropriate  and  necessary  for  the 
SEC  also  to  institute  a  parallel  enforcenent  action  against  the 
Bank  for  violations  of  the  sane  SEC  transfer  agent  rules.  You 
stated  two  bases  for  this  position,  first,  you  stated  that  the 
Bank's  conduct  as  transfer  agent  raised  serious  issues  about  t 
transfer  agent's  responsibility  to  reasonably  safeguard  securities. 
Second,  you  contrasted  the  SEC  practice  of  ryt>\(ioVj  if  «ver. 
vacating  SEC  orders  with  OCC  practice  in  vacating  adninistrative 
orders  after  a  period  of  conpliance  by  respondents.   You  stated 
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your  view  that  the  legislative  hietory  of  the  txchange  Act  nahei 
clear  that  Section  17A,  vhile  providing  enforccDent  authority  to 
banX  regulatory  agcncieB  as  the  appropriate  regulatory  agencies  for 
financial  institutions,  Including  rational  banks,  does  not  dlrlnish 
the  CocnlsElon'e  overall  responsibility  with  respect  to  the 
transfer  agent  industry. 

The  OCC  believes  that  there  are  core  perBuaslve  reasons  for  the  SEC 
to  decide  not  to  bring  an  action  in  this  catter.  First,  the  OCC 
agrees  that  the  Bank's  actions  in  this. natter  are  serious.  Tor 
that  reason  the  OCC  his  taken  ctrong  administrative  action  to 
rer.edy  the  protlen,  virtually  identical  to  that  contccplated  by  thft 
ST.C  staff.  I  also  note  that,  as  part  of  the  consultative  procesB 
retjuired  by  the  Exchange  Act  and  in  order  to  ensure  re^latory 
conBistency,  the  OCC  staff  has  invited  the  views  of  the  SEC  in 
fashioning  appropriate  relief  against  the  Bank. 

Second,  although  the  OCC  oay  lift  those  portions  of  adainistrative 
orders  providing  for  rer.edial  neasures,  the  OCC  does  not  vacate 
self-executing  portions  of  orders,  such  as  suspensions  or  censures. 
The  Bank  vill  at  no  time  be  able  to  escape  its  censure.  In  the 
event  the  recedial  portion  of  the  order  no  longer  serves  a  useful 
purpose  in  light  of  the  Bank's  dereonstrated  recorci  of  conpliance 
with  transfer  agent  rules,  as  verified  by  periodic  OCC 
exaninations,  the  OCC  oay  release  the  Bank  from  continuing 
obligations  under  the  order.  Hovever,  the  OCC  vill  continue  to 
conduct  rcg\ilar  exaninations  of  the  Bank's  transfer  agent  function 
and  scrutinize  its  cocpliance  with  transfer  agent  rules.  Should 
OCC  evaainations  reveal  that  the  Bank  again  has  failed  to  observe 
transfer  agent  requirements,  the  OCC  vill  take  appropriate 
enforceaent  action  and  vill  consider  the  Bank's  history  of 
noncompliance  vhen  selecting  appropriate  sanctions. 

Finally,  I  note  that  while  section  17A  contains  clear  language  thdt 
it  does  not  purport  to  linit  the  jurisdiction  of  the  SEC  to  bcz 
against  national  bank  transfer  agents,  that  section  does  not 
provide  an  affirnative  grant  of  authority  to  act  in  cases  such  as 
this.  For  this  reason  the  OCC  has  urged  that  it,  as  the 
appropriate  regulatory  agency  for  national  banks  registered  as 
transfer  agents,  rather  than  the  SEC,  is  the  appropriate  agency  to 
bring  an  adninistrative  enforcenent  against  national  banks 
generally,  and  the  Bank  in  particular,  to  remedy  violations  of 
transfer  agent  rules.  Because  the  OCC  has  addressed  the  Bank's 
violations  of  law  in  a  Banner  that  Ic  virtually  identical  to  that 
contenplated  by  the  SEC  staff,  ve  again  encourage  the  SEC  not  to 
exercise  any  residual  authority  it  cay  have  to  address  this  sane 
conduct  through  duplicative  adninistrative  enforcement  action. 

EhouJd  you  or  the  SEC  staff  have  any  questions  concerning  this 
tatter,  please  contact  the  undersigned  at  (202)  874-5210. 

Very  truly  yours, 

Ellen  Broaditan  .-■..■.■.: 

Director 

Sep^  rities  S  Corporate 
Frdctices  Division 

Attachaent 
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EXHIBIT  L 


Release  Letterhead 

For:   IKMEDIATE  RELEASE 

Date:  [insert  date] 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  today  announced 
the  settlement  of  an  enforcement  action  against  Citibank,  N.A.,  New 
York,  New  York.  This  action  is  part  of  the  OCC's  continuing 
investigative  and  enforcement  efforts  relating  to  the  securities 
activities  of  national  banks. 

The  OCC  brought  this  action  against  the  bank  for  violations  of  the 
Securities  Exchange  Act  of  1934  (Exchange  Act)  and  Securities  and 
Exchange  CoBaission  (SEC)  transfer  agent  rules.  The  OCC  censured 
the  bank  for  its  violations  and  required  the  bank  to  institute  a 
number  of  remedial  measures. 

The  bank  consented  to  the  Order  and  Censure  without  admitting  or 
denying  these  charges. 

This  enforcement  action  was  taken  to  address  violations  of  the 
federal  securities  lavs  identified  during  the  OCC's  ongoing 
supervision  of  the  bank.  The  OCC,  as  the  "appropriate  regulatory 
agency"  for  national  bank  transfer  agents  under  the  Exchange  Act, 
has  primary  authority  to  examine  national  bank  transfer  agents  for 
compliance  with  law  and,  where  necessary,  to  enforce  compliance. 

As  part  of  its  duties  as  a  transfer  agent  for  securities  issuers, 
the  bank  maintains  canceled  securities  certificates  and  destroys 
such  certificates  when  no  longer  needed.  The  bank  accumulated  a 
significant  amount  of  canceled  certificates  beginning  in  1974, 
approximately  3500  boxes,  with  a  face  value  of  approximately  $111 
hillion  and,  in  a  period  of  September  1985  to  December  1986,  it 
transmitted  the  canceled  certificates  to  an  independent  corporation 
for  destruction  off  the  bank's  premises.  An  undetermined,  yet 
significant,  nujnber  of  these  certificates  survived  the  cancellation 
process,  some  without  being  perforated.  Some  of  the  canceled 
securities  certificates  that  were  to  have  been  destroyed  have 
reappeared  since  and  potentially  can  be  used  fraudulently  as  loan 
collateral  or  presented  for  payment  or  transfer.  The  OCC 
examination  revealed  a  pattern  of  neglect  of  the  bank's  obligations 
to  reasonably  safeguard  its  securities  certificates  and  to  make 
appropriate  and  timely  notifications  to  federal  regulators  of  the 
loss  or  potential  theft  of  these  certificates. 

In  the  Order  (attached)  ,  the  OCC  found  that  the  bank  willfully 
violated  the  Exchange  Act  in  failing  to  assure  the  safeguarding  of 
these  canceled  securities  certificates  in  a  reasonable  manner.  The 
OCC  also  found  that  the  bank  willfully  violated  the  Exchange  Act  by 
failing  to  make  required  reports  of  potential  thefts  or  losses  of 
securities  to  authorities,  in  violation  of  SEC  rules. 

Jimmy  F.  Barton,  Deputy  Comptroller  for  Multinational  Banking,  said 
"the  action  taken  today  should  Insure  that  these  problems  do  not 
recur  at  Citibank.  This  action  also  should  remind  other  ban)cs  of 
the  importance  of  proper  securities  cancellation  and  safeguarding 
practices. " 

The  SEC  and  the  OCC  have  been  consulting  closely  on  this  matter 
since  November  1991.  The  OCC  appreciates  the  outstanding 
cooperation  and  assistance  the  SEC  and  its  staff  have  provided  in 
this  matter. 
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UNITED  STATES  OF  AMERICA 

BEFORE  THE 

COMPTROLLER  OF  THE  CURRENCY 


IN  THE  MATTER  OF 
CITIBANK,  N.A., 
NEW  YORK,  NEW  VORK 


ORDER  INSTITUTING  PUBLIC 
PROCEEDINGS,  MAKING 
FINDINGS  AND  IMPOSING 
REMEDIAL  SANCTIONS 


The  Comptroller  of  the  Currency  (hereinafter  "COMPTROLLER") 
deems  it  appropriate  that  public  proceedings  be  instituted  pursuant 
to  Section  17A(c) (3) (A)  of  the  Securities  Exchange  Act  of  1934,  15 
U.S.C  §  78q-l(c)  (3)  (A)  ("Exchange  Act"),  for  the  purpose  of 
determining  whether  disciplinary  or  other  remedial  action  against 
Citibank,  N.A.,  New  York,  New  York  ("BANK")  is  in  the  public 
interest  and  whether  the  BANK  has  committed  or  omitted  any  action 
or  omission  enumerated  in  subparagraph  (A)  ,  (D)  or  (E)  of  Paragraph 
(4)  of  Section  15(b)  of  the  Exchange  Act,  15  U.S.C. 
§§  780(b)(4)(A),  (D)  ,  or  (E)  .  In  anticipation  of  the  institution 
of  these  proceedings,  the  BANK  has  submitted  an  Offer  of  Settlement 
and  Undertaking,  and  Consent  to  the  Entry  of  Remedial  Sanctions 
("OFFER  AND  CONSENT")  to  the  COMPTROLLER.  Under  the  terms  of  the 
OFFER  AND  CONSENT,  the  BANK,  without  admitting  or  denying  the 
allegations  and  findings  contained  herein,  and  solely  for  the 
purposes  of  this  proceeding,  consents  to  the  COMPTROLLER'S  issuance 
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of  the  findings  set  forth  below  and  remedial  sanctions  imposed 
herein. 

The  COMPTROLLER,  based  on  the  recommendation  of  his  staff,  has 
reviewed  the  OFFER  AND  CONSENT  made  by  the  BANK  and  has  determined 
that  it  is  appropriate  and  in  the  public  interest  to  accept  the 
OFFER  AND  CONSENT.  Accordingly,  the  COMPTROLLER  has  determined  to 
issue  the  following  order. 


II 


Therefore,  it  hereby  is  ORDERED  that  public  proceedings 
pursuant  to  Section  17A(c) (3) (A)  of  the  Exchange  Act,  15  U.S.C. 
S  78q-l(c) (3) (A) ,  be  and  hereby  are  instituted. 

Ill 
On  the  basis  of  this  Order  Instituting  Public  Proceedings, 
Making  Findings  and  Imposing  Remedial  Sanctions  ("ORDER"),  the 
COMPTROLLER  hereby  finds  as  follows: 

A.  The  COMPTROLLER  is  the  "appropriate  regulatory  agency"  within 
the  meaning  of  Section  17A(c)  (3)  (A)  of  the  Exchange  Act,  15 
U.S.C.  §  78q-l(c)  (3)  (A) ,  to  impose  sanctions  for  the  violations 
hereinafter  described. 

B.  The  BANK  is  a  national  banking  association  chartered  and 
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examined  by  the  COMPTROLLER  pursuant  to  the  National  Bank  Act 
of  1864,  12  U.S.C.  §§  27  and  481,  respectively,  with  its  main 
office  in  New  York,  New  York.  The  BANK  is  a  wholly-owned 
subsidiary  of  Citicorp.  The  BANK  has  been  at  all  tiroes 
pertinent  hereto  and  continues  to  be  registered  with  the 
COMPTROLLER  as  a  transfer  agent  pursuant  to  Section  17A(c) (2) 
of  the  Exchange  Act,  15  U.S.C.  §  78q-l(c)(2),  and  12  C.F.R. 
§  9.20(a). 

The  BANK  acts  as  transfer  agent  for  at  least  2500  securities 
issues.  As  part  of  its  transfer  agent  activities,  the  BANK 
processes  record  ownership  changes  following  securities 
transactions  and  is  responsible  for  maintaining  canceled 
securities  certificates  and  destroying  such  certificates  when 
no  longer  needed. 


During  the  period  from  at  least  1974  to  December  1991,  the  BANK 
denoted  the  cancellation  of  securities  certificates  by 
perforating  the  certificates  with  its  own  name  or  initials, 
rather  than  the  word  "canceled."  The  BANK  in  some  instances 
failed  entirely  to  perforate  the  securities  certificates.  An 
undetei=mi7^e9,  yet  significant,  number  of  the  securities 
certificates  survived  the  cancellation  process  from_J.9>4''^o 
I98&Arfj 


ig  perforated  during  the  cancellation  process. 


Until   1976,   the  BANK  destroyed  all  canceled  securities 
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certificates  on  its  premises  under  the  supervision  of  the 
BANK'S  employees.  In  1976,  the  BANK  suspended  its  in-house 
securities  certificate  destruction  program  and  began  to  save 
all  securities  certificates  indefinitely  for  possible  use  in  an 
effort  to  reconcile  an  out-of-balance  position  and  computer 
conversion. 

F.  Beginning  in  or  about  January  1979,  the  BANK  used  an  affiliate, 
Citicorp  Data  Distribution,  Inc.  ("CDDI")  to  store  the  canceled 
securities  certificates  between  1974  and  1986  ("Canceled 
Certificates").  Until  at  least  September  1991,  CDDI  maintained 
a  locked  and  limited  access  warehouse,  but  had  no  separate 
secure  space  dedicated  to  the  storage  of  canceled  securities 
certificates  and  no  procedures  in  effect  for  the  storage  and 
destruction  of  the  Canceled  Certificates.  There  were  no  dual 
controls,  no  locks,  no  sign-in  procedures,  no  television 
monitors,  no  seals  on  boxes  containing  canceled  securities 
certificates,  or  other  restrictions  placed  on  BANK  or  CDDI 
employees  for  access  to  the  Canceled  Certificates.  The 
Canceled  Certificates  were  treated  like  all  other  BANK  records 
committed  to  CDDI  for  storage  and/or  destruction.  The  Canceled 
Certificates  were  stored  in  more  than  34  00  boxes.  In  or  about 
June  1982,  the  BANK  determined  to  destroy  these  Canceled 
Certificates  in  an  effort  to  relieve  storage  pressures,  and 
began  a  destruction  program  on  or  about  July  1985. 
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G.  In  or  about  July  1985,  the  BANK  sent  the  Canceled  Certificates 
to  two  unaffiliated  vendors  ("cataloguing  vendors")  for 
cataloguing  to  determine  a  true  count  of  the  certificates.  The 
cataloguing  vendors  and  their  employees  at  all  times  during  the 
cataloguing  process  had  the  opportunity  to  remove  the  Canceled 
Certificates  from  boxes  because  the  Canceled  Certificates 
transmitted  to  the  cataloguing  vendors  were  unattended  by  BANK 
employees.  The  BANK  had  no  means  to  determine  upon  the  return 
of  the  Canceled  Certificates  whether  any  had  been  lost  or 
stolen  because  the  BANK  did  not  have  an  accurate  count  of  the 
Canceled  Certificates  entrusted  to  it. 

H.  During  the  period  from  August  1985  to  March  1986,  the  BANK 
received  the  Canceled  Certificates  from  the  cataloguing 
vendors.  The  BANK  made  random  tests  of  the  accuracy  of  the 
cataloguing  process.  The  sampling  technique  the  BANK  used, 
however,  was  inadequate  to  test  the  accuracy  of  the  cataloguing 
process.  Even  if  the  sampling  process  were  adequate,  the  BANK 
failed  to  use  the  technique  correctly.  Once  a  sample  revealed 
defects  in  "the  cataloguing  process,  the  BANK  took  no  further 
action  to  verify  the  remaining  contents  of  that  box. 

I.  Beginning  in  at  least  September  1985,  the  BANK  transmitted  the 
Canceled  Certificates  to  a  New  Jersey  corporation,  MSM,  for 
destruction.  MSM  continued  to  perform  the  BANK'S  ongoing 
securities  certificate  destruction  duties  until  at  least 
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Decenber  1986.  In  connection  with  the  choice  of  MSM  to  perform 
document  destruction  services,  no  BANK  officer  inspected  the 
site  on  which  the  process  would  be  performed,  or  retained  a 
copy  of  the  contract  for  the  destruction  process.  The  BANK  did 
not  implement  a  procedure  for  ensuring  the  safeguarding  of  the 
Canceled  Certificates  pending  their  destruction.  The  BANK  did 
not  implement  controls  to  ensure  that  the  Canceled  Certificates 
would  be  destroyed  by  MSM.  No  BANK  officer  accompanied  the 
Canceled  Certificates  to  the  MSM  destruction  site  to  oversee  or 
witness  the  destruction.  MSM  provided  the  BANK  a  guarantee  of 
destruction  affidavit  for  each  shipment  of  the  Canceled 
Certificates  it  received.  The  guarantee  of  destruction 
affidavit  was  a  pre-printed  form  detailing  the  destruction 
process  with  a  blank  space  on  which  to  list  the  contents  of  the 
shipment.  The  BANK  also  produced  a  certificate  of  destruction 
for  each  shipment  of  the  Canceled  Certificates  the  BANK 
transmitted  to  MSM  for  destruction  in  order  to  verify  that  the 
shipment  was  destroyed.  The  BANK  sent  thirteen  truckloads  of 
the  Canceled  Certificates  for  destruction  in  this  manner. 

In  March  1987,  canceled  Shell  Oil  Company  securities 
certificates  with  a  face  value  of  $1.5  million,  for  which  the 
BANK  acted  as  transfer  agent,  that  should  have  been  destroyed, 
appeared  in  Europe  for  sale  or  for  presentation  for  payment  or 
transfer  at  the  BANK.  These  securities  certificates  were 
traced  to  the  Canceled  Certificates  shipped  to  the  MSM 


547 


-7- 

destruction  facility.  The  BANK  did  not  notify  the  Securities 
Information  Center  ("SIC"),  an  organization  designated  by  the 
SEC  to  maintain  a  database  of  lost  stolen,  counterfeit  and 
missing  certificates  of  the  presentation  of  the  Canceled 
Certificates. 

K.  By  at  least  April  1987,  the  BANK  discovered  that  MSM  did  not 
any  longer  operate  a  document  destruction  operation.  Instead, 
in  April  1987,  MSM's  document  destruction  site  consisted  of  a 
vacant  lot  with  an  empty  trailer.  At  or  about  that  time,  the 
BANK  ceased  using  MSM  to  destroy  canceled  securities 
certificates  and,  utilizing  CDDI,  resumed  destroying  canceled 
securities  certificates.  The  BANK  has  calculated  that  during 
the  period  September  1985  to  December  1986  it  transmitted 
approximately  three  million  canceled  securities  certificates  of 
2212  securities  issues,  with  a  face  value  of  at  least  $111 
billion,  to  MSM  for  destruction. 

L.  During  the  period  August  1989  to  December  1991,  the  BANK 
discovered  additional  instances  in  which  the  Canceled 
Certificates  were  presented  for  payment  or  transfer  at  the 
BANK.  Yet,  until  late  in  this  period,  the  BANK  failed  to  take 
adequate,  independent  action  to  determine  the  amount  of  the 
Canceled  Certificates  potentially  outstanding  or  to  warn 
regulators  of  the  potential  problem. 
i)   In  August,  October  and  November  1989,  canceled  Virginia 
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Railway  securities  certificates  with  a  face  value  of 

$133,000,  for  which  the  BANK  acted  as  transfer  agent,  were 

presented  to  the  BANK  for  payment  and  or  transfer.  Some  of 

these  securities  certificates  were  not  perforated.   The 

BANK  traced  these  canceled  securities  certificates  to  the 

Canceled  Certificates  shipments  transmitted  to  MSM  for 

destruction.   The  BANK  did  not  notify  the  SIC  of  the 

presentation  of  these  canceled  securities  certificates. 

ii)  In  August  and  October  1990,  canceled  Georgia  Pacific 

Corporation  securities  certificates  with  a  face  value  of 

$23  million  were  presented  to  the  BANK  and  other  parties 

for  payment  or  transfer.   These  securities  certificates 

were  not  properly  perforated  or  properly  canceled.   The 

BANK  also  traced  these  canceled  securities  certificates  to 

the  Canceled  Certificates  shipments  the  BANK  transmitted  to 

MSM  for  destruction. 

iii)  The  BANK  filed  a  criminal  referral  with  the  COMPTROLLER, 

the  Federal  Bureau  of  Investigation,  and  the  U.S.  Attorney 

on  October  4,  1990,  regarding  Georgia  Pacific  Corporation 

canceled  securities  certificates  with  a  face  value  of 

$525,000,  rather  than  the  entire  amount  known  to  be 

potentially  lost  or  stolen.   The  BANK  notified  the  SIC  to 

place  a  stop  on  the  entire  securities  issue  of  Georgia 

Pacific  Corporation  securities  certificates  on  or  about 

October  18,  1990. 
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M.  During  the  first  half  of  1991,  at  least  forty  Canceled 
Certificates  were  presented  for  payment  or  transfer  at  the 
BANK.  During  the  second  half  of  1991,  the  number  of  canceled 
securities  certificates  presented  for  payment  or  transfer  at 
the  BAMK  increased.  A  large  number  of  these  certificates 
appeared  in  Europe,  where  securities  houses  in  error  accepted 
certificates  for  payment.  Due  in  part  to  confusion  abroad  as 
to  standard  U.S.  securities  cancellation  practices,  financial 
institutions  also  mistakenly  accepted  the  Canceled  Certificates 
as  security  for  loans.  These  securities  certificates  also  can 
be  traced  to  the  Canceled  Certificates  shipments  transmitted  to 
MSM  for  destruction. 

N.  By  October  1991,  European  banks  presented  canceled  securities 
certificates  with  an  estimated  face  value  of  $100  million  to 
the  BANK  for  payment  or  transfer,  all  of  which  were  traced  to 
the  Canceled  Certificates  shipments  transmitted  to  MSM  for 
destruction.  During  the  period  June  1991  to  September  1991, 
two  brokerage  houses  presented  or  were  asked  to  present  to  the 
BANK  for  payment  or  transfer  canceled  securities  certificates 
with  a  face  value  of  $540  million.  These  securities 
certificates  also  can  be  traced  to  the  Canceled  Certificates 
shipments  transmitted  to  MSM  for  destruction. 

O.  During  the  period  March  1987  to  September  1991,  the  BANK  did 
not  report  the  suspected  loss  or  theft  of  any  Canceled 
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Certificates  to  any  federal  law  enforcement  or  regulatory 
agency  other  than  filing  one  crininal  referral  for  the  Georgia 
Pacific  canceled  securities  certificates.  Instead,  law 
enforcement  agencies,  including  the  COMPTROLLER,  the  SEC,  the 
Federal  Bureau  of  Investigation  ("FBI"),  and  Interpol, 
initiated  contact  with  the  BANK  to  determine  the  extent  of  the 
potential  loss  or  theft  of  the  Canceled  Certificates  for  which 
the  BANK  acted  as  transfer  agent  by  at  least  November  1991. 
During  the  period  beginning  from  at  least  1990,  the  BANK  worked 
with  the  FBI  and  Interpol  on  matters  relating  to  the  Canceled 
Certificates. 

P.  The  Depository  Trust  Company  sent  notices  to  its  members  on 
November  22,  1991,  December  6,  1992,  February  3,  1992,  and 
March  3,  1992  regarding  the  problem  of  presentations  for 
payment  or  transfer,  the  problem  of  accepting  canceled 
securities  certificates.  Included  in  the  list  of  issues 
contained  in  the  notices,  were  2212  securities  issues  of 
Canceled  Certificates  for  which  the  BANK  acted  as  transfer 
agent. 

Q.  The  BANK  has  represented  that,  commencing  in  September  1991,  it 
has  voluntarily  instituted  new  and  improved  procedures  to 
ensure  compliance  with  Section  17 A (d)  of  the  Exchange  Act,  15 
U.S.C.  §  78q-l(d),  and  Rule  17Ad-12  thereunder:  (i)  for  the 
secure   storing,   safeguarding  and  destroying  of  canceled 
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securities  certificates,  which  included  storage  in  a  separate 
secure  space  with  dual  controls,  locks,  sign-in  procedures, 
television  monitors,  seals  on  boxes  containing  securities 
certificates  and  other  restrictions  placed  on  BANK  and  CDDI 
employees  for  access  to  canceled  securities  certificates;  (ii) 
for  the  marking  of  canceled  securities  certificates  with  the 
word  "canceled";  (ill)  for  the  shredding  of  canceled 
certificates  before  sending  the  certificates  to  any  service 
provider  for  destruction;  and  (iv)  for  the  maintaining  of 
policies  for  the  propoer  evaluation  of  and  contracting  with 
outside  vendors. 

R.  During  the  period  commencing  in  or  about  January  1979  and 
continuing  to  in  or  about  December  1991,  the  BANK  willfully' 
violated  Section  17A(d)  of  the  Exchange  Act,  15  U.S.C.  §  78q- 
1(d),  and  Rule  17Ad-12  thereunder  in  that  the  BANK  failed  to 
assure  that  all  securities  in  the  BANK'S  custody  or  possession 
were  held  in  safekeeping  and  were  handled,  in  light  of  all 
facts  and  circumstances,  in  a  manner  reasonably  free  from  risk 
of  destruction,  theft  or  other  loss  through  its  failure  to 
properly  perforate  canceled  securities,  store  canceled 
securities  certificates  in  a  secure  area,  and  adequately  verify 


Because  the  BANK  intentionally  committed  the  acts  which 
constitute  the  violation,  its  conduct  was  willful  for  purposes  of 
Sections  17(f)  and  17A  of  the  Exchange  Act.  There  is  no 
requirement  that  the  actor  also  be  aware  that  he  is  violating  the 
federal  securities  laws.  See  Tager  v.  SEC.  344  F.2d  5  (2d  Cir. 
1965). 
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f unctions  performed  by  outside  contractors  entrusted,  inter 
alia,  with  the  data  capture  and  destruction  of  such  securities 
certificates. 

S.  During  the  period  commencing  in  or  about  May  1987  and 
continuing  to  in  or  about  October  1991,  the  BANK  willfully 
violated  Sections  17(f)(1)  and  17A(d)  of  the  Exchange  Act,  15 
U.S.C.  SS  78q(f)(l)  and  78q-l(d),  and  Rule  17f-l(c)  thereunder 
in  that  the  BANK  failed  to  report  in  a  timely  manner  to  the 
Securities  and  Exchange  Commission  or  its  designee,  the 
Securities  Information  Center,  the  discovery  of  the  theft  or 
loss  of  securities  certificates  previously  thought  to  have  been 
canceled  and  destroyed  when  the  securities  were  presented  for 
transfer  in  the  years  1987,  1989,  1990,  and  1991. 

T.  During  the  period  commencing  in  or  about  May  1987  and 
continuing  to  in  or  about  October  1991,  the  BANK  willfully 
violated  Sections  17(f)(1)  and  17A(d)  of  the  Exchange  Act,  15 
U.S.C.  §§  78q(f)(l)  and  78q-l(d),  and  Rule  17f-l(c)  thereunder 
in  that  the  BANK  failed  to  report  in  a  timely  manner  to  the 
Federal  Bureau  of  Investigation  upon  the  discovery  of  the  theft 
or  loss  of  securities  certificates  previously  thought  to  have 
been  canceled  and  destroyed  when  the  securities  were  presented 
for  transfer  in  the  years  1987,  1989,  1990,  and  1991  where 
there  was  substantial  basis  for  believing  that  criminal 
activity  was  involved. 
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IV 


In  view  of  the  foregoing  findings,  the  COMPTROLLER  has 
determined  that  it  is  in  the  public  interest  to  impose  remedial 
sanctions  specified  in  the  OFFER  AND  CONSENT.  Accordingly,  IT  IS 
HEREBY  ORDERED  THAT,  EFFECTIVE  FORTHWITH: 

A.  Respondent  BANK  is  hereby  censured. 

B.  Respondent  BANK  is  directed  to  comply  with  the  following 
remedial  measures  designed  to  prevent  the  recurrence  of  the 
acts,  practices  and  courses  of  conduct  described  above.  The 
BANK  shall  implement  such  remedial  measures  within  sixty  (60) 
days  of  the  date  of  this  ORDER,  unless  provided  specifically 
herein  to  the  contrary. 

1)  The  BANK  shall  implement  and  maintain  procedures,  policies, 
and  management  information  systems,  adequately  designed  to 
ensure  compliance  with  all  rules  and  regulations  pertaining 
to  national  BANK  transfer  agents  including,  but  not  limited 
to: 

a)   timely  notification  to  appropriate  entities  of 
required  reporting  events: 

i)  reporting  missing,  counterfeit  or  stolen 
securities,  including  canceled  securities 
certificates  (17  C.F.R.  §  240.17f-l); 


554 


-14- 

ii)  reporting  aged  record  differences  and  buy-ins 
(17  C.F.R.  §  240.17Ad-ll) ; 
iii)  making  criminal  referrals  to  the  appropriate 
federal  regulatory  and  law  enforcement 
agencies  (12  C.F.R.  §  21.11);  and 
iv)  notice  of  corrective  action  in  response  to 
annual  audits  (17  C.F.R.  §  240.17Ad-13) ; 
b)   proper  safeguarding  of  securities  certificates 
held  in  its  possession,  or  the  possession  of 
service  providers  to  the  BANK,  in  accordance  with 
Section  17A(d)  of  the  Exchange  Act,   15  U.S.C. 
§  78q-l(d),  and  Rule  17Ad-12  thereunder: 
i)   evaluating   and   documenting   all   service 
providers  regarding  their  ability  to  perform 
transfer  agent  activity  services  for  the  BANK; 
ii)  contracting   in  writing   with   all   service 
providers; 
iii)  perforating  or  otherwise  marking  canceled 

securities  certificates  with  the  word 
"canceled"  as  soon  after  receipt  as 
practicable; 
iv)  storing  canceled  and  uncanceled  securities 
certificates  in  a  physically  secure  area  for  a 
period  of  not  less  than  six  years  or  such 
other  time  as  may  be  required  by  the  Exchange 
Act  and  the  rules  and  regulations  promulgated 
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thereunder    governing    transfer    agent 
activities;  and 
V)   shredding  or  otherwise  mutilating  canceled 
certificates  before  sending  the  certificates 
to  any  service  provider  for  destruction; 

c)  assurance  that  all  employees  of  the  BANK  and  its 
service  providers  are  reasonably  supervised  with  a 
view  toward  preventing  violations  of  the  Exchange 
Act  and  the  rules  and  regulations  promulgated 
thereunder  governing  the  BANK'S  transfer  agent 
activities; 

d)  assurance  that  all  BANK  or  affiliate  or  subsidiary 
employees  who  perform  transfer  agent  activities 
are  reasonably  trained  through  a  continuing 
program  with  a  view  toward  preventing  violations 
of  the  Exchange  Act  and  the  rules  and  regulations 
promulgated  thereunder  governing  the  BANK'S 
transfer  agent  activities;  and 

e)  assurance  that  management  inforroation  systems 
notify  the  BANK'S  internal  auditors  and  the  BANK'S 
senior  management  on  a  timely  basis  of: 

i)  compliance  with  the  Exchange  Act  and  the  rules 
and  regulations  promulgated  thereunder 
governing  transfer  agent  activities; 

ii)  descriptions  of  any  compliance,  administration 
or  operation  problems  and  the  corrective 
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measures  taken  to  address  such  problems; 

iii)  audit  reports  and  responses  to  audit  reports; 

iv)  the  contents  of  reports  made  to  the  OCC  or  the 

SEC  regarding  transfer  agent  activities; 

V)   the  contents  of  reports  made  to  issuers 

regarding  descriptions  of  any  adiainistration 

or  operation  problems  and  the  corrective 

measures  taken  to  address  such  problems  with 

regard  to  its  transfer  agent  activities;  and 

vi)  other  significant  events  regarding  transfer 

agent  activities  performed  by  the  BANK,  its 

affiliates  or  subsidiaries,  or  the  BANK'S 

service  providers  which  may  affect  the  ability 

of  the  BANK  to  comply  with  Paragraphs  A 

through  D  of  Section  IV  of  this  ORDER  or  the 

Exchange  Act  and  the  rules  and  regulations 

promulgated   thereunder   governing   transfer 

agent  activities. 

2)   Within  thirty  (30)  days  of  the  date  of  this  order,  the  BANK 

shall  either  appoint  a  Committee  or  designate  Citicorp's 

Audit  Committee  or  some  existing  committee  or  subcommittee 

of  the  BANK'S  Board  of  Directors  of  at  least  three 

directors,  no  more  than  one  of  whom  may  be  an  officer  of 

the  BANK  or  any  of  the  BANK'S  affiliates  ("COMMITTEE"). 

The  COMMITTEE  shall  be  responsible  for  monitoring  and 

coordinating  the  BANK'S  adherence  to  the  provisions  of  this 
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ORDER.  The  Committee  shall  complete  or  have  completed  a 
comprehensive  written  review  of  the  management  of  the 
transfer  agent  activities.  The  review  shall  be  designed  to 
identify  any  management  or  employee  deficiencies  by 
evaluating,  at  a  minimum: 

a)  the  quality  and  depth  of  current  management; 

b)  the  suitability  of  each  member  of  the  current 
management  for  his  or  her  currently  assigned  duties  and 
functions;  and 

c)  whether  the  current  management  needs  further 
augmentation. 

Respondent  BANK  be  and  hereby  is  notified  that  the  exemption 
available  presently  at  Rule  17Ad-13 (d) (3)  is  hereinafter 
unavailable  as  it  relates  to  the  remedial  measures  of 
Paragraphs  B  through  D  of  Section  IV  of  this  ORDER.  Within 
thirty  (30)  days  of  the  date  of  this  ORDER,  the  BANK  shall 
retain  an  independent,  outside  accountant  to  examine  the  BANK, 
and  its  affiliates  and  subsidiaries  providing  support  services 
related  to  the  BANK'S  transfer  agent  activities  and  to  prepare 
for  the  BANK  a  report  as  of  September  30,  1992,  and  annually 
thereafter,  which  conforms  to  all  requirements  of  17  C.F.R. 
§  240.17Ad-13,  for  compliance  with  the  remedial  measures  of 
Paragraphs  B  through  D  of  Section  IV  of  this  ORDER.  The  1992 
report  shall  specify  whether  the  BANK  has  adopted  and 
implemented  appropriate  policies  and  procedures  adequately 
designed  to  comply  with  the  remedial  measures  described  in 
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Paragraphs  B  through  D  of  Section  IV  of  this  ORDER  and  list  any 
failures  to  adopt  and  implement  such  policies  and  procedures 
and  describe  what  corrective  measures,  if  any,  have  been 
implemented  to  correct  such  failures.  This  report  shall  be 
completed  as  promptly  as  practicable  and  submitted  to  the 
Deputy  Comptroller  for  Multinational  Banking  upon  completion. 

D.  Within  ninety  (90)  days  of  the  date  of  this  ORDER,  the  BANK 
shall  develop,  implement,  and  maintain  a  compliance  and 
internal  audit  program  (or,  at  the  BANK'S  option,  an  external 
audit  program)  appropriate  to  the  needs  of  the  BANK'S  transfer 
agent  activities.  The  program  shall,  at  a  minimum,  provide  for 
(1)  the  appointment  and  training  of  an  internal  (or  an 
external)  officer  responsible  for  compliance  with  the  Exchange 
Act  and  the  rules  and  regulations  promulgated  thereunder 
governing  transfer  agent  activities  who  shall  report  directly 
to  the  COMMITTEE,  (2)  the  establishment  of  semi-annual  audits 
of  the  BANK  and  its  affiliates  and  subsidiaries  providing 
support  services  related  to  the  BANK'S  transfer  agent 
activities  and  the  submission  of  semiannual  reports  to  the 
COMMITTEE.  The  1992  report  to  the  COMMITTEE  and  the  semi- 
annual audits  shall  specify  whether  the  BANK  has  adopted  and 
implemented  appropriate  policies  and  procedures  adequately 
designed  to  comply  with  the  remedial  measures  described  in 
Paragraphs  B  through  D  of  Section  IV  of  this  ORDER  and  list  any 
failures  to  adopt  and  implement  such  policies  and  procedures 
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and  describe  what  corrective  measures,  if  any,  have  been 
implemented  to  correct  such  failures.  A  copy  of  the  1992 
report  and  the  semiannual  audits  shall  be  submitted  to  the 
Deputy  Comptroller  for  Multinational  Banking  upon  completion. 

This  ORDER  shall  be  effective  forthwith  and  shall  be  served  on 
the  Respondent  BANK  personally  or  by  certified  mail. 

WITNESS,  my  hand  and  official  seal  of  Office  of  the  Comptroller 

of  the  Currency,  at  Washington,  D.C.,  this  

day  of  ,  1992. 


Steven  R.  Steinbrink 

Acting  Comptroller  of  the  Currency 
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Compiroller  of  the  Currency 
Administrator  of  National  Banks 


Washinglon.  DC.  20219 
July  23,    1992 

Joseph  Goldstein 
Associate   Director 
Division  of  Enforcement 
Securities   and  Exchange  Commission 
450  5th  Street,    N.W. 
Washington,    D.C.      20549 

Re:      Citibank,    N.A.    ("Bank") 

Dear  Mr.    Goldstein :-^'''^ 


GolpKCei 


Pursuant  to  your  recent  telephone  conversations  with  Ellen  Broadnan 
of  this  office,  enclosed  please  find  a  letter  to  Chairman  Breeden 
from  the  Comptroller  of  the  Currency  providing  views  on  the 
Division  of  Enforcement's  recommendation  to  institute  proceedings 
against  the  Bank  under  authority  of  the  Securities  Exchange  Act  of 
1934  ("Exchange  Act").  The  Office  of  the  Comptroller  of  the 
Currency,  as  the  appropriate  regulatory  agency  for  national  banks 
registered  as  transfer  agents,  is  making  these  comments  pursuant  to 
section  17A(d)  (3)  of  the  Exchange  Act,  which  provides  for  such 
consultation. 

We  understand  from  your  conversations  with  Ms.  Broadman  that  you 
will  forward  this  letter  to  the  Securities  and  Exchange  Commission 
as  part  of  the  package  containing  the  recommendation  of  the 
Division  of  Enforcement. 

Should  you  or  the  SEC  staff  have  any  questions  concerning  this 
matter,  please  contact  the  undersigned  or  Ms.  Broadman  at  (202) 
874-5210. 


Robert  B.  Serine 
Deputy  Chief  Counsel 

Enclosure 
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Complfoller  of  the  Currency 
Administrator  ol  National  Banks 


Washington.  DC.  20219 
July  23,    1992 


Honorable  Richard  Breeden 

Chairman 

Securities  and  Exchange  Connission 

<50  5th  Street,  N.W. 

Vashington,  D.C.   20549 

Re:   Citibank,  N.A.  ("Bank") 

Dear  Mr.  Breeden: 

I  submit  this  letter  to  you  and  the  mepbers  of  the  Securities  and 
Exchange  Commission  ("SEC")  as  part  of  the  consultation  process 
contemplated  by  section  17A(d) (3)  of  the  Securities  Exchange  Act  of 
1934  ("Exchange  Act").  We  are  writing  to  provide  the  Commission 
with  information  that  may  be  useful  in  evaluating  whether  to  bring 
an  enforcement  action  against  the  Bank. 

As  you  know,  the  Exchange  Act  establishes  the  respective  roles  of 
our  agencies  in  supervising  and  disciplining  registered  transfer 
agents.  Section  17A  provides  that  the  OCC  is  the  appropriate 
regulatory  agency  to  examine,  supervise,  and  discipline  national 
bank  transfer  agents,  and  also  makes  clear  congressional  intent 
that  the  OCC  and  SEC  should  consult  and  coordinate  before  the 
institution  of  enforcement  actions. 

On  June  24,  1992,  the  OCC  censured  the  Bank  and  imposed  a  number  of 
remedial  measures  for  violations  of  Section  17A  of  the  Exchange 
Act.  The  action  was  based  on  serious  deficiencies  in  Citibank's 
transfer  agent  operations  for  canceling  and  safeguarding  securities 
certificates  and  the  Bank's  failure  to  make  required  reports  after 
learning  of  potential  losses  or  thefts  of  securities.  The  action 
was  taken  after  full  consultation  with  the  SEC  staff. 

Consultation  began  as  early  as  November  1991  when  the  SEC's 
Division  of  Market  Regulation  provided  the  OCC  with  information  on 
these  problems.  The  OCC  staff  and,  subsequently,  the  SEC  Division 
of  Enforcement,  commenced  investigations  to  develop  the  facts.  On 
May  14,  1992,  the  OCC  staff  advised  the  SEC  staff  of  the  decision 
to  recommend  to  the  Comptroller  the  initiation  of  an  administrative 
enforcement  action.  The  OCC  staff  also  expressed  the  view  that  the 
OCC,  as  the  appropriate  regulatory  agency  for  national  bank 
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transfer  agents,  rather  than  the  SEC  has  jurisdiction  to  bring  this 
action.  Moreover,  because  the  OCC  was  acting  to  address  the 
Bank's  violations  of  law  in  a  manner  virtually  identical  to  that 
contemplated  at  the  time  by  the  SEC  staff,  and  since  the  SEC  had 
other  avenues  available  for  expressing  its  views  on  the  problems  at 
Citibank,  the  OCC  questioned  whether  a  duplicative  enforcement 
action  was  necessary.  At  this  same  time,  as  part  of  the 
consultative  process  required  by  the  Exchange  Act  and  in  order  to 
ensure  regulatory  consistency,  the  OCC  staff  invited  the  views  of 
the  SEC  in  fashioning  appropriate  relief  against  the  Bank.  On  two 
occasions,  beginning  on  June  8,  1992,  OCC  staff  transmitted  draft 
enforcement  documents  for  corunent  by  SEC  staff. 

At  no  time  during  this  process  did  the  SEC  staff  express  any 
disagreement  with  proposed  remedies  contemplated  by  the  OCC  staff 
or  the  contents  of  proposed  enforcement  documents.  Rather,  the 
staff  of  the  Division  of  Enforcement  communicated  that  it  had  no 
comments  concerning  the  draft  order  the  OCC  staff  proposed  to  issue 
in  this  matter. 

Although  the  violations  of  law  committed  by  the  Bank  were  serious, 
the  action  taken  by  the  OCC  fully  addressed  those  violations  and 


The  OCC  staff  also  discussed  with  your  staff  concerns  about 
the  SEC's  jurisdiction  to  bring  an  action  against  the  Bank  as  a 
transfer  agent  in  light  of  the  fact  that  Section  17A  of  the 
Exchange  Act  expressly  grants  to  the  OCC,  as  the  appropriate 
regulatory  agency,  the  primary  responsibility  for  enforcing 
compliance  by  national  bank  transfer  agents.  Although  this  Section 
states  that  the  above  grant  of  authority  to  the  OCC  does  not 
diminish  the  Conmission's  authorities  over  the  transfer  agent 
industry.  Section  17A  provides  no  affirmative  grant  of  enforcement 
authority  over  national  banks  to  the  SEC.  This  statute  reflects 
congressional  intent  that  the  OCC,  as  the  primary  supervisor  for 
national  banks,  bring  enforcement  actions  against  these  entities 
and  that  duplicative  actions  by  the  SEC  be  avoided. 

In  a  letter  dated  two  days  before  OCC  took  action  against  the 
Bank,  SEC  staff  did  state  that  an  additional  SEC  action  was 
warranted  because  of  the  serious  nature  of  the  violations  and 
because  remedial  provisions  in  OCC  orders  are  not  perpetual.  We 
note  that  the  OCC  does  not  vacate  self-executing  portions  of 
orders,  such  as  suspensions  or  censures.  Thus,  Citibank  will  at  no 
tine  be  able  to  escape  its  censure.  The  OCC  has  released  banks 
from  rehabilitative  obligations  under  orders  when  such  obligations 
no  longer  serve  a  useful  purpose  in  light  of  a  bank's  demonstrated 
record  of  compliance,  as  verified  by  periodic  OCC  examinations. 
Also,  the  OCC  conducts  regular  examinations  of  banks  to  scrutinize 
ongoing  compliance  with  applicable  laws.  If  subsequent  violations 
are  identified,  the  OCC  will  take  appropriate  enforcement  actions 
and  consider  the  bank's  history  of  noncompliance  in  selecting 
sanctions. 
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required  remedial  action  designed  to  ensure  that  these  problems  do 
not  reoccur.  We  encourage  the  SEC  to  consider  whether  a  sequential 
enforcement  action  by  the  SEC,  given  that  the  Bank  already  is 
subject  to  the  OCC's  order,  would  provide  any  additional  benefits 
to  the  public. 

The  OCC  has  supported  and  will  continue  to  support  the  efforts  of 
the  SEC  in  carrying  out  its  responsibilities  for  addressing 
violations  of  the  federal  securities  laws  and  hopes  to  maintain  a 

hi 


developed 

ability  to  effectuate  the  public  policies  underlying  the  laws  we 
each  enforce. 

We  appreciate  this  opportunity  to  coaununicate  our  views  and  your 
attention  to  our  concerns. 

Very  truly  yours, 

Stephen  R.  Steinbrink 

Acting  Conptroller  of  the  Currency 
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SECURITIES  AND  EXCHANGE  COMMISSION 
Washington,  D.C. 

Litigation  Release  No.  13474  /  December  17,  1992 

SECUKITIES  AND  EXCHANGE  COMMISSION  V.  CITIBANK.  N.A.. 

U.S.  District  Court  for  the  District  of  Columbia,  Civil  Action  No. 

92-2833  (CRR)  (U.S. D.C.  December  17,  1992). 

The  Securities  and  Exchange  Commission  announced  both  the 
filing  of  a  Complaint  for  a  Civil  Money  Penalty  in  the  U.S. 
District  Court  for  the  District  of  Columbia  against  Citibank,  N.A. 
("Citibank"),  as  well  as  the  institution  of  an  administrative  cease 
and  desist  proceeding  against  Citibank. 

The  Complaint  in  the  Civil  Money  Penalty  action  alleges  that 
Citibank  violated  Section  17(f)  of  the  Securities  and  Exchange  Act 
of  1934  ("Exchange  Act")  and  Rule  17f-l  thereunder  as  a  result  of 
Citibank's  failure  to  file  Missing/Lost/Stolen/Counterfeit 
Securities  Reports  on  Form  X-17F-1A  ("Securities  Reports")  with  the 
Commission  or  its  designee  on  a  timely  basis.  Without  admitting 
or  denying  the  allegations.  Citibank  consented  to  the  entry  of 
Final  Judgment  of  a  Civil  Money  Penalty  in  the  amount  of  §750,000. 

^^ccording  to  the  Complaint,  from  1984  to  1987,  Citibank,  in 
its  function  as  a  transfer  agent,  hired  KSM  Corporation  ("MSM") , 
a  now-defunct  paper  recycling  firm,  to  destroy  cancelled  corporate 
bond  certificates  with  a  total  face  value  exceeding  $111  billion. 
An  unknown  number  of  the  cancelled  certificates,  however,  were  not 
destroyed.  Since  1987,  Citibank  has  received  information 
indicating  that-cancelled  securities  with  a  face  value  of  at  least 
several  hundred  million  dollars  have  purportedly  surfaced  in  the 
U.S.  ahd  foreign  markets.  Cancelled  certificates  have  been 
fraudulently  represented  as  legitimate,  negotiable  securities  and 
offered  and  sold,  or  pledged  as  collateral  for  loans.  Potential 
losses  to  brokerage  firms  and  banks  mistakenly  honoring  the 
cancelled  certificates  exceed  several  million  dollars. 

A  ntunber  of  the  cancelled  certificates  that  have  surfaced  do 
not  bear  any  stamp  or  other  physical  mark  indicating  cancellation. 
The  remainder  of  the  cancelled  certificates  that  have  surfaced  are 
perforated  with  the  bank's  initials  and  date  in  the  lower  corner 
of  the  certificate,  to  signify  Citibank's  cancellation.  In  some 
instances,  however,  the  perforations  have  not  been  detected,  or  in 
instances  where  detected,  have  been  misinterpreted  as  official 
notarization. 

According  to  the  Complaint,  cancelled  certificates  that  should 
have  been  destroyed  by  MSM  first  surfaced  in  Europe  in  March,  1987. 
During  1990  and  1991,  the  number  of  presentments  and  other 
appearances  of  certificates  that  Citibank  turned  over  to  MSM 
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continued  to  increase.  It  was  not  until  October  28,  1991,  however, 
that  Citibank  filed  a  Securities  Report  regarding  all  of  the 
cancelled  certificates  of  which  Citibank  was  then  aware  it  had 
turned  over  to  MSM. 

The  Complaint  seeks,  and  Citibank  consented  to  pay,  a  civil 
money  penalty  of  $750,000,  based  on  Citibank's  failure  to  file 
timely  Securities  Reports  for  the  securities  issues  from  which 
cancelled  certificates  appeared  from  October  15,  1990,  the 
effective  date  of  the  Securities  Enforcement  Remedies  and  Penny 
Stock  Reform  Act  of  1990  authorizing  the  Commission  to  seek  a  money 
penalty  in  civil  actions,  to  October  28,  1991,  when  Citibank  filed 
its  Securities  Report  referenced  above. 

In  a  collateral  proceeding,  the  Commission  instituted  a  public 
administrative  proceeding  against  Citibank  and  simultaneously 
accepted  Citibank's  Offer  of  Settlement  consenting  to  the 
Commission's  Order  that  Citibank  permanently  cease  and  desist  from 
committing  or  causing  any  violations  or  future  violations  of 
Sections  17(f)(1)  and  17A  of  the  Exchange  Act  and  Rules  17f-l  and 
17Ad-12  thereunder.  See  In  the  Matter  of  Citibank.  W.A.,  Exchange 
Act  Release  Ko.  31612  (December  17,  1992). 

In  that  proceeding,  the  Commission  found  that  when  Citibank 
turned  the  cancelled  certificates  over  to  MSM,  Citibank's 
practices,  policies  and  procedures  with  regard  to  the  cancellation 
and  destruction  of  certificates  were  inadequate,  in  violation  of 
Section  17A  of  the  Exchange  Act  and  Rule  17Ad-12  thereunder.  The 
Commission  also  found  that  Citibank  violated  Section  17(f)(1)  of 
the  Exchange  Act  and  Rule  17f-l  thereunder  based  on  Citibank's 
failure  to  file  the  timely  Securities  Reports  referenced  above.  The 
Commission  ordered  that  Citibank  permanently  cease  and  desist  from 
committing  or  causing  any  violations  and  future  violation  of  such 
provisions. 
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UNITED  STATES  DISTRICT  COURT 
FOR  THE  DISTRICT  OF  COLUMBIA 


SECURITIES  AND  EXCHANGE  COMMISSION, 
450  Fifth  Street,  N.W. 
Washington,  D.C.   20549 
(202)  504-2220, 

Plaintiff, 


CITIBANK,    N.A. 


Defendant. 


92  2833 

MM,  I  SiiH 


CIVIL  ACTION 
NO.  . 


DEC  1  7  1992 


COMPLAINT  FOR  A 
CIVIL  MONEY 
PENALTY 


Plaintiff  Securities  and  Exchange  Commission  (the 
"Commission"),  for  its  Complaint  For  A  Civil  Money  Penalty, 
alleges,  upon  information  and  belief,  that: 

1.  Defendant  Citibank,  N.A.  ("Citibank"),  directly  or 
indirectly,  has  violated  Section  17(f)(1)  of  the  Securities 
Exchange  Act  of  1934  ("Exchange  Act")  (15  U.S.C.  §78g(f)]  and 
Rule  17f-l  promulgated  thereunder  [17  C.F.R.  §240.17f-l]. 

2.  The  Commission,  pursuant  to  authority  granted  it  in 
Section  17(f)  of  the  Exchange  Act  [15  U.S.C.  578q(f)),  has 
promulgated  the  rule  set  forth  in  Paragraph  1  above,  which  was  in 
effect  at  all  times  relevant  hereto,  and  is  now  in  effect. 

3.  The  Commission  brings  this  action  pursuant  to  Section 
21(d)(3)  of  the  Exchange  Act  [15  U.S.C.  S78u(d)(3)]. 
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4.  This  Court  has  jurisdiction  of  this  action  under 
Sections  21(d)(3)(A)  and  27  of  the  Exchange  Act  [15  U.S.C.  §§ 
78u(e)  and  78aa]. 

5.  Citibank  has  made  use  of  the  means  and 
instrumentalities  of  interstate  commerce  and  the  mails,  and  means 
and  instruments  of  transportation  and  communication  in  interstate 
commerce,  in  connection  with  the  acts,  transactions,  practices 
and  courses  of  business  alleged  herein,  certain  of  which  have 
occurred  within  the  District  of  Columbia. 

PEFENDANT 

6.  Citibank  is  a  nationally-chartered  and  federally- 
insured  bank  with  its  principal  place  of  business  in  New  York, 
New  York.   Citibank  is  the  largest  commercial  bank  in  the  U.S., 
with  assets  of  $163.5  billion  as  of  June  30,  1992.   At  all  times 
relevant  hereto.  Citibank  was  registered  with  the  Office  of  the 
Comptroller  of  the  Currency  ("OCC")  as  a  transfer  agent  pursuant 
to  Section  17A(c) (2)  of  the  Exchange  Act.   On  June  25,  1992,  the 
OCC  .issued  an  Order  Instituting  Public  Proceedings,  Making 
Findings  and  Imposing  Remedial  Sanctions  ("Order")  in  the  Matter 
of  Citibank.  N.A. .  to  which  Citibank  consented.   In  the  Order, 
the  OCC  issued  a  censure  against  Citibank  for  violations  of -'jpi 
Sections  17A(d)  and  17(f)(1)  of  the  Exchange  Act  and  Rule  17Ad- 
12  and  17f-l  thereunder  and  also  ordered  Citibank  to  adopt 
procedures  designed  to  prevent  the  recurrence  of  such  violations. 
Citibank,  because  it  is  a  national  bank,  is  registered  as  a 


568 


transfer  agent  with  the  OCC,  pursuant  to  Sections  3 (a) (34) (B) (i)  . 
ajid  17A(c)(2)  of  the  Exchange  Act  [15  U.S.C.  §§  78c(a)  (34)  (B)  (i) 
and  78qA(c)(2)]  .   The  Commission,  however,  has  jurisdiction  to 
enforce  any  transfer  agent's  compliance  with  the  federal 
securities  laws,  pursuant  to  Section  17A(d} (3) (B)  of  the  Exchange 
Act  [15  U.S.C.  578gA(d) (3) (B)].   Citibank's  failure  to  provide 
timely  Missing/Iost/Stolen/Counterfeit  Securities  Reports  on  Form 
X-17F-1A  in  violation  of  Section  17(f)(1)  of  the  Exchange  Act  and 
Rule  17f-l  thereunder,  despite  the  continuing  presentment  of 
purportedly  destroyed  certificates,  warrants  a  civil  money 
penalty  against  Citibank. 

SUMMARY  OF  ALLEGATIONS 
7.    From  1985  to  1987,  Citibank,  as  transfer  agent,  turned 
over  for  destruction,  cancelled  corporate  bond  certificates  with 
a  total  face  value  exceeding  $111  billion,  to  MSM  Corporation 
("MSM"),  a  now  defunct  paper  recycling  firm.  When  Citibank 
turned  the  certificates  over  to  MSM,  Citibank  failed  to  institute 
any  security  precautions  or  other  controls  adequate  to  verify 
actual  destruction.  Accordingly,  an  unknown  number  of  the 
cancelled  certificates  were  not  destroyed.   Since  1987,  Citibank 
has  received  information  indicating  that  cancelled  certificates 
vith  a  face  value  of  at  least  several  hundred  million  dollariT- 
have  purportedly  surfaced  in  the  U.S.  and  foreign  markets. 
Cancelled  certificates  have  been  fraudulently  presented  by 
certain  persons  as  legitimate,  negotiable  securities  and  offered 
and  sold,  or  pledged  as  collateral  for  loans.   Potential  losses 
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to  broV.erage  firms  and  banks  to  date  exceed  several  million 
dollars. 

6.    A  number  of  the  cancelled  certificates  which  have 
surfaced  do  not  bear  any  stamp  or  other  physical  nark  indicating 
cancellation.  The  remainder  of  the  cancelled  certificates  that 
have  resurfaced  are  perforated  with  the  bank's  initials  and  date 
in  the  lower  comer  of  the  certificate,  to  signify  Citibank's 
cancellation.   In  some  instances,  however,  the  perforations  have 
not  been  detected,  or  in  some  instances  where  detected,  have  been 
fflistakenly  interpreted  for  official  notarization. 

9.  When  Citibank  learned  in  1987  that  certain  of  the 
certificates  turned  over  to  MSM  for  destruction  had  surfaced,  it 
failed  to  file  with  the  Commission,  or  its  designee,  Missing/Lost 
Stolen/Counterfeit  Securities  Reports  on  Form  X-17F-1A 
("Securities  Reports").   Continuing  thereafter  and  throughout 
1990  and  1991,  Citibank  was  aware  of  presentments  and  other 
appearances  of  cancelled  certificates  that  had  been  turned  over 
to  KSM  for  destruction.   Citibank,  however,  failed  to  file 
Securities  Reports  with  regard  to  all  of  the  securities  turned 
over  to  KSM  until  October  28,  1991. 

Citibank's  Violations  of  Section  17(f)  of  the 

Exchange  Act  [15  U.8.C.  S78(f)]  and   ^       ^f. 
Rule  17f-l  [17  C.?.R.  5240.17f-l] 
promulgated  thereunder 

10.  The  allegations  set  forth  in  Paragraphs  1  through  9  above 
are  realleged  and  incorporated  herein  by  reference. 
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11.  At  various  times,  beginning  in  or  about  March,  1987,  and 
thereafter.  Citibank,  as  a  transfer  agent,  failed  to  timely  report 
to,  among  others,  the  Commission  or  the  Securities  Information 
Center  ("SIC"),  the  Commission's  designee  for  operating  the  Lost 
and  Stolen  Securities  Program  pursuant  to  Section  17(f)  of  the 
Exchange  Act  [15  U.S.C.  S78q(f)]  and  Rule  17f-l  [17  C.F.R. 
S240.17f-1]  thereunder,  required  information  about  missing,  lost, 
stolen  or  counterfeit  securities  certificates  on  Securities 
Reports.  Registered  transfer  agents  are  required  to  report  to  the 
Commission  or  its  designee  the  discovery  of  the  theft  or  loss  of 
any  securities  certificate  within  one  business  day  of  the  discovery 
where  there  is  substantial  basis  for  believing  that  criminal 
activity  is  involved  and  to  report  promptly  to  the  FBI,  upon 
discovery  of  the  theft  or  loss  of  any  securities  certificate  where 
there "is  substantial  basis  for  believing  that  criminal  activity  is 
involved.  Registered  transfer  agents  are  also  required  to  file 
Securities  Report  with  the  Commission  or  its  designee  within  one 
day  after  the  discovery  of  the  theft  or  loss  where  criminal  action 
is  not  suspected  when  the  securities  certificate  has  been  missing 
or  lost  for  a  period  of  two  business  days. 

12.  As  part  of  the  aforesaid  conduct,  although  Citibank  was 
aware  that  certificates  turned  over  to  MSM  for  destruction  had^een 
surfacing  since  March,  1987,  Citibank  failed  to  file  required 
Securities  Reports  for  all  of  the  certificates  and/or  securities 
issues  sent  to  MSM  until  October  28,  1991,  as  described  more  fully 
in  paragraphs  13  to  32  below. 
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citibank  Cancellation  and  Perforation  of  Certificates 

13.  Citibank's  responsibilities  as  a  transfer  agent  include 
the  cancellation,  storage  and  destruction  of  securities 
certificates  which  have  been  redeemed,  matured,  called  or  otherwise 
transferred.  After  Citibank  identified  in  its  system  that  a 
particular  certificate  was  cancelled.  Citibank's  procedures 
required  that  the  certificate  be  narked  as  cancelled  by  perforating 
the  lower  edge  of  the  certificate  with  the  date  and  Citibank's 
initials. 

14.  The  perforations  were  made  by  a  Citibank  employee 
manually  feeding  the  certificates  into  a  perforation  punching 
machine.  Prior  to  1990,  Citibank  did  not  have  any  procedure 
whereby  each  certificate  was  subsequently  inspected  to  verify  that 
each  certificate  was  actually  perforated. 

15.  The  perforation  process  was  conducted  in  a  secured  area 
at  Citibank's  office  at  111  Hall  Street.  Citibank  then  stored  the 
cancelled  certificates  pursuant  to  appropriate  retention  periods 
at  Citicorp  Data  Distribution,  Inc.  ("CDDI"),  a  subsidiary  document 
archive.  Access  at  CDDI  was  controlled  Jsy  and  limited  to  Citibank 
personnel. 

16.  Citibank's  indentures  with  issuers  typically  required 
that  Citibank  destroy  the  certificates  after  thc^  appropriate 
storage  periods  expired.  Until  1979,  Citibank  incinerated  the 
cancelled  certificates.  Thereafter,  Citibank  destroyed  the 
cancelled  certificates  by  paper  shredder. 
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17.  With  either  the  incineration  or  shredding  destruction 
nethod.  Citibank's  procedures  required  that  a  second  Citibank 
enployee  be  present  to  witness  both  the  transportation  of  the 
certificates  to  the  site  of  the  incinerator  or  paper  shredder  and 
the  actual  destruction  of  the  certificates,  referred  to  as  "dual 
control."  Both  employees  were  required  to  sign  certificates  of 
destruction  identifying  and  attesting  to  the  destruction  of  bond 
certificates. 

Destruction  of  Certificates  Utilizing  M5M 

18.  From  1980  to  1984,  while  converting  its  computer  system, 
Citibank  imposed  a  moratorium  on  the  destruction  of  vital  records, 
including  cancelled  certificates.  Consequently,  when  the 
moratorium  was  lifted  in  1984,  there  was  a  backlog  of  over  3,500 
boxes  of  cancelled  certificates  to  be  processed  for  destruction. 

19.  In  order  to  destroy  the  backlogged  certificates.  Citibank 
decided  to  retain  the  services  of  an  outside  vendor.  Citibank  had 
previously  used  MSM,  a  now  defunct  paper  recycling  firm,  to  destroy 
administrative  types  of  records.  In  1985,  CDDI  began  to  use  MSM 
to  destroy  the  backlogged  cancelled  certificates.  Citibank  engaged 
the  services  of  MSM  without  inquiring  into  HSM's  facilities, 
operations  or  qualifications.  Moreover,  Citibank,  engaged-- MSM 
without  determining  whether  MSM  was  insured  or  bonded.  Citibank 
did  not  enter  into  any  written  agreement  with  MSM  for  its  services. 

20.  Citibank  employed  several  security  precautions  with 
regard  to  destroying  the  cancelled  securities  in-house,  as  set 
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forth  above  in  paragraphs  15  and  17.  With  respect  to  securities 
turned  over  to  MSM,  however.  Citibank  turned  the  cancelled 
certificates  over  to  KSM  without  requiring  any  security  measures. 
CDDI  employees  loaded  the  cancelled  certificates  onto  a  truck  hired 
by  MSM.  It  is  not  known  whether  the  KSM  trucks  were  sealed  or,  if 
sealed,  who  controlled  access  to  the  trucks  transporting  the 
cancelled  certificates  to  destruction  facilities.  Citibank 
enployees  did  not  accompany  the  MSM  trucks  or  witness  the 
destruction  of  the  certificates. 

'  21.  Although  Citibank  prepared  and  maintained  "certificates 
of  destruction,"  these  forms,  which  were  signed  by  the  truck  driver 
picking  up  documents  from  CDDI,  merely  identified  the  number  of 
cartons  "turned  over  to  KSM  for  destruction." 

22.  From  October,  1985,  to  February,-  1987,  in  at  least  15 
separate  shipments,  MSM  picked  up  at  least  3,000  to  4,000  cartons 
of  cancelled  certificates  consisting  of  more  than  2,212  securities 
issues,  with  a  nominal  face  value  exceeding  $111  billion.  The 
actual  total  face  amount  of  the  certificates  turned  over  to  MSM 
may  have  exceeded  this  amount.  In  1987,  after  MSM  had  completed 
picking  up  the  backlogged  cancelled  certificates,  Citibank  ceased 
using  MSM. 

Appearance  of  Cancelled  Certificates  .^      'f~ 

23.  In  1987,  after  Citibank  had  completed  turning  over  the 
certificates  to  MSM,  Citibank  learned  that  certain  certificates 
turned  over  to  MSM  had  not  been  destroyed.  Specifically,  in  March 
1987,  six  perforated  Shell  Oil  Company  ("Shell")  bond  certificates 
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with  a  total  face  value  of  Si. 5  million  were  presented  for  sale  to 
an  office  of  Shell  located  in  Austria  by  a  person  who  claimed  to 
have  inherited  the  certificates.  Citibank  advised  Shell  that  the 
certificates  were  not  negotiable.  In  order  to  remove  the 
certificates  from  circulation,  however.  Citibank  agreed  to  pay  that 
person  $12,000  In  return  for  the  presented  certificates  plus  an 
additional  150  Shell  Certificates.  Citibank  was  also  advised  of 
the  availability  of  additional  similar  certificates. 

24.  In  response.  Citibank  initiated  an  investigation  in 
March,  1987.  Citibank  officials  determined  that  the  Shell 
certificates  were  included  among  the  certificates  turned  over  to 
MSH  for  disposal.  Citibank  investigators  visited  KSM  to  interview 
company  officers  and  to  examine  the  facility  where  the  certificates 
had  supposedly  been  destroyed.  The  investigators  were  informed  by 
MSM  that  MSM's  disposal  plant  had  been  razed  in  1985,  and  that  MSM 
had  sent  Citibank's  documents  to  other  disposal  facilities  for 
destruction.  Citibank  investigators  were  also  informed  that  MSM 
truck  drivers  had  merely  left  Citibank  documents  at  the  disposal 
facilities,  without  witnessing  the  destruction.  The  Citibank 
investigators  believed  that  the  president  of  MSM  lacked  credibility 
and  they  suspected  that  MSM  had  ties  to  organized  crime.  Citibank, 
however,  did  not  take  further  action  or  otherwise  ref^r  the  nktter 
to  criminal  or  regulatory  authorities  at  that  time. 

25.  Citibank  learned  that  additional  certificates  sent  to  MSM 
had  not  been  destroyed  when,  in  August,  1989,  an  individual 
presented  to  Citibank  for  redemption  133  Virginia  Railway  bearer 
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coupon  bond  certificates  with  a  total  face  value  of  $133,000,  which 
he  claimed  he  obtained  from  an  antiques  dealer  in  Europe.  The 
bonds  and  coupons  attached  to  the  bonds  were  not  perforated. 
Citibank  determined  that  the  certificates  had  been  cancelled, 
refused  to  make  payment  and  confiscated  the  certificates.  Citibank 
also  determined  that  the  certificates  had  been  turned  over  to  MSM 
for  destruction. 

26.  Subsequently,  in  August  1990,  two  brokerage  firms  and  an 
Individual  located  in  Florida  presented  for  payment  a  total  of  16 
Georgia  Pacific  bond  certificates,  four  of  which  were  not 
perforated,  totalling  $525,000.  In  addition,  in  October  1990,  the 
U.S.  Secret  Service  confiscated  as  payment  in  an  undercover  drug 
deal,  $8.1  million  of  various  perforated  bond  issues,  including 
Georgia  Pacific  bonds.  Citibank  determined  that  the  certificates 
were  included  among  those  that  had  been  turned  over  to  MSM  for 
destruction. 

27.  During  1991,  the  number  of  presentments  and  other 
appearances  of  cancelled  certificates  that  should  have  been 
destroyed  by  MSM  continued  to  increase.  The  certificates  were, 
among  other  things,  presented  for  payment  and  offered  and  sold  or 
pledged  as  collateral  for  loans  from  banks  and  brokers.  Citibank 
has  received  information  indicating  that,  to  date,  at.^east  seyeral 
hundred  million  dollars  face  value  of  cancelled  bond  certificates 
which  Citibank  had  turned  over  to  MSM  have  purportedly  surfaced  in 
the  U.S.  and  Europe. 
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28.  Citibank  failed  to  physically  nark  cancelled  certificates 
vith  the  term  "CANCELLED."  In  some  instances,  Citibank's 
perforation  narks  vent  unnoticed,  were  not  translated  in 
photocopying  or  facsimile  transmission,  or  vere  mistakenly 
interpreted  as.  official  notarization.  Moreover,  a  number  of 
cancelled  certificates  that  have  been  recovered  do  not  show  any 
perforations  or  other  markings  signifying  cancellation.  Potential 
losses  to  date  by  broker-dealers  and  banks  mistakenly  honoring  the 
certificates  exceed  several  million  dollars. 

Failure  to  rile  Timely  Becurtties  Reports. 

29.  On  October  18,  1990,  Citibank  filed  a  Securities  Report 
for  the  bonds  in  the  Georgia  Pacific  issue  which,  as  set  forth  in 
paragraph  26  above,  it  knew  had  surfaced  in  August,  1990.  Over 
one  year  later,  on  October  28,  1991,  Citibank  filed  a  Securities 
Report  for  all  of  the  securities  issues  of  which  it  was  then  aware 
had  been  turned  over  to  MSM.  Subsequent  thereto.  Citibank  has 
filed  updates. 

30.  Citibank  was  aware  as  early  as  in  1987,  with  the 
surfacing  of  the  Shell  certificates  described  in  paragraph  23 
above,  that  certificates  were  emanating  from  the  certificates 
turned  over  to  KSM.  Thereafter,  and  throughout  1990  and  1991, 
Citibank  was  aware  of  the  appearances  and  presentments  of  fsuch 
certificates.  Citibank  failed,  however,  to  file  timely  Securities 
Reports. 

31.  Citibank  was  aware  of  a  number  of  cancelled  certificates 
that  had  appeared  or  been  presented,  for  which  it  did  not  file 
Securities  Reports,  from  October  15,  1990,  the  effective  date  of 
the  Securities  Enforcement  Remedies  and  Penny  Stock  Reform  Act  of 
1990,  to  October  28,  1991,  when  Citibank  filed  the  Securities 
Report  for  all  of  the  securities  issues  of  which  it  was  then  aware 
had  been  turned  over  to  MSM  for  destruction. 

32.  By  reason  of  the  foregoing.  Citibank  violated  Section 
17(f)(1)  of  the  Exchange  Act  [15  U.S.C.  S78g(f)]  and  Rule  17f-l  (17 
C.r.R.  S240.17f-1)  promulgated  thereunder. 
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PRAYER  FOR  RELIEF 
I. 
Enter  an  Order  pursuant  to  Section  21(d)(3)  of  the  Exchange 
Act  [15  U.S.C.  S78u(d)(3)]  directing  Citibank  to  pay  a  civil  noney 
penalty  under  the  Securities  Enforcement  Remedies  and  Penny  Stock 
Kefom  Act  of  1990  for  violations  of  Section  17(f)  of  the  Exchange 
Act  [15  U.S.C.  S78q(f)]  and  Rule  17f-l  thereunder  [17  C.F.R. 
S2-«0.17f-l]  occurring  after  October  15,  1990. 

II. 

And  grant  such  other  and  further  relief  as  this  Court  deems 
just  and  appropriate. 

Respectfully  submitted, 

o^eph  I.  Goldstein^ 

Juan  hT^fcel  /Kapde'-lino 

Lani  M.  Lee 

D.C.  Bar  No.  375776 

Duane  Desid^rio    '^- 

Attorneys  for  Plaintiff 
Securities  and  Exchange 

Commission 
450  Fifth  Street,  N.W. 
Washington,  D.C.   20549 
(202)  504-2220 


Dated: 


,  1992 
Washington,  D.C. 
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XWITED  STATES  DISTRICT  COXTOT 
FOR  THE  DISTRICT  OF  COLUMBIA 


SECURITIES  AND  EXCHANGE  COMMISSION, 
450  Fifth  Street,  N.M. 
Kashington,  D.C.   20549 
(202)  504-2220, 

Plaintiff, 


CITIBANK,  N.A. 


Defendant. 


92  2833 


CIVIL  ACTION 
NO.  


CONSENT  AND 
UNDERTAKING 
OF  CITIBANK, 
N.A. 


1.   Citibank,  N.A.  ("Citibank"),  having  acknowledged 
receipt  of  the  Complaint  for  A  Civil  Money  Penalty  ("Complaint") 
of  the  Securities  and  Exchange  Commission  ("Commission")  in  this 
action,  admits  the  jurisdiction  and  venue  of  this  Court  over  it 
and  over  the  subject  matter  of  this  action.  • 

•  2.    Citibank,  solely  for  the  purpose  of  this  action  or  any 
other  action  brought  by  or  on  behalf  of  the  Commission  or  to 
vhich  the  Commission  is  a  party,  without  admitting  or  denying  any 
of  the  allegations  in  the  Complaint,  except  as  to  j\ijrisdictit>n 
and  venue  to  which  it  admits,  and  without  trial,  argument  or 
adjudication  of  any  issue  of  law  or  fact,  hereby  consents  to  the 
entry,  without  further  notice,  of  the  Final  Judgment  of  A  Civil 
Money  Penalty  ("Judgment")  annexed  hereto  and  incorporated  by 
reference  herein,  ordering  Citibank  to  pay  a  civil  money  penalty 
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for  violations  of  Section  17(f)(1)  of  the  Exchange  Act  [15  U.S.C. 
§78q(f))  and  Rule  17f-l  [17  C.F.R.  S240.17f-13  promulgated 
thereunder. 

3.  Citibank  waives  the  entry  of  findings  of  fact  and 
conclusions  of  law  pursuant  to  Rule  52  of  the  Federal  Rules  of 
Civil  Procedure. 

4.  Citibank  waives  any  right  it  may  have  to  appeal  from 
the  entry  of  the  annexed  Judgment. 

5.  Citibank  recognizes  and  states  that  this  Consent  and 
Undertaking  is  entered  into  voluntarily  and  that  no  offer, 
threat,  or  promise  has  been  made  by  the  Commission  or  by  any 
member,  officer,  agent  or  representative  thereof,  to  induce  it  to 
enter  this  Consent  and  Undertakings. 

6.  Citibank  agrees  that  this  Consent  and  Undertaking  shall 
be  incorporated  into  the  Judgment  as  if  fully  set  forth  therein. 

7.  Citibank  agrees  that  the  Judgment  may  be  presented  by 
the  Commission  to  the  Court  for  signature  and  entry  without 
further  notice. 

8.  Citibank  agrees  and  undertakes  to  pay  a  civil  money 
penalty  pursuant  to  Section  21(d)(3)  of  the  Exchange  Act  [15 
U.S.C.  §78u(d)(3)],  in  the  amount  of  seven  hundred  fifty  thousand 
dollars  ($750,000).   Payment  shall  be  made  within  twp  (2)  dgys  of 
the  entry  of  this  judgment  by  U.S.  Postal  money  order,  certified 
check,  bank  cashier's  check,  or  bank  money  order,  made  payable  to 
the  U.S.  Securities  and  Exchange  Commission,  and  shall  be 
transmitted  by  certified  mail  (return  receipt  requested)  to  the 
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Conptroller 

U.S.  Securities  and  Exchange  Conunission 

Mail  Stop  2-5 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

under  cover  of  a  letter  that  identifies  the  defendant,  the  name 

and  case  number  of  this  action,  the  name  of  this  court  and  the 

Commission's  case  number.   A  copy  of  the  cover  letter  shall  be 

transmitted  simultaneously  to  counsel  for  the  Commission. 

9.   Citibank  acknowledges  and  agrees  that  this  proceeding, 

the  payment  of  the  penalty  contemplated  as  part  of  the  resolution 

thereof,  and  its  consent  to  the  entry  of  the  Judgment  are  for  the 

purposes  of  resolving  this  civil  proceeding  only,  in  conformity 

with  17  C.F.R.  §202. 5(f),  and  do  not  resolve,  affect,  or  preclude 

any  criminal  proceeding  which  may  be  brought  against  it. 
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10.   citibank  agrees  that  the  Court  shall  retain 
jurisdiction  of  this  action  for  the  purpose  of  enforcing  the 
terBS  and  conditions  of  the  Judgment. 

Citibank,    N.A. 


,  O^Mik 


^y-      rr 


Dated:  A^'i^/J'-^-'I^P  1992 

on  this  ^Q_   day  of  HaMnibi^    .  l99iL,  t\}l'Jd     /)  ^,y^ 
being  known  to  me  and  who  executed  the  foregoing  Consent  and 
Undertaking  of  Citibank,  N.A.,  personally  appeared  before  ne  and 
did  duly  acJcnowledge  that  they  executed  the  same. 


Notary  Public' 

My  ccrmiission  expires  on 


APFKOVED  AS  TO  FORM: 


— ]Y  y\ — — ' 


Brown  &  Wood      7 
Attorneys  for  Defendant 
Citibank,  N.A. 
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UNITED  STATES  DISTRICT  COURT 
FOR  THE  DISTRICT  OF  COLUMBIA 


SECURITIES  AND  EXCHANGE  COMMISSIOK, 
450  Fifth  Street,  N.W. 
Washington,  D.C.   20549 
(202)  504-2220, 

Plaintiff, 


CITIBANK,  N.A. 


Defendant, 


92  2833 


CIVIL  ACTION 
NO.  


FINAL  JUDGMENT 
OF  A  CIVIL 
MONEY  PENALTY 


Plaintiff  Securities  and  Exchange  Commission  (the 
"Conmiission")  having  duly  commenced  this  action  by  filing  its 
Complaint  for  A  Civil  Money  Penalty  ("Complaint"),  and  defendant 
Citiban)c,  N.A.  ("Citibank"),  in  its  Consent  and  Undertaking, 
having  acknowledged  service,  and  having  admitted  the  jurisdiction 
and  venue  of  this  Court  over  it  and  over  the  subject  natter  of 
this  action;  having  waived  the  entry  of  findings  of  fact  and 
conclusions  of  law  pursuant  to  Rule  52  of  the  Federal  Rules  of 
Civil  Procedure,  and,  without  admitting  or  denying  any  of  the 
allegations  made  in  the  Complaint,  and  without  trial,  argument  or 
ad3udication  of  any  issue  of  law  or  fact  having  consented  to  the 
entry  without  further  notice  of  this  Final  Judgment  of  A  Civil 
Money  Penalty  ("Judgment")  ordering  Citibank  to  pay  a  money 
penalty  for  violations  of  Section  17(f)(1)  of  the  Exchange  Act 
(15  U.S.C.  S78q(f))  and  Rule  17f-l  (17  C.F.R.  S240.17f-1] 
thereunder,  and  it  further  appearing  that  this  Court  has 
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jurisdiction  over  Citibank  and  the  subject  matter  hereof,  and  the 
Court  being  fully  advised  in  the  premises,  and  there  being  no 
just  reason  for  delay,. it  is  hereby: 

Z. 

ORDERED,  ADJUDGED  AND  DECREED  that  the  annexed  Consent  and 
Undertaking  of  Citibank,  N.A.  be  and  the  same  hereby  is 
incorporated  herein  with  the  same  force  and  effect  as  if  fully 
set  forth  herein. 

II. 

FURTHER  ORDERED,  ADJUDGED  AND  DECREED  that  Citibank  pay  a 

civil  money  penalty  of  seven  hundred  fifty  thousand  dollars 

($750,000)  pursuant  to  Section  21(d)(3)  of  the  Exchange  Act  [15 

U.S.C.  S78u(d) (3) (B) ].   Payment  shall  be  »ade  within  two  (2)  days 

of  the  entry  of  the  Final  Judgment,  by  U.S.  Postal  money  order, 

certified  check,  bank  cashier's  check,  or  bank  money  order,  made 

payable  to  the  U.S.  Securities  and  Exchange  Commission,  and  shall 

be  transmitted  by  certified  mail  (return  receipt  requested)  to: 

Comptroller 

U.S.  Securities  and  Exchange  Commission 

Mail  Stop  2-5 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

under  cover  of  a  letter  that  identifies  the  defendant,  the  name 

and  case  number  of  this  action,  the  name  of  this  court  and  ti^ 

Commission's  case  number.  A  copy  of  the  cover  letter  shall  be 

transmitted  simultaneously  to  counsel  for  the  Commission. 
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III. 

FURTHER  ORDERED,  ADJUDGED  AND  DECREED  that  this  Court  shall 
retain  jurisdiction  of  this  matter  for  the  purpose  of  enforcing 
the  terms  of  this  Judgment. 

The  Clerk  of  the  Court  hereby  is  directed  to  enter  this 
Judgment  forthwith. 


UNITED  STATES  DISTRICT  JUDGE 


DATED:   ,  1992 

Washington,  D.C. 
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UNITED  STATES  OF  AMERICA 

Before  the 

SECURITIES  AND  EXCHANGE  COMMISSION 


SECURITIES  EXCHANGE  ACT  OF  1934 
Release  No.  31612  /  December  17,  1992 

ADMINISTRATIVE  PROCEEDING 

File  No.   3-7935  /  December  17,  1992 


In  the  Matter  of 
CITIBANK,  N.A., 
Respondent, 


ORDER  INSTITUTING  PROCEEDING 
PURSUANT  TO  SECTION  21C  OF 
THE  SECURITIES  EXCHANGE  ACT 
OF  1934,  MAKING  FINDINGS 
AND  ORDER  OF  THE  COMMISSION 


1. 

The  Commission  deems  it  appropriate  and  in  the  public 
interest  that  a  public  administrative  proceeding  be,  and  it 
hereby  is,  instituted  pursuant  to  Section  21C  of  the  Securities 
Exchange  Act  of  1934  ("Exchange  Act")  to  determine  whether 
Citibank,  N.A.  ("Citibank")  has  committed  violations  of  Sections 
17A  and  17(f)(1)  of  the  Exchange  Act  and  Rules  17Ad-12  and  17f-l 
promulgated  thereunder  in  connection  with  its  transfer  agent 
activities.  JL/  -  - 

II. 

In  anticipation  of  the  institution  of  this  administrative 
proceeding.  Citibank  has  submitted  an  Offer  of  Settlement  which 
the  Commission  has  determined  to  accept.   Solely  for  the  purpose 
of  this  proceeding  and  any  other  proceeding  brought  iJy  or  onf- 
behalf  of  the  Commission  or  to  which  the  Commission  is  a  party, 
Citibank  consents  to  the  issuance  of  this  Order  Instituting-  • 


X^  Also  on  December  17,  1992,  the  Commission  filed  a  civil  action 
seeking  a  civil  money  penalty  against  Citibank  for  violations 
of  Section  17(f)(1)  of  the  Exchange  Act  and  Rule  17f-l 
thereunder  occurring  after  October  15,  1990.  Simultaneously, 
Citibank  consented  to  the  entry  of  a  judgment  ordering 
Citibank  to  pay  a  civil  money  penalty  of  $750,000.  SEC  v. 
Citibank.  N.A..  Civil  Action  No.  92-2833  (CRR)  (U.S.D.C. 
December  17,  1992). 
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of  1934,  KaVcing  Findings  and  Order  of  the  Commission  ("Order"), 
without  admitting  or  denying  the  matters  set  forth  herein,  and  to 
the  entry  of  the  findings,  and  imposition  of  the  order  set  forth 
below. 

III. 

On  the  basis  of  this  Order  and  the  Respondent's  Offer  of 
Settlement,  the  Conusission  finds  the  following: 

A.   rxCTS 

1.  The  Respondent 

Citibank  is  a  nationally-chartered,  federally-insured  bank 
with  its  headquarters  in  Kew  York  City.   Citibank  is  the  largest 
commercial  bank  in  the  U.S.,  with  assets  of  approximately  $163.5 
billion  as  of  June  30,  1992.   Citibank  is  registered  with  the 
Office  of  the  Comptroller  of  the  Currency  ("OCC")  as  a  transfer 
agent  pursuant  to  Section  17A(c) (2)  of  the  Exchange  Act.  ZJ 

2.  sucnary 

From  1985  to  1987,  Citibank,  as  transfer  agent,  delivered 
for  destruction,  cancelled  corporate  bond  certificates,  with  a 
total  face  value  exceeding  $111  billion,  to  KSM  Corporation 
("MSK"),  a  now  defunct  paper  recycling  firm.   An  unknown  number 
of  the  cancelled  certificates,  however,  were  not  destroyed. 
Since  1987,  Citibank  has  received  information  indicating  that 
cancelled  certificates  with  a  face  value  of  at  least  several 


2J       On  June  25,  1992,  the  OCC  issued  an  Order  Instituting 

.  Proceedings,  Making  Findings  and  Imposing  Remedial  Sanctions 

("Order")  In  the  Matter  of  Citibank.  N.A..  to  which  Citibank 

.—  consented.  In  the  Order,  the  OCC  issued  a  censure  against 
Citibank  for  violations  of  Section  17A(d)  and  17(f) (1)  of  the 
Exchange  Act  and  Rules  17Ad-12  and  17f-l  thereunder  and  also 
ordered  Citibank  to  adopt  procedures  designed  to  prevent  the 
recurrence  of  such  violations.  Citibank,  because  it  is  a 
national  bank,  is  registered  as  a  transfer  agent  with  the  OCC. 
£ee  Sections  3(a) (34) (B) (i)  and  17A(c) (2)  of  the  Exchange  Act. 
The  Commission,  however,  has  jurisdiction  to  enforce,  any 
transfer  agent's  compliance  with  the  federal  securities  laws, 
gee  Section  17A(d) (3)  (B) .  Citibank's  failure  to  provide 
timely  Missing/Lost/Stolen/Counterfeit  Securities  Reports  on 
Form  X-17F-1A  despite  the  continued  surfacing  of  purportedly 
previously  destroyed  certificates,  warrants  the  Commission's: 
(a)  issuance  of  this  Order  requiring  that  Citibank  permanently 
cease  and  desist  from  committing  or  causing  any  violation  or 
future  violation  of  the  provisions  cited  herein;  and  (b) 
seeking  a  civil  money  penalty  as  referenced  supra  footnote  1. 
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hundred  nillion  dollars  have  purportedly  surfaced  in  the  U.S.  and 
foreign  markets.   Cancelled  certificates  have  been  fraudulently 
represented  as  legitimate,  negotiable  securities  and  offered  and 
sold,  or  pledged  as  collateral  for  loans.   Potential  losses  to 
brokerage  fims  and  banks  to  date  exceed  several  million  dollars. 

A  number  of  the  cancelled  certificates  that  have  surfaced  do 
not  bear  any  stamp  or  other  physical  mark  indicating^ 
cancellation.   The  remainder  of  the  cancelled  certificates  that 
have  surfaced  are  perforated  with  the  bank's  initials  and  date  in 
the  lower  corner  of  the  certificate,  to  signify  Citibank's 
cancellation.   In  some  instances,  however,  the  perforations  have 
not  been  detected,  or  in  some  instances  where  detected,  have  been 
mistakenly  interpreted  for  official  notarization. 

When  Citibank  turned  the  certificates  over  to  MSM  for 
destruction.  Citibank  failed  to  institute  any  security 
precautions  or  other  controls  adequate  to  verify  actual 
destruction.   As  a  result.  Citibank  failed  to  safeguard  such 
securities  reasonably,  in  violation  of  Section  17A  of  the 
Exchange  Act  and  Rule  17Ad-12  thereunder,  in  that  Citibank's 
practices,  policies  and  procedures  with  regard  to  the 
cancellation  and  destruction  of  cancelled  certificates  were 
inadequate. 

In  addition,  when  Citibank  learned  in  1987  that  certain  of 
the  certificates  turned  over  to  MSH  for  destruction  had  surfaced. 
Citibank  failed  to  file  Kissing/Lost/Stolen/Counterfeit 
Securities  Reports  on  Form  X-17F-1A  ("Securities  Reports"). 
Continuing  thereafter.  Citibank  was  aware  of  additional 
certificates  being  presented  or  otherwise  surfacing. 
Nonetheless,  Citibank  failed  to  file  a  Securities  Report  with 
regard  to  all  of  the  certificates  turned  over  to  KSH  until 
October,  1991,  .in  violation  of  Section  17(f)(1)  of  the  Exchange 
Act  and  Rule  17f-l  thereunder. 

3.    Citibank's  Cancellation  and  Destruction  of  Securities 

Certificates 

Citibank's  responsibilities  as  a  transfer  agent  include  the 
cancellation,  storage  and  destruction  of  securities  certificates 
which  have  been  redeemed,  matured,  called  or  otherwise 
transferred.   After  Citibank  identified  in  its  system  that  e^~- 
particular  certificate  was  cancelled.  Citibank's  procedures 
required  that  the  certificate  be  marked  as  cancelled  by 
perforating  the  lower  edge  of  the  certificate  with  the  date  and 
Citibank's  initials.   The  perforations  were  made  by  a  Citibank 
employee  manually  feeding  the  certificates  into  a  perforation 
punching  machine.   Prior  to  1990,  Citibank  did  not  have  any 
procedure  whereby  each  certificate  was  subsequently  inspected  to 
verify  that  it  was  actually  perforated. 
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The  perforation  process  was  conducted  in  a  secured  jrea  at 
Citibank's  office  located  at  111  Wall  Street.   Citibank  then 
stored  the  cancelled  certificates  pursuant  to  appropriate 
retention  periods  at  Citicorp  Data  Distribution,  Inc.  (•'CDDI"),  a 
subsidiary  document  archive.   Access  to  CDDI  was  controlled  by 
and  limited  to  Citibank  personnel. 

Citibank's  indentures  vith  Issuers  typically  required  that 
Citibank  destroy  the  certificates  after  the  appropriate  storage 
periods  ejcpired.   Until  1979,  Citibank  incinerated  the  cancelled 
certificates.   Thereafter,  Citibank  destroyed  the  cancelled 
certificates  by  paper  shredder.   With  either  the  incineration  or 
shredding  destruction  method.  Citibank's  longstanding  procedure 
recpiired  that  a  second  Citibank  employee  be  present  to  witness 
both  the  transportation  of  the  certificates  to  the  site  of  the 
incinerator  or  paper  shredder  and  the  actual  destruction  of  the 
certificates,  referred  to  as  "dual  control."   Both  employees  were 
required  to  sign  certificates  of  destruction  identifying  and 
attesting  to  the  destruction  of  bond  certificates. 

4.    Destruction  of  Certificates  Otiliziaq  HSM 

From  1980  to  1984,  while  converting  its  computer  system. 
Citibank  inposed  a  moratorium  on  the  destruction  of  cancelled 
certificates.   Consequently,  when  the  moratorium  was  lifted  in 
1984,  there  was  a  backlog  of  over  3,500  boxes  of  cancelled 
certificates  to  be  processed  for  destruction. 

In  order  to  destroy  the  backlogged  certificates.  Citibank 
decided  to  use  an  outside  vendor.   Citibank  had  previously  used 
MSM  to  destroy  other  types  of  administrative  records.   In  1985, 
CDDI  began  to  use  KSM  to  destroy  the  backlogged  cancelled 
certificates.   Citibank  engaged  the  services  of  MSM  without 
incfuiring  into  MSM's  facilities,  operations  or  qualifications. 
Moreover,  Citibank  engaged  MSM  without  determining  whether  MSM 
was  insured,  or  bonded.-  Citibank  did  not  enter  into  any  written  - 
agreement  with  MSM  for  its  services. 

Despite  the  security  precautions  at  CDDI  referred  to  above. 
Citibank  turned  the  cancelled  certificates  over  to  MSM  without 
requiring  any  security  measures.   CDDI  employees  loaded  the 
cancelled  certificates  onto  a  truck  hired  by  MSM.   It  is  not 
Jcncwn  whether  the  MSM  trucks  were  sealed  or,  if  sealed,  who.V 
controlled  access  to  the  tracks  transporting  the  canl:elled 
certificates  to  destruction  facilities.   Citibank  employees  did 
not  accompany  the  MSM  trucks  or  witness  the  destruction  of  the 
certificates. 

Although  Citibank  prepared  and  maintained  "certificates  of 
destruction,"  these  forms,  which  were  signed  by  the  truck  driver 
picking  up  documents  from  CDDI,  merely  identified  the  number  of 
cartons  "turned  over  to  MSM  for  destruction."   From  October  1985, 
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to  February  1987,  In  at  least  15  separate  shipments,  MSM  picked 
up  at  least  3,000  to  4,000  cartons  of  cancelled  certificates 
consisting  of  more  than  2,212  securities  issues,  with  a  nominal 
face  value  exceeding  $111  billion.   The  actual  total  face  amount 
of  the  certificates  turned  over  to  MSM  may  have  exceeded  this 
amount.   In  1987,  after  MSM  had  completed  picking  up  the 
backlogged  cancelled  certificates.  Citibank  ceased  using  MSM. 

S.    Appearance  of  Cancelled  Certificates 

In  1987,  after  Citibank  had  completed  all  shipments  to  MSM, 
Citibank  learned  that  certain  certificates  turned  over  to  MSM  had 
not  been  destroyed.   In  March,  1987,  six  perforated  Shell  Oil 
Company  ("Shell")  bond  certificates  with  a  total  face  value  of 
$1.5  million  were  presented  for  sale  to  an  office  of  Shell 
located  in  Austria  by  a  person  who  claimed  to  have  inherited  tlie 
certificates.   Citibank  advised  Shell  that  the  certificates  were 
not  negotiable.   In  order  to  remove  the  certificates  from 
circulation,  however.  Citibank  agreed  to  pay  that  person  $12,000 
in  return  for  the  presented  certificates  plus  an  additional  150 
Shell  certificates. 

In  response,  Citibank  initiated  an  investigation  in  March, 
1987.   Citibank  officials  determined  that  the  Shell  certificates 
were  included  among  the  certificates  turned  over  to  KSM  for 
disposal.   Citibank  investigators  visited  MSM  to  interview 
company  officers  and  to  examine  the  facility  in  which  the 
certificates  had  supposedly  been  destroyed.   The  investigators 
were  informed  by  KSM  that  KSM's  disposal  plant  had  been  razed  in 
1985,  and  that  KSM  had  sent  Citibank's  documents  to  other 
disposal  facilities  for  destruction.  Citibank  investigators  were 
also  informed  that  the  MSM  truck  drivers  had  merely  left  Citibank 
documents  at  the  disposal  facilities,  without  witnessing  the 
destruction.   The  Citibank  investigators  believed  that  the 
president  of  MSM  lacked  credibility  and  they  suspected  that  MSM  I 
had  ties  to  organized  crime.   Citibank,,  however,  did  not  take 
further  action  or  otherwise  refer  the  matter  tp  criminal  or 
regulatory  authorities  at  that  tine. 

Citibank  learned  that  additional  certificates  sent  to  MSM 
had  not  been  destroyed  when,  in  August,  1989,  an  individual 
presented  to  Citibank  for  redemption  133  Virginia  Railway  bearer 
coupon  bond  certificates  with  a  total  face  value  of  §133,000/- 
which  he  claimed  he  had  obtained  from  an  antiques  dealer  in 
Europe.   The  bonds  and  coupons  attached  to  the  bonds  were  not 
perforated.   Citibank  detei-mined  that  the  certificates  had  been 
cancelled,  refused  to  make  payment,  and  confiscated  the 
certificates.   Citibank  also  determined  that  the  certificates  had 
been  turned  over  to  MSM  for  destruction. 

Subsequently,  in  August  1990,  Citibank  received  from  two 
brokerage  firms  and  an  individual  located  in  Florida, 
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presentments  for  payment  of  a  total  of  16  Georgia  Pacific  bontS 
certificates,  four  of  which  were  not  perforated,  totalling 
$525,000.   In  addition,  in  October  1990,  the  U.S.  Secret  Service 
confiscated  $8.1  million  of  various  perforated  bond  issues, 
including  Georgia  Pacific  bonds,  as  payment  in  an  undercover  drug 
deal.   Citibank  determined  that  the  certificates  were  included 
among  those  that  had  been  turned  over  to  MSM  for  destruction. 

During  1991,  the  number  of  presentments  and  other 
appearances  of  certificates  that  should  have  been  destroyed  by 
KSM  continued  to  increase.   The  certificates  were,  among  other 
things,  presented  for  pa^iaent  and  offered  and  sold  or  pledged  as 
collateral  for  loans  from  banks  and  brokers.   To  date.  Citibank 
has  received  information  indicating  that  at  least  several  hundred 
million  dollars  face  value  of  cancelled  bond  certificates  which 
Citibank  had  turned  over  to  MSM  have  purportedly  resurfaced  in 
the  U.S.  and  Europe.   Potential  losses  to  date  by  broker-dealers 
and  banks  mistakenly  honoring  the  certificates  exceed  several 
million  dollars. 

6.    Lack  of  Timely  Securities  Reports 

Although  Citibank  first  learned  in  March,  1987,  that  certain 
Shell  certificates  sent  to  KSM  had  not  been  destroyed,  as 
discussed  above.  Citibank  did  not  file  Securities  Reports  with 
the  Conimission  or  the  Securities  Information  Center  ("SIC"),  the 
Commission's  designee  for  operating  the  Lost  and  Stolen 
Securities  Program  pursuant  to  Section  17(f)  of  the  Exchange  Act. 
In  1989,  -Citibank  again  learned  that  certain  Virginia  Railway 
certificates  had  surfaced.   Citibank,  however,  failed  to  file  any 
Securities  Report.   On  October  18,  1990,  Citibank  filed  a 
Securities  Report  for  the  cancelled  Georgia  Pacific  certificates 
discussed  above  which  surfaced  in  August,  1990.   Thereafter,  and 
during  1991,  Citibank  was  aware  of  the  presentments  and  other 
appearances  of  cancelled  certificates.   It  was  not  until  October 
28,  1991,  however,  that  Citibank  filed  a  Securities- Report  for 
all  the  securities  issues  from  which  certificates  had  been  sent 
to  MSM. 

B.    VIOLATIONS 

1.    Section  17A  and  Rule  a.7Ad-12  Thereunder 

Rule  17Ad-12  provides,  in  relevant  part,  the  following:'" 

Any  registered  transfer  agent  that  has 
custody  or  possession  of  any  .  .  .  Securities 
related  to  its  transfer  agent  activities 
shall  assure  that:  (1)  All  such  securities 
are  held  in  safekeeping  and  are  handled,  in 
light  of  all  facts  and  circumstances,  in  a 
inanner  reasonably  free  from  risk  of 
destruction,  theft  or  other  loss  ... 
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citibank  failed  to  physically  Bark  cancelled  certificates 
with  the  tern  "CANCELLED."   In  soDe  instances,  Citibank's 
perforation  carks  went  unnoticed,  were  not  copied  clearly  in 
photocopying  or  facsinile  transcission,  or  were  even  mistakenly 
interpreted  as  official  notarization. 

Moreover,  a  nurber  of  cancelled  certificates  that  have  been 
recovered  do  not  show  any  perforations  or  other  markings 
signifying  cancellation.   Citibank  failed  to  inplenent  any 
subseg\jent  verification  or  other  procedure  to  ensure  that 
cancelled  certificates  were  actually  perforated  to  indicate 
cancellation,  resulting  in  the  resurfacing  of  a  significant 
number  of  cancelled  certificates  lacking  any  indications  of 
cancellation. 

Citibank  failed  to  inplenent  any  procedures  to  safeguard  the 
certificates  turned  over  to  KSM  or  to  verify  any  of  KSM's 
functions,  including  whether  the  docunents  were  actually 
destroyed.   Moreover,  during  1985  to  1987,  while  KSM  was  utilized 
to  destroy  the  backlogged  cancelled  certificates,  Citibank 
continued  to  destroy  currently  cancelled  certificates  in-house. 
In  accordance  with  longstanding  procedure.  Citibank  required  that 
the  destruction,  by  paper  shredders,  be  under  dual  control.   No 
sinilar  precautions  were  instituted  when  MSK  was  retained  to 
destroy  the  certificates. 

2.    Section  17(f)(1)  of  the  Exchange  Act 
and  Rule  I7f-1  thereunder 

Section  17(f)(1)  and  Rule  17f-l  require,  in  pertinent  part, 
that  every  registered  transfer  agent  report  to  the  Comnission  or 
its  designee,  the  SIC,  anong  others,  certain  information  about 
missing,  lost,  counterfeit,  or  stolen  securities  certificates  on 
a  Securities  Report.   With  regard  to  stolen  securities  where 
there  is  substantial  basis  for  believing  that  criminal  activity 
was  involved,  a  Securities  Report  must  be  filed  within  one 
business  day  of  the  discove"ry  of  the  theft  or  loss  and  must 
promptly  be  reported  to  the  FBI.   With  regard  to  missing  or  lost 
securities,  a  Securities  Report  must  be  filed  one  day  after  the 
discovery  of  the  loss  of  any  securities  certificate  where 
criminal  actions  is  not  suspected  when  the  securities  certificate 
have  been  missing  or  lost  for  a  period  of  two  days.        A. 

Citibank  failed  to  file  timely  Securities  Reports  in  1987, 
1989  and  1990  with  regard  to  the  resurfaced  Shell,  Virginia 
Railway  and  Georgia  Pacific  certificates,  respectively. 
Thereafter,  prior  to  the  October  28,  1991  filing  for  all  the 
securities  issues  sent  to  MSM,  Citibank  failed  to  file  timely 
Securities  Reports  upon  learning  of  the  presentment  or  appearance 
of  a  particular  cancelled  certificate. 
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IV. 

FINDINGS 

Based  on  the  above,  the  Conunission  finds  that  Citibank 
violated  Sections  17A  and  17(f)(1)  of  the  Exchange  Act  and  Rules 
17Ad-12  and  17f-i  promulgated  thereunder. 


V. 

OROEK 

Accordingly,  IT  IS  HEREBY  ORDERED  that  Citibank  peraanently 
cease  and  desist  from  committing  or  causing  any  violation,  and 
committing  or  causing  any  future  violation,  of  Sections  17A  and 
17(f)(1)  of  the  Exchange  Act  and  Rules  17Ad-12  and  17f-l 

promulgated  thereunder. 

By  the  Commission. 


Jonathan  G.  Katz 
Secretary 
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B.^.  IftOttBt  of  "RfpitBtntatiDea 

j^Dbconiinittn  on  Ootrtlght  and  Jimcstiganoiu 

oftte 

Conuntttct  on  Sntrgg  and  Commcrtt 

majBhinsum,  B£  205i5-»n6 

April  13,  1994 


The  Honorable  Arthur  Levitt 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt: 

This  is  to  acknowledge  receipt  of  your  letter  of  April  4, 
1994  and  enclosures,  with  further  reference  to  your  testimony 
before  the  Subcommittee  on  March  2,  1994  and  in  specific  response 
to  the  Subcommittee's  letter  of  March  11,  1994. 

Your  transmittal  letter  noted  that  the  chronology  and 
supporting  documentation  included  information  that  was  nonpublic 
and  sensitive,  and  requested  confidential  treatment  thereof.   On 
April  8,  1994,  in  keeping  with  Subcommittee  practice  in  such 
matters.  Subcommittee  counsels  met  with  your  agency's  General 
Counsel,  Director  of  the  Division  of  Enforcement,  and  other 
appropriate  senior  Commission  staff  to  review  the  documents  and 
the  bases  for  your  confidential  treatment  request. 

This  is  to  inform  you  that,  notwithstanding  the  concerns 
that  you  raised,  the  Subcommittee  has  determined  to  include  these 
materials  in  the  public  hearing  record.   You  testified  about  the 
subject  "SEC  and  OCC  enforcement  actions  against  Citibank"  on  the 
record  under  oath  in  a  public  hearing  before  the  Subcommittee. 
The  records  or  information  relate  to  closed  enforcement 
proceedings  and  would  appear  for  the  most  part  to  be  obtainable 
under  5  U.S.C.  §  552  (the  Freedom  of  Information  Act).   Finally, 
the  documents  present  a  clear  and  concrete  case  study  on  the 
issue  of  coordination  and  cooperation  by  securities  and  banking 
regulators  with  respect  to  their  examination  and  enforcement 
programs.   Recent  and  pending  actions  by  the  bank  regulators 
highlight  the  problem  of  overlapping  and  potentially  inconsistent 
regulation.   The  effective  and  efficient  administration  and 
enforcement  of  the  federal  securities  laws,  and  continued  public 
confidence  in  that  system  of  regulation,  were  key  issues  in  the 
Subcommittee's  hearing  and  the  driving  force  behind  repeated 
calls  for  the  adoption  of  functional  regulation. 
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Thank  you  for  your  cooperation  and  assistance  with  the  work 
of  the  Subcommittee. 

s/ncerely, 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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December  20,  1993 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.  W. 
Washington,  D.  C.   20219 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight,  respectively,  of 
banks  and  banking,  including  deposit  insurance,  and  of  securities 
and  exchanges,  we  are  writing  with  regard  to  the  proposed  acqui- 
sition of  The  Dreyfus  Corporation  (Dreyfus)  by  Mellon  Bank 
Corporation  (Mellon  Corp) .   This  proposed  transaction  raises 
numerous  policy  and  legal  concerns.   We  understand  that  no  formal 
notification  of  the  proposed  acquisition  has  been  received  by 
your  office,  but  in  light  of  the  parties'  publicly  stated  inten- 
tions to  so  proceed,  we  ask  that  you  address  our  concerns,  as  set 
forth  below,  before  acting  on  any  notification.   We  understand 
that  many  of  the  issues  raised  by  the  proposed  transactions  have 
been  separately  addressed  by  the  OCC  and  the  Federal  Reserve 
Board  in  various  regulations,  orders,  letters,  and  interpretative 
releases.   However,  the  size  and  the  complexity  of  the  proposed 
transaction  and  the  extensive  marketing  and  advertising  of  the 
Dreyfus  funds  to  the  public  warrant  Congressional  scrutiny. 
Thus,  we  request  that  you  respond  to  the  concerns  raised  in  this 
letter. 

First,  we  understand  that  Mellon  Corp.  currently  intends  to 
operate  Dreyfus  as  a  subsidiary  of  its  lead  bank,  Mellon  Bank, 
N.A.  (Mellon  Bank  or  Mellon).   We  are  concerned  about  the  impli- 
cations of  this  proposed  structure  for  the  safety  and  soundness 
of  Mellon  Bank,  an  FDIC  insured  institution.   We  note  that  in 
every  financial  services  reform  package  considered  by  either  the 
Committee  on  Banking  or  the  Committee  on  Energy  and  Commerce  most 
securities  activities,  including  investment  company  related 
activities,  were  required  to  be  conducted  in  a  separately  capi- 
talized subsidiary  of  the  bank  holding  company,  in  order  to 
protect  the  safety  and  soundness  of  the  bank  and  the  Federal 
deposit  insurance  funds  and  for  the  protection  of  investors. 
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In  the  case  of  financial  difficulties  of  Dreyfus  or  the 
Dreyfus  funds,  the  bank  may  seek  to  provide  financial  support  to 
the  possible  detriment  of  the  Federal  deposit  insurance  fund 
which  stands  behind  its  deposits.   In  the  case  of  financial 
difficulties  of  the  bank,  it  may  turn  to  its  cash  rich  subsid- 
iary, Dreyfus,  for  financial  support,  to  the  detriment  of  the 
funds  managed  by  the  subsidiary.   Note  that  sections  2  3A  and  2  3B 
of  the  Federal  Reserve  Act  restricting  transactions  with  affili- 
ates do  not  apply  to  transactions  between  banks  and  their  operat- 
ing subsidiaries. 

As  described  in  the  press,  the  transaction  contemplates  that 
Dreyfus  will  operate  independently  of  the  bank  in  accordance  with 
the  requirements  of  the  Glass-Steagall  Act.   It  is  difficult  to 
understand  how  a  wholly  owned,  or  at  least  80  percent  owned, 
operating  subsidiary  can  be  expected  to  operate  independently  of 
its  parent,  especially  in  a  context  where  "synergies"  are  claimed 
to  exist.   Given  these  concerns,  please  explain  why  you  believe 
that  the  subsidiary's  operating  structure  would  not  raise  safety 
and  soundness  concerns  and  affect  the  deposit  insurance  fund. 

A  second  concern  with  the  proposed  structure  is  that  there 
appears  to  be  no  statutory  basis  for  the  ownership  of  shares  by  a 
bank  in  an  operating  subsidiary  and,  in  fact,  national  banks  are 
prohibited  by  12  U.S.C.  24(7)  from  owning  corporate  stock. 
Nonetheless,  your  office  has  by  regulation  (12  C.F.R.  5.34(c)) 
allowed  national  banks  to  engage  in  activities  which  are  inciden- 
tal to  the  business  of  banking  by  means  of  an  operating  subsid- 
iary corporation.   Generally,  the  OCC  has  limited  the  activities 
of  operating  subsidiaries  to  those  activities  permissible  for 
national  banks,  arguing  that  if  the  bank  itself  could  conduct  the 
activities,  there  is  no  legal  prohibition  to  the  activities  being 
conducted  by  a  subsidiary.   The  converse  of  this  argument  is 
that,  if  the  OCC  permits  the  operating  subsidiary  to  engage  in  a 
particular  activity,  the  activity  could  be  conducted  by  the  bank 
itself  --  an  outcome  that  has  profound  safety  and  soundness 
implications.   Please  explain  your  statutory  basis  for  permitting 
national  bank  subsidiaries  and  how  the  acquisition  of  Dreyfus  is 
"incidental  to  banking." 

Thirdly,  we  believe  that  a  transaction  of  the  magnitude  of 
the  one  being  proposed  should  be  subjected  to  more  stringent 
scrutiny  than  would  appear  to  be  provided  for  under  OCC  rules. 
The  OCC  regulations  state  only  that  a  national  bank  must  notify 
the  OCC  by  letter  detailing  the  proposed  activities  of  the 
operating  subsidiary.   The  establishment  of  the  operating  subsid- 
iary can  take  place  upon  notification  by  the  OCC  or  within  30 
days,  unless  the  30  days  time  period  is  extended.   In  that  case, 
the  establishment  may  take  place  only  upon  written  approval  by 
the  OCC.   This  contrasts  greatly  with  the  process  by  which  a  bank 
holding  company  applies  to  acquire  or  establish  a  subsidiary 
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under  section  4(c)(8)  of  the  Bank  Holding  Company  Act,  which 
involves  public  notice  of  the  application  and  an  opportunity  for 
public  comment  and  review.   A  transaction  of  this  magnitude 
calls,  at  the  very  least,  for  such  comment  and  review.   Addition- 
ally, please  explain  how  you  distinguish  between  "incidental" 
activities  and  those  "closely  related  to  banking,"  which  are 
subject  to  the  requirements  of  the  Bank  Holding  Company  Act. 

Representatives  of  Mellon  Corp.  and  of  Dreyfus  have  indi- 
cated to  us  that  they  intend  to  undertake  a  number  of  safety  and 
soundness  and  investor  protection  "commitments"  in  the  notifica- 
tion that  they  intend  to  file  with  the  OCC.   Please  describe 
these  commitments  and  discuss  your  views  thereon.   What  is  the 
legal  status  and  enforceability  of  such  voluntary  commitments? 
Recent  press  reports,  e.g. ,  "OCC  To  Loosen  Shackles  Of  Bank 
Securities  Units,"  American  Banker's  Washington  Watch.  December 
6,  1993,  indicate  that  the  OCC  is  drafting  new  regulations  that 
would  free  national  banks  to  widen  their  range  of  securities 
activities  through  the  use  of  operating  subsidiaries  beyond  the 
level  allowed  by  and  without  some  of  the  prudential  restrictions 
applied  by  the  Federal  Reserve.   Please  advise  us  of  the  content, 
rationale,  and  status  of  any  such  proposals,  as  well  as  their 
intended  impact,  if  any,  on  the  Mellon-Dreyfus  transaction.   To 
what  extent  would  these  regulations  differ  from  the  voluntary 
commitments  being  undertaken  by  Mellon  Corp.  and  Dreyfus? 

We  also  request  your  analysis  of  the  application  of  the 
Glass-Steagall  Act  to  the  proposed  transactions  and  the  appropri- 
ateness of  additional  conditions  to  prevent  conflicts  of  inter- 
ests.  Among  other  things,  under  the  Glass-Steagall  Act,  a  bank 
may  not  be  affiliated  with  any  corporation  engaged  principally  in 
the  issue,  underwriting,  public  sale  or  distribution  of  securi- 
ties.  12  U.S.C.  377.   Because  open-end  investment  companies 
engage  continuously  in  issuing  and  redeeming  securities,  the 
Glass-Steagall  Act  prohibits  affiliates  of  banks  from  sponsoring, 
organizing  or  controlling  mutual  funds  or  distributing  their 
shares.   Accordingly,  we  understand  that  Dreyfus'  distribution 
function  will  be  sold  to  an  independent,  third  party  distributor. 
How  will  you  ensure  that  the  distributor  is  truly  independent? 
Please  outline  the  manner  in  which  Dreyfus  fund  shares  will  be 
sold  through  Mellon  such  that  Mellon  will  not  be  considered  a 
distributor  of  those  shares.   Who  will  bear  the  considerable 
advertising  and  marketing  expenses  involved  in  the  sale  of  shares 
of  Dreyfus  funds?   Please  explain  in  detail  how  Dreyfus'  current 
distribution  activities  will  be  handled  post-merger. 

Further,  who  will  bear  the  costs  associated  with  complying 
with  the  federal  securities  laws  in  connection  with  this  transac- 
tion? Specifically,  please  address  whether  fund  shareholders 
will  incur  any  of  the  expenses  resulting  from  any  proxy  solicita- 
tion or  amendments  to  the  prospectus. 
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The  Glass-Steagall  Act  has  been  interpreted  to  permit  banks 
and  bank  holding  companies  to  provide  certain  other  services  to 
mutual  funds  including  acting  as  investment  adviser,  custodian, 
administrator,  and  transfer  agent.   However,  in  permitting  these 
services,  the  Federal  Reserve  has  imposed  various  restrictions  on 
the  relationship  between  the  bank  holding  company  and  the  mutual 
funds,  including  lending,  investment,  and  director,  officer,  and 
employee  interlock  restrictions.   See,  e.g. .  Mellon  Bank  Corpora- 
tion. 79  Fed.  Res.  Bull.  626  (1993).   Such  restrictions  are 
essential  and,  in  the  case  where  the  proposed  activities  will  be 
conducted  by  a  subsidiary  of  the  bank,  additional  restrictions 
and  conditions  may  be  warranted.   Please  explain  what  conditions, 
if  any,  the  OCC  intends  to  place  on  the  Mellon-Dreyfus  relation- 
ship to  guard  against  conflicts  of  interest. 

Howard  Stein,  Chairman  of  Dreyfus,  has  said  that  the  union 
of  Dreyfus  and  Mellon  "will  be  a  new  way  of  serving  people  on  all 
segments  of  their  financial  needs  in  one  place  for  their  entire 
lives....   You  know  Toys  *R'  Us?   This  will  be  Financial  Services 
*R'  Us."   See.  "New  Future  For  Dreyfus  Investors,"  New  York 
Times,  Sunday,  December  19,  1993.   Although  we  commend  efforts  to 
serve  customers  better,  we  are  concerned  about  the  adequate 
protection  of  fund  investors,  including  Mellon  Bank  depositors 
who  become  shareholders  in  the  Dreyfus  funds.   The  potential  for 
customer  and  investor  confusion  is  great.   The  issues  of  disclo- 
sure regarding  the  uninsured  status  of  such  funds,  sales  practic- 
es, sales  location,  compensation  of  sales  persons,  and  conversion 
of  trust  assets  must  be  addressed  when  reviewing  the  proposed 
transaction.   Further,  fund  investors  would  lose  many  of  their 
protections  under  the  federal  securities  laws  if  Mellon  assumes 
the  role  of  investment  adviser  to  the  Dreyfus  funds.   As  you 
know,  banks  that  advise  mutual  funds,  unlike  nonbank  or  other 
mutual  fund  advisers,  are  not  required  to  register  under  the 
Investment  Advisers  Act  and  are  not  subject  to  the  SEC's  regula- 
tory or  examination  authority.   Please  provide  us  with  your  views 
of  each  of  these  issues  as  presented  in  the  Mellon-Dreyfus 
context. 

We  are  also  interested  in  learning  more  about  the  background 
of  this  proposed  transaction.   Please  inform  us  of  any  discus- 
sions you  or  your  staff  may  have  had  in  the  past  year  regarding 
the  proposed  transactions,  including  the  parties  to  the  discus- 
sions and  a  detailed  description  of  the  substance  of  the  discus- 
sions.  Were  any  representations  made  by  you  or  your  staff 
regarding  the  likely  disposition  by  the  OCC  of  the  proposed 
transactions  and  the  timing  of  that  disposition. 
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Please  provide  us  with  the  requested  responses  by  the  close 
of  business  on  Friday,  January  7,  1994.   Thank  you  for  your 
cooperation  and  attention  to  our  request. 

Sincerely, 


HENRY  B.  GONZALEZ 
Chairman,  Committee  on  Banking, 
Finance  and  Urban  Affairs 


JOHN  D.  DINGELL 
Chairman,  Committee  on  Energy 
and  Commerce 
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Comptrollar  of  the  Currency 
Administrator  of  National  Banks 


Washington,  DC    20219 


January  12,  1994 

The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington-,  D.C.  20515 

Dear  Chairman  Dingell: 

Thank  you  for  the  letter  dated  December  20,  1993,  from  you  and  Chairman  Gonzalez  on 
Mellon  Bank,  N.A.'s  (Mellon's)  proposed  acquisition  of  the  Dreyfus  Corporation  (Dreyfus). 
Your  letter  expresses  interest  in  this  transaction  because  of  the  size  of  the  institutions 
involved  and  the  significant  customer  interest  in  Dreyfus  funds  and  raises  the  concerns 
summarized  below.   We  received  the  operating  subsidiary  notice  for  this  complex  transaction 
on  December  30,  1993,  and  are  currently  reviewing  the  proposal  to  determine  our  response. 
As  part  of  our  review,  we  will  carefully  consider  the  legal  and  policy  issues  you  have  raised. 

Mellon  represents  that,  should  the  proposed  transaction  be  permitted,  Dreyftis  would  engage 
only  in  mutual  fund  activities  the  OCC  has  previously  found  to  be  permissible  for  national 
banks  and  their  operating  subsidiaries  and  would  discontinue  all  other  mutual  fund  activities. 
The  OCC  will  review  Mellon's  filing  to  determine  if  the  proposed  activities  are,  in  fact, 
permissible  for  national  banks  and  their  operating  subsidiaries.    In  addition,  the  OCC  will 
consider  the  risks  and  other  concerns  that  may  arise  because  of  the  magnitude  and  complexity 
of  the  proposed  transaction.    The  OCC  would  approve  the  transaction  only  if  all  safety  and 
soundness,  customer  protection,  conflict  of  interest,  and  related  concerns  had  been  fully 
considered  and  addressed. 


I.    The  letter  asks  whether  the  proposed  acquisition  of  Dreyfus  as  an  operating 
subsidiary  of  a  national  bank  raises  safety  and  soundness  concerns  and  affects  the 
deposit  insurance  fund.   Comments  are  requested  on  the  safety  and  soundness  and 
investor  protection  commitments  made  in  the  notice  and  the  legal  enforceability  of  these 
voluntary  commitments.    The  letter  also  asks  whether  the  OCC  will  impose  additional 
conditions  on  the  proposed  transaction  in  order  to  prevent  conflicts  of  interest. 

The  OCC  is  carefully  evaluating  the  potential  safety  and  soundness  and  related  deposit 
insurance  issues  raised  by  the  proposed  acquisition,  including  the  fact  that  Mellon  is 
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proposing  to  acquire  Dreyfus  as  an  operating  subsidiary.   The  safety  and  soundness,  deposit 
insurance,  and  customer  protection  concerns  relating  to  the  mutual  fiind  activities  of  Dreyfus 
are  similar  to  those  involved  in  other  operating  subsidiary  proposals  involving  mutual  fund 
activities  that  the  OCC  has  approved,  but  the  OCC  has  never  approved  an  acquisition  of  this 
magnitude  involving  mutual  fund  activities.' 

Some  of  the  risks  we  focus  on  in  reviewing  proposed  mutual  fund  activities  include 
operational,  regulatory  compliance,  legal  and  Hnancial  exposure  risks. ^  Operational  risks 
may  arise  from  the  high  volume  of  mutual  fund  transactions  and  the  often  complicated  nature 
of  these  transactions.   Banks  or  operating  subsidiaries  must  have  adequate  technology, 
personnel,  and  internal  controls  to  manage  this  exposure.    Regulatory  compliance  risks  also 
may  increase  because  of  the  bank's  obligation  to  assure  compliance  with  a  number  of  laws 
and  regulations  issued  by  the  OCC,  Securities  and  Exchange  Commission  (SEC),  Internal 
Revenue  Service  and  National  Association  of  Securities  Dealers  (NASD).   Legal  risks  may 


'National  banks  have  been  involved  in  the  management  and  marketing  of  mutual  funds 
and  pooled  accounts  for  many  years.    National  banks  and  their  subsidiaries  may  provide 
investment  advice  to  mutual  funds  and  to  customers,  may  broker  mutual  funds,  may  advertise 
and  market  their  services  and  may  provide  a  range  of  administrative  services  to  mutual 
funds.    Administrative  services  include  acting  as  transfer  agent,  custodian,  and  registrar,  and 
providing  record-keeping,  accounting,  and  related  services.    See,  e.g.,  OCC  Letter  No.  625 
(July  1,  1993);  OCC  Letter  No.  622  (April  19,  1993);  letter  dated  January  13,  1993  from 
Daniel  L.  Pearson  to  David  E.  Johnson;  letter  dated  March  26,  1990  from  J.  Michael 
Shepherd  to  Kenneth  L.  Bachman,  Jr.;  letter  dated  January  14,  1988  from  William  B. 
Glidden  to  Burton  L.  Raimi,  Esq.;  OCC  Letter  No.  403  (December  9,  1987),  reprinted  in 
Fed.  Banking  L.  Rep.  1  85,627  (CCH);  OCC  Letter  No.  386  (June  19,  1987),  reprinted  in 
Fed.  Banking  L.  Rep.  1   85,610  (CCH)  ;  OCC  Letter  No.  367  (August  19,  1986),  reprinted 
in  Fed.  Banking  L.  Rep.  1  85,  537;  OCC  Letter  No.  363  (May  23,  1986),  reprinted  in  Fed. 
Banking  L.  Rep.  1   85,533  (CCH);  OCC  Letter  No.  332  (March  8,  1985),  reprinted  in  Fed. 
Banking  L.  Rep.  1   85,502  (CCH);   OCC  Letter  No.  329  (March  4,  1985),  reprinted  in  Fed 
Banking  L.  Rep.  1   85,499  (CCH);  letter  dated  May  9,  1984  from  Peter  Liebesman  to 
Edward  J.  McAniff,  Esq.    Many  of  these  activities  have  also  been  approved  for  bank  holding 
company  subsidiaries  by  the  Federal  Reserve  Board.    See  Mellon  Bank  Corporation,  79  Fed. 
Res.  Bull.  626  (1993). 

•Another  factor  we  consider  is  the  capital  levels  of  the  bank  and  the  proposed 
operating  subsidiary.    Mellon  represents  that  capital  considerations  support  placement  of  the 
proposed  mutual  fund  activities  within  an  operating  subsidiary  of  the  bank,  rather  than  in  an 
affiliate.   Mellon  has  stated  that  its  desire  to  place  Dreyfus  in  an  operating  subsidiary  is 
premised  on  the  significant  capital  and  earnings  benefits  for  Mellon.   The  OCC  will  carefully 
consider  the  consequences  of  the  structure  of  the  proposed  transaction  for  the  capital  position 
of  both  Mellon  and  Dreyfus. 
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arise  from  potential  litigation  by  customers  based  on  a  bank's  noncompliance  with  legal 
requirements.    Finally,  when  a  bank  assumes  multiple  responsibilities  relating  to  mutual 
fiinds,  fmancial  loss  may  result  if  proper  controls  are  not  in  place.    For  example,  banks  that 
are  both  investment  adviser  and  sales  agent  for  mutual  funds  need  adequate  controls  to  ensure 
appropriate  ethical,  suitability  and  disclosure  standards  in  selling  mutual  fund  shares  to  the 
retail  public.   It  is  important  to  note  that  the  risks  that  arise  from  bank  involvement  in  mutual 
fund  activities  are  not  new  but  already  exist  in  a  wide  variety  of  money  management  and 
sales  activities  in  which  many  banks  engage.    Nonetheless,  banks  may  need  enhanced 
controls  and  systems  to  mitigate  the  increased  risk  levels  resulting  from  increased 
involvement  in  the  mutual  funds  business. 

In  reviewing  the  Mellon/Dreyfus  proposal,  we  will  evaluate  the  reasonableness  and 
appropriateness  of  the  proposed  risk  management  controls  presented  by  the  management  and 
the  board  of  Mellon  and  examine  controls  governing  the  relationship  between  Mellon  and 
Dreyfus.   For  example,  we  will  assess  the  adequacy  and  independence  of  control  systems 
such  as  management  and  board  oversight,  business  plans  and  strategies,  written  policies  and 
procedures,  audit  programs  and  compliance  systems.   We  will  not  permit  the  transaction  to 
go  forward  unless  we  are  satisfied  that  appropriate  controls  are  in  place. 

After  the  OCC  concludes  its  review  of  the  notice,  the  agency  will  decide,  based  on  the 
particular  facts,  whether  to  approve  the  proposal  and,  if  the  decision  is  to  approve,  what 
conditions  would  be  appropriate  to  address  any  risks  and  concerns  raised  by  the 
considerations  outlined  above.    We  would  not  approve  this  or  any  other  transaction  unless  we 
were  confident  that  safety  and  soundness,  customer  protection,  and  conflict  of  interest 
concerns  had  been  addressed,  either  through  voluntary  commitments  on  the  part  of  the 
institutions  involved  or  through  formal  conditions  imposed  by  the  OCC,  as  appropriate.' 

In  developing  appropriate  conditions,  we  will  consider  the  conditions  that  have  been  imposed 
by  the  Federal  Reserve  Board,  as  well  as  the  OCC,  on  similar  transactions  in  the  past.    For 
example,  in  recent  operating  subsidiary  filings  relating  to  mutual  fund  activities,  the  OCC  has 
imposed  a  range  of  investor  protection  conditions  (including  disclosure  and  other  marketing 
and  sales  limiutions),  capitalization  requirements  for  the  subsidiaries,  lending  limits  on 
bank/subsidiary  transactions,  operating  controls,  and  a  prohibition  on  engaging  in  any  new 
activities  without  notifying  the  OCC.    See  OCC  Letter  No.  625;  OCC  Letter  No.  622.   The 
Federal  Reserve  Board  has  imposed  similar  restrictions  on  its  approval  of  applications  by 


'A  range  of  statutory  and  regulatory  provisions  already  govern  bank  mutual  ftind 
activities  and  address  some  potential  conflicts  of  interest  and  safety  and  soundness  concerns. 
For  example,  the  Investment  Company  Act  provisions  apply  to  mutual  funds  and  their 
investment  advisers,  including  national  banks.    Sections  23A  and  23B  of  the  Federal  Reserve 
Act  apply  to  transactions  between   mutual  fiinds  and  national  bank  investment  advisers  to  the 
fiinds.   The  Investment  Advisers  Act  applies  to  a  national  bank  operating  subsidiary  engaged 
in  providing  investment  advice. 
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bank  holding  companies  to  engage  in  activities  related  to  mutual  funds.   See,  e.g.,  Mellon 
Bank  Corporation,  79  Fed.  Res.  BuU.  626  (1993). 

We  will  also  evaluate  the  adequacy  of  the  voluntary  commitments  made  in  the  notice. 
Mellon  has  committed  to  adopt  a  Policy  Statement  that  contains  policy  guidelines  dealing 
with  these  issues.    The  guidelines  include  various  consumer  protections,  such  as  disclosure 
(in  the  case  of  sales  from  bank  premises)  of  the  absence  of  coverage  by  deposit  insurance  or 
guarantee  by  the  bank,  interest  and  principal  risks,  potential  conflicts  of  interest,  and 
applicable  deferred  sales  charges;  restrictions  on  fund  names,  sales  locations,  and 
compensation  practices;  procedures  for  determining  suitability  of  investments;  and  adequate 
training  of  sales  persoimel.    The  Policy  Statement  also  includes  provisions  designed  to  ensure 
the  independence  of  the  Dreyfus  funds  and  their  boards  and  provides  that  transactions 
between  the  bank  and  its  operating  subsidiaries  will  comply  with  sections  23A  and  23B  of  the 
Federal  Reserve  Act.   The  Policy  Statement  also  sets  out  various  limitations  on  credit  and 
securities  transactions  between  the  bank  holding  company  and  the  Dreyfus  funds,  and 
provides  that  Mellon  will  adopt  adequate  standards  for  statutory  and  regulatory  compliance 
and  management  control. 

If  the  transaction  were  to  be  approved,  the  OCC  would  take  care  to  make  its  examiners  fully 
aware  of  the  voluntary  commitments  made  by  Mellon  in  its  notice  and  direct  them  to  review 
Mellon's  compliance  with  the  Policy  Statement  Mellon  has  committed  to  adopt.   If  our 
examiners  found  any  failure  to  abide  by  the  commitments,  the  OCC  would  take  appropriate 
supervisory  actions. 

OCC  conditions  could  also  include  compliance  with  any  voluntary  commitments  made  in  the 
notice,  if  the  OCC  determined  that  inclusion  was  necessary  to  address  concerns  raised  by  the 
proposed  transaction.    Should  a  bank  or  operating  subsidiary  fail  to  comply  with  any 
conditions,  the  OCC  could  pursue  a  range  of  enforcement  remedies  comparable  to  those 
available  for  violations  of  law.   The  OCC  could  seek  cease  and  desist  Ofiders  requiring 
compliance  with  the  conditions  and  corrective  action,  civil  money  [)enalties  and  removals 
from  banking  in  appropriate  cases.    See  12  U.S.C.  §  1818(b),  (c),  (d),  (e)  and  (i)(2). 

Due  to  increasing  national  bank  involvement  in  mutual  fund  activities,  the  OCC  is  reviewing 
its  examination  and  supervision  procedures  to  strengthen  its  oversight  and  to  ensure  that  these 
activities  are  conducted  in  a  safe  and  sound  manner.    Because  we  recognize  that  bank 
operating  subsidiaries  involved  in  mutual  fund  activities  are  also  regulated  by  the  SEC,  we 
are  working  closely  with  the  SEC  to  coordinate  our  respective  supervisory  efforts  to  enhance 
their  effectiveness. 
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n.   The  letter  asks  us  to  explain  the  statutory  basis  for  allowing  national  bank 
subsidiaries  and  to  discuss  how  the  acquisition  of  Dreyfus  is  "incidental"  to  banking. 
The  letter  also  asks  us  to  explain  whether  the  "incidental"  to  banking  standard 
applicable  to  operating  subsidiaries  differs  from  the  "closely  related"  to  banking 
standard  applicable  to  bank  holding  company  subsidiaries. 

National  banks  have  established  operating  subsidiaries  for  approximately  28  years  under 
OCC  regulations  first  issued  in  1966.    Since  then,  operating  subsidiaries  have  been  allowed  to 
engage  only  in  those  activities  that  are  part  of  or  incidental  to  the  business  of  banking.   See 
31  Fed.  Reg.  11459  (1966)  (codified  at  12  C.F.R.  §  7.10)  (repealed);  OCC  Inteipretive 
Ruling  7.7376  (repealed);  12  C.F.R.  §  5. 34.'' 

National  banks  have  authority  to  establish  operating  subsidiaries  based  on  the  National  Bank 
Act,  which  allows  banks  to  exercise  certain  enumerated  powers  and  "all  such  incidental 
powers  as  shall  be  necessary  to  carry  on  the  business  of  banking."  See  12  U.S.C.  §  24(7). 
Section  24  gives  banks  broad  authority  to  engage  in  the  business  of  banking  and  to  exercise 
powers  reasonably  necessary  to  conduct  that  business.   See  OCC  Letter  No.  494   (December 
20,  1989),  reprinted  in  [1989-1990  Transfer  Binder]  Fed.  Banking  L.Rep.  (CCH)  1  83,083. 

The  incidental  powers  of  national  banks  include,  at  a  minimum,  all  powers  that  are 
"convenient  and  useful"  to  express  powers.    See  Arnold  Tours,  Inc.  v.  Camp,  All  F.2d  427, 
432  (1st  Cir.  1972).    Many  courts  and  the  OCC  believe  that  incidental  powers  are  broader 
and  include  activities  similar  to  traditional  banking  functions.'   As  the  Ninth  Circuit  has 
held,  the  incidental  powers  standard  "must  be  construed  so  as  to  permit  new  ways  of 


*The  OCC  will  decide  the  Mellon/Dreyfus  proposal  under  the  current  regulation.    As 
your  letter  notes,  the  OCC  is  considering  revising  this  regulation  as  part  of  its  regulatory 
simplification  project.    The  project  involves  reviewing  all  existing  OCC  regulations  to 
determine  whether  they  are  still  appropriate  and  effective.    OCC  staff  are  currently  reviewing 
the  operating  subsidiary  regulation,  but  we  have  made.no  final  decisions  about  whether  or 
how  to  revise  it.    Any  profKJsed  changes  would  be  published  for  comment  and  any  comments 
received  would  be  fully  considered  by  the  OCC  before  any  final  decision  is  made. 

'In  defining  "incidental"  powers,  the  Supreme  Court  has  considered  whether  the 
power  at  issue  is  a  generally  adopted  method  of  banks  or  is  similar  or  related  to  a  common 
industry  practice,  whether  the  power  promotes  the  convenience  of  the  business  of  banking  or 
is  usual  and  useful  given  modem  competition,  and  whether  the  power  is  generally  reasonable 
and  appropriate.    See.  e.g.,  Franklin  National  Bank  v.  New  York,  347  U.S.  373,  377  (1954); 
Colorado  National  Bank  v.  Bedford,  310  U.S.  120,  140  (1913);  Clement  National  Bank  v. 
Vermont,  231  U.S.  120,  140  (1913);  Wyman  v.  Wallace,  201  U.S.  230,  243  (1906);  First 
National  Bank  v.  National  Exchange  Bank,  92  U.S.  122,  127  (1876);  Merchants'  National 
Bank  v.  State  Bank,  77  U.S.  604,  648  (1871). 
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conducting  the  very  old  business  of  banking."   M  &  M  Leasing  Corp  v.  Seattle  First  National 
Bank,  563  F.2d  1377,  1382  (9th  Cir.  1977),  cerx.  denied,  436  U.S.  956  (1978). 

The  establishment  of  operating  subsidiaries  that  carry  on  the  business  of  banking  falls 
squarely  within  the  incidental  powers  of  banks  under  both  the  narrow  and  broader  view. 
These  subsidiaries  are  a  "convenient  and  useful"  means  of  conducting  banking  business.    See 
12  C.F.R.  §  7.10(c)(2).   Because  establishment  of  operating  subsidiaries  is  part  of  the 
business  of  banking,  it  is  not  proscribed  by  12  U.S.C.  §  24(7)  provisions  on  purchasing 
corporate  stock.    See  12  C.F.R.  §  7.10(b).  We  are  reviewing  the  MellonyDreyfus  notice  to 
determine  whether  the  activities  proposed  for  the  operating  subsidiary  are  part  of  or 
incidental  to  the  business  of  banking. 

The  "incidental  powers"  standard  for  national  banks  is  distinct  from  the  "closely  related  to 
banking"  test  of  section  4(c)(8)  of  the  Bank  Holding  Company  Act.    The  latter  test  governs 
the  scope  of  the  non-banking  activities  that  may  be  carried  on  by  subsidiaries  of  bank  holding 
companies  and  is  subject  to  interpretation  by  the  Federal  Reserve  Board.    See  12  U.S.C. 
§  1843. 

In  interpreting  the  "closely  related  to  banking"  test,  the  Federal  Reserve  Board  has  applied 
standards  similar  to  those  that  the  OCC  applies  under  the  "incidental  powers"  standard.   The 
Board  has  found  an  activity  "closely  related  to  banking"  if  banks  generally  conduct  the 
activity,  provide  services  that  are  so  similar  to  the  activity  that  they  are  well  equipped  to 
engage  in  the  activity,  or  provide  services  so  integrally  related  to  the  activity  as  to  require 
provision  of  the  activity.   Indeed,  the  Board  has  relied  on  OCC  "incidental  powers" 
precedent  when  making  decisions  under  the  "closely  related  to  banking"  test.    Using  the 
"closely  related  to  banking"  test,  the  Board  has  permitted  bank  holding  companies  to  engage 
in  extensive  mutual  fund  activities.    See,  e.g.,  Mellon  Bank  Corporation,  79  Fed.  Res.  Bull. 
626  (1993);  12  C.F.R.  Part  225. 

m.    The  letter  asks  if  the  proposed  acquisition  should  be  subjected  to  more  stringent 
scrutiny  than  provided  for  under  OCC  rules  and  suggests  that  the  application  be 
published  for  public  comment. 

OCC  regulations  require  a  national  bank  to  notify  the  OCC  before  creating  an  operating 
subsidiary.    The  OCC  may  extend  the  30-day  review  period  when  a  bank's  letter  of 
notification  raises  issues  that  require  additional  information  or  analysis,  and  we  have  done  so 
for  the  Mellon  notice.    OCC  policy  provides  for  careful  scrutiny  of  novel  or  significant 
filings  to  determine  if  proposed  activities  are  legally  permissible  for  a  national  bank  and  to 
review  proposals  for  consistency  with  safe  and  sound  banking  practices  and  consumer 
protections.    Before  an  operating  subsidiary  may  be  established,  the  OCC  may  require 
changes  in  proposed  activities,  prohibit  proposed  activities,  impose  conditions  designed  to 
ensure  safe  and  sound  operations,  or  take  other  actions  deemed  appropriate.    Under  OCC 
policy,  novel  or  significant  filings,  such  as  the  Mellon  proposal,  receive  a  higher  level  of 
review  within  the  Office  than  routine  filings. 
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The  OCC  publishes  receipt  of  operating  subsidiary  notifications  in  the  agency's  Weekly 
Bulletin.    Operating  subsidiary  filings  are  generally  not  subject  to  formal  public  comment  and 
review  because  national  banks  can  perform  the  activities  of  an  operating  subsidiary  within  a 
dq)artment  of  the  bank  without  prior  review  by  the  Office  and  without  any  public  notice. 

Since  Mellon  has  made  copies  of  its  filing  available  to  Congress,  we  expect  to  receive 
comments  from  interested  Members  of  Congress  and  will  give  any  comments  careful 
consideration.   In  addition,  because  of  the  complexity  and  size  of  this  proposal,  the  OCC  will 
subject  the  notice  to  stringent  scrutiny  to  make  certain  we  identify  and  fully  respond  to  any 
legal  or  policy  issues  raised  by  the  proposal.    Under  these  circumstances,  we  do  not  believe 
that  there  is  a  need  to  seek  additional  public  comments. 


IV.    The  letter  asks  for  an  analysis  of  the  application  of  the  Glass-Steagall  Act  to  the 
proposed  transaction  and  how  the  OCC  will  ensure  the  independence  of  the  third  party 
distributor. 

As  part  of  our  legal  review  of  the  notice,  we  will  thoroughly  analyze  the  application  of  the 
Glass-Steagall  Act  and  address  this  issue  in  our  final  decision.    Pending  our  complete  review 
and  analysis,  we  are  providing  you  the  following  summary  of  the  Glass-Steagall  analysis 
provided  by  Mellon. 

Mellon  proposes  to  acquire  Dreyfus  as  an  operating  subsidiary  and  limit  its  mutual  fund 
activities  to  those  permitted  for  national  banks  and  their  operating  subsidiaries.    We 
understand  that  the  activities  conducted  by  Dreyfus  will  include  providing  brokerage  services, 
investment  advice  to  mutual  funds  and  the  public,  and  providing  administrative  services  to 
the  funds  and  their  shareholders.    Mellon  has  stated  that  none  of  the  proposed  activities  will 
involve  underwriting,  issue,  flotation,  public  sale  or  distribution  of  securities,  or  other 
activities  precluded  by  the  Glass-Steagall  Act. 

Mellon  has  represented  that  the  distribution  activities  in  which  Dreyfus  currently  engages 
would  be  sold  to  an  independent  distributor  selected  by  the  Boards  of  Directors  of  the 
Dreyfus  funds,  and  neither  Mellon  nor  its  Dreyfus  subsidiary  would  distribute  any  funds. 
Mellon  has  further  represented  that  the  distributor  would  be  independent  in  terms  of  both 
management  and  control.     Neither  Mellon  nor  any  subsidiaries  of  its  holding  company 
would  own  any  shares  or  other  securities,  or  have  any  interest  in  the  profits  of  the 
distributor.    The  directors,  officers  and  employees  of  the  distributor  would  not  be  directors, 
officers,  or  employees  of  Mellon  and  Dreyfus. 

Mellon  has  represented  that  the  independent  distributor  would  serve  as  the  intermediary 
between  the  Dreyfus  funds  and  purchasers  of  shares  in  the  funds.   The  distributor  would  be 
the  "principal  underwriter"  for  purposes  of  the  Investment  Company  Act  of  1940  and  would 
enter  into  distribution  agreements  with  the  Dreyfus  funds.   The  distributor  would  be 
identified  in  the  prospectuses  for  the  Dreyfus  funds  and  would  send,  or  arrange  for  the 
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sending  of,  all  confirmations  to  customers.   The  distributor  would  receive  a  fee  for  its 
distribution  activities  as  well  as  for  associated  regulatory  and  administrative  services  that  it 
would  provide. 

If  the  OCC  were  to  approve  the  proposed  transaction  and  Mellon  or  Dreyfus  subsequently 
violated  the  legal  requirements  concerning  distributor  independence,  see  12  U.S.C. 
§§  78,  377,  378,  the  OCC  would  have  available  its  enforcement  powers  under  12  U.S.C. 
§  1818  described  above.    In  addition,  our  examination  process  would  enable  us  to  identify 
and  address  problems  that  might  arise  with  respect  to  distributor  independence. 

You  have  also  asked  whether  the  shareholders  of  the  Dreyfus  funds  would  bear  certain  costs. 
Costs  associated  with  advertising  and  marketing  the  Dreyfus  funds  and  expenses  resulting 
from  compliance  with  federal  securities  laws,  including  proxy  solicitation  or  amendments  to 
prospectuses,  may  be  borne  by  the  investment  adviser,  distributor,  or  investors  in  the  funds. 
Rules  adopted  by  the  Securities  and  Exchange  Commission  under  the  Investment  Company 
Act  permit  mutual  funds  to  pass  these  costs  on  to  their  shareholders.    See,  e.g..  Rule  12b-l. 
If  the  proposal  were  to  be  approved,  allocation  of  these  costs  in  the  future  would  be  subject 
to  OCC  and  SEC  oversight. 

V.   The  letter  expresses  concern  about  customer  confusion  and  asks  for  our  views  on 
appropriate  disclosures  and  other  customer  protections  that  should  be  applied  to 
Mellon/Dreyfus  mutual  fund  transactions  with  customers. 

We  share  your  concern  that  bank  customers  understand  the  uninsured  status  of  mutual  funds 
and  inherent  risks  of  these  investments.    Last  year,  the  OCC  issued  Banking  Circular  274. 
The  Circular  provides  that  bank  customers  be  given  conspicuous  disclosures  describing  the 
uninsured  status  of  mutual  funds  and  their  investment  risks,  including  possible  loss  of 
principal.   Banks  are  advised  to  obtain  a  signed  statement  from  customers  acknowledging 
receipt  of  these  disclosures  to  focus  consumers'  attention  on  this  important  information.   The 
Circular  also  provides  guidance  on  sales  location,  evaluating  the  suitability  of  particular 
investments  for  particular  customers,  compensation  of  sales  personnel,  and  other  sales 
practices  in  an  effort  to  avoid  customer  confusion  and  afford  important  customer 
protections.'  The  OCC  is  using  its  examination  and  supervisory  staff  to  monitor  compliance 
with  the  guidance  in  this  Circular  by  all  national  banks  and  other  entities  selling  mutual  funds 
from  a  national  bank's  premises.    As  noted  in  the  Circular,  the  OCC  will  take  appropriate 
actions  to  address  unsafe  and  unsound  banking  practices  involving  activities  described  in  the 
Circular  and  violations  of  laws  arising  from  mutual  fund  sales. 


*We  note  that  the  NASD's  Rules  of  Fair  Practice,  unlike  BC-274,  would  not  subject 
money  market  mutual  funds,  Dreyfus'  predominant  class  of  funds,  to  suitability 
requirements. 
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If  the  OCC  were  to  ^>prove  the  Mellon/Dreyfus  transaction,  Dreyfus  would  continue  to  be 
subject  to  an  array  of  federal  securities  laws  and  regulation.   As  a  registered  broker/dealer, 
Dreyfus  would  be  regulated  under  the  Securities  Exchange  Act  of  1934,  and  the  NASD  Rules 
of  Fair  Practice,  and  subject  to  SEC  and  NASD  oversight.    As  an  investment  adviser  to 
mutual  funds,  Dreyfus  also  would  be  required  to  comply  with  the  Investment  Company  Act 
and  the  Investment  Advisers  Act.    Exemptions  from  the  Investment  Advisers  Act  available  to 
national  banks  do  not  apply  to  operating  subsidiaries  and  would  not  apply  to  Dreyfus.    In 
addition,  the  Investment  Company  Act  applies  to  national  banks  and  operating  subsidiaries 
that  offer  investment  advice  to  mutual  funds.   In  addition,  Dreyfus  would  be  required  to 
comply  with  all  laws  applicable  to  national  banks  and  would  be  subject  to  Banking  Circular 
274. 


VI.  The  letter  asks  for  infokmation  on  discussions  involving  the  Comptroller  and  OCC 
staff  in  the  past  year  relating  to  the  proposed  transaction  and  any  representations  made 
on  the  likely  disposition  of  the  proposed  transaction  and  timing  of  that  disposition. 

OCC  legal,  supervisory  and  licensing  staff  have  discussed  the  proposed  acquisition  with 
Mellon  representatives  on  several  occasions  since  Mellon  advised  OCC  staff  in  November  of 
1993  of  its  possible  acquisition  of  Dreyfus.    OCC  participants  included  the  Chief  Counsel, 
the  Deputy  Comptroller  for  Multinational  Banking,  the  Assistant  Chief  National  Bank 
Examiner  for  Capital  Markets,  the  Deputy  Comptroller  for  Bank  Organization  and  Structure, 
the  Director  for  Corporate  Activity,  the  Chief  Accountant,  the  Senior  Policy  Adviser  to  the 
Comptroller  and  members  of  their  staffs.   During  these  discussions,  Mellon  representatives 
provided  general  information  on  the  proposal.    OCC  staff  asked  for  information  relating  to  a 
variety  of  legal  and  policy  issues,  including  risk  management,  supervision,  and  other 
controls.    OCC  staff  discussed  mutual  fund  activities  that  the  OCC  has  approved  in  the  past 
for  operating  subsidiaries  and  national  banks  (described  above).   Mellon  representatives 
indicated  that,  if  the  acquisition  were  permitted,  Dreyfus  would  engage  only  in  activities  that 
the  OCC  had  previously  found  to  be  permissible  for  national  banks.    OCC  staff  indicated 
that,  based  on  the  information  provided  by  Mellon,  the  proposed  mutual  fund  activities 
appeared  to  fall  within  existing  OCC  precedent.    However,  OCC  staff  stressed  they  could 
provide  no  assurances  on  approval  or  conditions  that  would  be  required  until  the  OCC  had 
received  and  reviewed  Mellon's  written  notice.    No  specific  time  frames  were  provided  for 
an  OCC  response. 

In  addition,  it  should  be  noted  that  I  briefly  stopped  by  a  meeting  in  progress,  to  pay  a 
courtesy  visit  to  the  senior  representatives  of  Mellon  who  were  present.    It  is  not  uncommon 
for  me  to  do  so  when  a  senior  bank  official  is  in  our  office  for  a  meeting  with  OCC  staff. 

I  hope  you  fmd  this  information  usefiil  to  your  oversight  efforts.   If  you  have  any  further 
questions,  please  contact  me  or  David  Apgar  at  (202)  874-4890. 

Sincerely, 

Etfgene  A.  Luawig  / 

Comptroller  of  the  Curpwicy 

cc:  The  Honorable  Henry  B.  Gonzalez 
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The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.  W. 
Washington,  D.  C   20219 

Dear  Comptroller  Ludwig: 

This  is  with  reference  to  your  letter  of  January  12,  1994 
responding  to  a  series  of  questions  that  we  posed  on  Mellon  Bank, 
N.A.'s  (Mellon's)  proposed  acquisition  of  the  Dreyfus  Corporation 
(Dreyfus) . 

We  are  in  the  process  of  reviewing  this  transaction  and  the 
responses  to  our  December  20  letters;  accordingly,  you  should 
expect  to  hear  further  from  us  as  additional  questions  and 
concerns  arise.   In  the  interim,  however,  we  respectfully  request 
your  response  to  the  following: 

1.    Commitments  found  in  the  Policy  Statement. 

You  state  that,  if  the  transaction  is  approved,  OCC  will 
make  its  examiners  fully  aware  of  the  voluntary  commitments  made 
by  Mellon  in  its  notice  and  will  direct  them  to  review  compliance 
with  those  commitments.   In  the  case  of  failure  to  abide  by  the 
commitinents,  "[t]he  OCC  would  take  appropriate  supervisory 
actions."   In  addition,  you  state  that  you  could  include  compli- 
ance with  any  voluntary  commitments  as  a  condition  for  approval. 
In  the  event  of  the  bank's  or  operating  subsidiary's  failure  to 
meet  those  commitments,  you  state  that  "the  OCC  could  pursue  a 
range  of  enforcement  remedies  comparable  to  those  available  for 
violations  of  law  [emphasis  supplied]."   For  example,  you  cite  12 
U.S.C.  section  1818(b)  which  would  authorize  you  to  seek  a  cease- 
and-desist  order  based  on 

reasonable  cause  to  believe  that  the  bank  or  any 
director,  officer,  employee,  agent,  or  other  person 
participating  in  the  conduct  of  the  affairs  of  such 
bank  is  about  to  violate,  a  law,  rule,  or  regulation, 
or  any  condition  imposed  in  writing  bv  the  agency  in 
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connection  with  the  granting  of  anv  application  or 
other  request  by  the  bank  or  any  written  agreement 
entered  into  with  the  agency  [emphasis  supplied] . 

Which  commitments  will  be  made  conditions  of  approval?  What 
supervisory  actions  can  you  take  for  failure  to  abide  by  volun- 
tary commitments  that  are  not  conditions  for  approval?   Both  the 
SEC  and  the  securities  self-regulatory  organizations  routinely 
provide  detailed  information  to  the  investing  public  regarding 
enforcement  actions  pursuant  to  the  federal  securities  laws. 
Will  the  OCC  provide  similar  detailed  information  to  the  public 
regarding  OCC  supervisory  actions  relating  to  Mellon?   Please 
provide  us  with  a  copy  of  the  information  the  OCC  currently 
publishes  with  respect  to  its  supervisory  actions  pursuant  to 
section  1818 (b) . 

2.  Concerns  with  the  procedure  by  which  the  application  is 
reviewed. 

In  our  letter  of  December  20,  1993,  we  raised  concerns  with 
the  process  by  which  the  Mellon/Dreyfus  transaction  would  be 
reviewed  by  your  office  and  contrasted  that  with  the  process 
mandated  under  section  4(c)(8)  of  the  Bank  Holding  Company  Act. 
We  note  that  the  federal  securities  laws  and  regulations  thereun- 
der, like  the  Bank  Holding  Company  Act,  require  notice,  opportu- 
nity for  hearing,  and  approval  by  order  or  regulation  (see,  e.g., 
self-regulatory  organization  rules  and  rule  changes  (section 
19(b)(1)  of  the  Securities  Exchange  Act  of  1934);  and,  investment 
company  exemptive  applications  (section  6(c)  of  the  Investment 
Company  Act  of  1940) ) .   These  procedures  provide  interested 
parties,  including  members  of  Congress,  notice  of  the  filing  of 
applications,  an  opportunity  for  comment,  and  knowledge  of  the 
ultimate  disposition  of  the  application.   The  current  OCC  process 
provides  none  of  the  above.   We  ask  that,  in  this  particular 
matter,  you  publish  notice  of  the  Mellon/Dreyfus  application  and 
request  comments  on  such  application  from  the  public  prior  to 
making  your  decision,  and  that  you  promptly  adopt  regulations 
that  would  require  you  to  routinely  publish  summaries  of  notifi- 
cations that  raise  significant  or  novel  legal  or  policy  issues  in 
the  Federal  Register,  provide  for  an  opportunity  for  comment,  and 
publish  the  resulting  approval  order  in  accordance  with  specified 
time  periods. 

3.  Final  action  on  the  application. 

Your  letter  of  January  12,  1994  was  in  many  respects  nonres- 
ponsive  and  inconclusive,  indicating  that  you  would  address  the 
issues  or  answer  the  questions  in  your  final  decision.   We 
understand  that  this  is  a  complex  transaction  and  that  you  may 
not  have  definitive  answers  at  this  time.   Nonetheless,  and 
particularly  given  the  import  of  this  transaction  and  the 
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nonpublic  nature  of  your  proceedings,  we  call  your  attention  to 
Rule  X,  clause  2(b)  of  the  Rules  of  the  U.S.  House  of  Representa- 
tives which  charges  the  standing  committees  of  the  House  to: 

review  and  study,  on  a  continuing  basis,  the 
application,  administration,  execution,  and  effective- 
ness of  those  laws  or  parts  of  laws,  the  subject  matter 
of  which  is  within  the  jurisdiction  of  that  committee 
and  the  organization  and  operation  of  the  Federal 
agencies  and  entities  having  responsibilities  in  or  for 
the  administration  and  execution  thereof,  in  order  to 
determine  whether  such  laws  and  the  programs  thereunder 
are  being  implemented  and  carried  out  in  accordance 
with  the  intent  of  the  Congress  and  whether  such  pro- 
grams should  be  continued,  curtailed,  or  eliminated. 
In  addition,  each  such  committee  shall  review  and  study 
any  conditions  or  circumstances  which  may  indicate  the 
necessity  or  desirability  of  enacting  new  or  additional 
legislation  within  the  jurisdiction  of  that  committee 
(Emphasis  added)  . 

Accordingly,  we  expect  that,  before  you  take  final  action  to 
approve  this  transaction,  you  will  provide  us  with  prior  notice 
and  a  prior  briefing  by  you  and/or  appropriate  OCC  staff  that 
specifically  addresses  the  legal,  policy  and  regulatory  issues 
raised  by  the  transaction,  and  provide  us  with  written  answers  to 
the  questions  posed  in  our  letter. 

Thank  you  for  your  cooperation  and  attention  to  this  matter. 
Your  prompt  response  would  be  appreciated. 

Sincerely, 


vTtmdv  r   r:nM7aT.F7  v/ 


HENRY  B.  GONZALEZ 
Chairman,  Committee  on  Banking,     Chairman,  Committee  on  Energy 
Finance  and  Urban  Affairs  and  Commerce 
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Administrator  of  National  Banks  j.S.  '''Jlili  0-  '^-'-pt^-NTAriVtS 


Washington,  DC    20219 


April  8,  1994 

The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

United  States  House  of  Representatives 

Washington,  DC   20515 

Dear  Chairman  Dingell: 

Thank  you  for  your  letter  dated  January  26,  1994  in  which  you  raise  additional  questions 
regarding  the  proposed  acquisition  by  Mellon  Bank,  N.A.  (Mellon)  of  Dreyfus  Corporation 
(Dreyfus).   We  are  progressing  with  our  review  of  the  notice  filed  by  Mellon  to  establish  a 
subsidiary  and  acquire  Dreyfus  on  December  30,  1993  (Notice)  and  we  are  happy  to  respond 
to  the  issues  you  raise. 

I.         You  have  asked  the  OCC  to  respond  to  its  previous  assertion  that  if  the 

acquisition  is  approved,  the  agency  would  take  appropriate  supervisory  action  to 
review  and  enforce  Mellon's  compliance  with  voluntary  commitments. 
Specifically,  you  ask  the  following  questions:   Which  voluntary  commitments 
would  be  made  conditions  of  approval?  What  supervisory  actions  can  the  OCC 
take  to  enforce  voluntary  commitments  that  are  not  conditions  of  approval?   Will 
the  OCC  publicize  its  enforcement  actions  relating  to  Mellon? 

Mellon  has  represented  that  it  would  not  object  if  voluntary  commitments  made  in  its  Policy 
Statement  were  included  as  written  conditions.    If  the  OCC  were  to  approve  the  Notice,  the 
written  conditions  the  OCC  at  a  minimum  would  likely  impose  would  cover  the  voluntary 
commitments  set  forth  in  the  Policy  Statement.   Violations  of  written  conditions  of  approval 
of  an  operating  subsidiary  may  result  in  formal  enforcement  actions,  including  cease  and 
desist  orders  and  civil  money  penalties. 

If  a  voluntary  commitment  were  not  set  forth  as  a  condition  imposed  in  writing,  failure  to 
comply  with  this  commitment  could  result  in  formal  enforcement  action,  such  as  cease  and 
desist  proceedings  if  the  violation  of  that  commitment  constituted  an  unsafe  or  unsound 
practice.    If  necessary,  the  OCC  would  initiate  enforcement  action  to  require  a  national  bank 
to  comply  with  the  mandates  of  the  Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investment  Products  and  other  policy  guidelines  governing  mutual  fund  activities  if  the 
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noncompliance  constituted  an  unsafe  or  unsound  banking  practice.    Noncompliance  with  the 
Interagency  Statement  or  voluntary  commitments  would  form  the  basis  for  informal  action 
such  as  notifying  bank  management  of  the  problem  and  securing  the  bank's  written 
commitment  to  correct  the  problem. 

Finally,  a  national  bank's  violation  of  a  voluntary  commitment  in  connection  with  the 
approval  of  an  operating  subsidiary  could  violate  12  C.F.R.  §  5.34  if  the  bank  engaged  in  an 
activity  not  approved  for  that  operating  subsidiary.    Failure  to  comply  with  voluntary 
commitments  could  cause  trie  bank  to  engage  in  an  activity  not  approved  for  its  operating 
subsidiary  in  violation  of  section  5.34  even  if  the  OCC  had  approved  that  activity  for  other 
national  banks.    In  that  case,  the  OCC  could  initiate  action  to  correct  the  violation  of  this 
regulation,  including  enforcement  action  where  appropriate.   The  OCC  could  also  withdraw 
its  approval  of  an  operating  subsidiary  based  on  the  failure  to  abide  by  the  commitments 
upon  which  we  based  the  approval  and  initiate  an  enforcement  action  based  on  a  violation  of 
12  C.F.R.  §5.34. 

The  OCC  does  not  publicize  informal  enforcement  actions  taken  against  national  banks.   The 
OCC  does  publicize,  however,  all  formal  enforcement  actions  in  its  monthly  publication 
Interpretations  and  Actions.    Members  of  the  public  seeking  additional  information  on  any  of 
the  actions  listed  in  that  publication  are  invited  to  examine  the  public  file  on  the  action  at  the 
OCC.    The  publication  of  formal  enforcement  actions  is  mandated  by  12  U.S.C.  §  1818(u), 
which  requires  the  OCC  to  publish  and  make  available  to  the  public  any  written  agreement  or 
final  order  issued  by  the  agency  in  connection  with  a  formal  enforcement  action,  including 
settlement  agreements.    The  OCC  would  publish  any  and  all  formal  enforcement  actions 
taken  against  Mellon  in  compliance  with  this  mandate. 

II.        You  have  asked  that  the  OCC  publish  the  notice  of  Mellon's  proposed  acquisition 
of  Dreyfus  and  request  public  comment  on  the  notice  prior  to  making  a  decision. 
You  further  ask  the  OCC  to  adopt  a  regulation  requiring  it  to  routinely  publish 
in  the  Federal  Register  and  request  comment  on  notifications  that  raise  significant 
or  novel  legal  or  policy  issues. 

The  OCC  agrees  that  Mellon's  proposal  to  acquire  Dreyfus  raises  novel  and  complex  issues 
on  which  the  public  should  have  an  opportunity  to  comment.    On  February  23,  1994,  the 
OCC  published  in  the  Federal  Register  a  summary  of  Mellon's  proposed  acquisition  of 
Dreyfus,  as  set  forth  in  the  Notice.    The  OCC  also  published  a  summary  of  a  notice  filed  by 
First  Union  National  Bank  of  North  Carolina  (First  Union)  of  its  intent  to  acquire,  through 
proposed  operating  subsidiaries,  two  affiliated  investment  advisory  companies,  Lieber  & 
Company  and  Evergreen  Asset  Management  Corporation.   The  OCC  will  be  accepting 
comments  on  the  proposal  until  March  28,  1994. 

While  the  OCC  has  not  generally  provided  for  formal  public  notice  and  comment  on 
operating  subsidiary  filings,  we  now  believe  that  public  conunent  may  be  appropriate  in  cases 
where  the  nature  of  the  activities  to  be  carried  out  in  an  operating  subsidiary,  the  size  of  the 
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transaction,  or  other  unusual  factors  raise  special  legal  or  policy  issues.   We  are  currently 
reviewing  all  OCC  licensing  policies  in  this  area,  and  we  plan  to  request  comment  on  a 
proposed  rulemaking  that  would  include  publication  of  notice  in  the  Federal  Register  of 
operating  subsidiary  notifications  that  raise  novel  questions  of  law  or  policy. 

in.      You  express  concern  that  the  OCC  is  unable  to  provide  concrete  answers  to 
certain  questions  while  the  review  of  the  Notice  is  ongoing.   You  ask  that  the 
OCC  provide  you  with  prior  notice  of  any  decision  on  the  Notice,  brief  you  on 
the  legal,  policy,  and  regulatory  issues  raised  by  the  transaction,  and  provide  you 
with  written  answers  to  the  questions  posed  in  your  December  20,  1993  letter. 

We  have  attempted  to  answer  Congressional  inquiries  with  concrete  answers  wherever 
possible,  and  as  our  review  of  the  Notice  progresses,  we  will  be  able  to  provide  you  with 
more  complete  answers.    We  recognize  your  interest  in  this  transaction  and  we  will  provide 
you  with  a  briefing  on  the  issues  and  answers  to  questions  we  are  not  yet  able  to  answer 
prior  to  deciding  the  notice.   We  appreciate  yoiu'  patience  on  this  matter. 

Very  truly  yours, 

Eugene  A.  Ludwig  / 

Comptroller  of  the  Curreii^ 
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The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W. 
Washington,  D.C.   20919 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules"  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

As  a  starting  point,  we  have  reviewed  the  copy  of  the  Notice 
of  the  transaction  and  supporting  documentation  that  was 
delivered  by  MBC  to  the  Committee  on  Energy  and  Commerce  on 
January  3,  1994,  as  well  as  your  letter  of  January  12,  1994 
responding  to  the  December  20,  1993  Gonzalez-Dingell  letter.   We 
have  also  reviewed  the  responses  of  MBC  and  Dreyfus  and  of  the 
Securities  and  Exchange  Commission  (SEC)  to  that  letter.   In 
order  to  assist  the  Subcommittee  in  its  investigation  and  in 
preparation  for  upcoming  hearings,  your  cooperation  is  requested 
in  providing  the  following  responses,  information,  and  documents 
by  the  close  of  business  on  Friday,  February  18,  1994. 

1.    Your  letter  states  (p.  2,  fn.  2)  that  "[t]he  OCC  will 

carefully  consider  the  consequences  of  the  structure  of  the 
proposed  transaction  for  the  capital  position  of  both  Mellon 
and  Dreyfus."   As  you  know,  MBC  has  stated  that  "a  principal 
reason"  for  structuring  the  transaction  along  the  lines 
proposed  is  so  that  Mellon  Bank  can  consolidate  Dreyfus' 
capital  with  its  own  capital  base. 

a.  Both  the  Federal  Reserve  Board  (in  its  Section  20  orders) 
and  the  Federal  Deposit  Insurance  Corporation  (FDIC)  (in  12 
C.F.R.  section  337.4(b)(3))  have  adopted  measures  to  ensure 
the  adequate  capitalization  of  securities  subsidiaries  and 
prevent  the  double-leveraging  of  securities  subsidiaries' 
capital.   Both  provide  that  the  parent  entity's  investment 
in  a  securities  subsidiary  will  not  be  counted  toward 
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satisfaction  of  the  parent  entity's  capital  requirement. 
Does  the  OCC  make  similar  provision  for  ensuring  the 
separate  capitalization  of  national  bank  subsidiaries? 
Specifically,  what  capital  conditions  may  the  OCC  require  in 
connection  with  the  proposed  transaction?  Which  will  it 
require? 

b.  Dreyfus  Service  Corporation  (DSC)  is  registered  with  the 
SEC,  the  NASD  and  all  fifty  states  as  a  broker-dealer,  and, 
as  such,  is  subject  to  necessary  and  appropriate  financial 
responsibility  standards  including  the  applicable  net 
capital  requirements  under  section  15(c)(3)  of  the  Exchange 
Act.   We  are  concerned  that  the  capital  of  the  Dreyfus 
broker-dealer  subsidiary  will  be  consolidated  with  that  of 
Mellon  Bank,  potentially  harming  the  subsidiary's  compliance 
with  its  financial  responsibility  requirements  under  the 
federal  securities  laws.   Please  advise  us  whether  the  OCC 
generally  permits  banks  to  consolidate  the  capital  of  their 
securities  subsidiaries,  and  explain  what  impact  the  OCC 
position  in  this  area  has  on  investor  protection.   How  can 
DSC's  capital  be  counted  towards  the  bank,  and  also  for  the 
securities  firm?   Can  Mellon  Bank  withdraw  capital  from 
Dreyfus  to  satisfy  its  banking  needs,  leaving  DSC  without 
enough  regulatory  capital?   What  safeguards  will  the  OCC 
require  Mellon  Bank  to  institute  to  protect  and  segregate 
the  capital  of  DSC? 

2.  In  your  letter,  you  also  state  (p.  3,  runover  para.) 
that:   "banks  may  need  enhanced  controls  and  systems  to 
mitigate  the  increased  risk  levels  resulting  from 
increased  involvement  in  the  mutual  funds  business." 

To  what  types  of  controls  and  systems  were  you 
referring?   What  has  the  OCC  done  to  require  that  banks 
put  into  place  enhanced  controls  and  systems?   Has  the 
OCC  imposed  any  across-the-board  requirements  for 
enhanced  controls  and  systems?   Please  provide  copies 
of  any  such  guidelines  or  regulations. 

3.  Your  letter  states  (p.  4,  para.  3  and  p.  8,  para.  1)  that 
the  OCC  could  rely  on  its  cease  and  desist  authority  under 
12  U.S.C.  section  1818(b),  (c),  (d) ,  (e) ,  and  (i)(2)  in 
connection  with  violations  by  a  bank  or  operating  subsidiary 
of  the  voluntary  commitments,  and  of  the  legal  requirements 
concerning  distributor  independence.   Please  explain  how  the 
OCC  would  make  the  showing  required  by  case  law  interpreting 
section  1818  fe.q. .  that  the  violation  addressed  has  a 
reasonably  direct  effect  on  the  financial  integrity  and 
stability  of  the  bank.  Gulf  Federal  Savings  and  Loan  Ass'n 
V.  FHLBB.  651  F.2d  259  (5th  Cir.  1981),  cert,  denied.  458 
U.S.  1121  (1982)).   Please  support  and  explain  how  Dreyfus 
would  be  "the  bank...  agent,  or  other  person  participating 
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in  the  affairs  of  such  bank"  within  the  scope  of  section 
1818(b) . 

4.    Please  support  and  explain  your  statement  (p.  6)  that 

"[b]ecause  establishment  of  operating  subsidiaries  is  part 
of  the  business  of  banking,  it  is  not  proscribed  by  12 
U.S.C.  section  24(7)  provisions  on  purchasing  corporate 
stock."   Please  state  whether  the  OCC  still  adheres  to  the 
reasoning  set  forth  in  former  12  C.F.R.  section  7.10,  and, 
if  so,  why  that  regulation  was  repealed.   In  addition, 
please  discuss  whether  the  establishment  of  operating 
subsidiaries  generally  (and  Mellon' s  acquisition  of  Dreyfus 
as  an  operating  subsidiary,  specifically)  can  still  be 
considered  "incidental"  and  "necessary  to  carry  on  the 
business  of  banking"  under  the  standard  set  forth  in  the 
recent  Fifth  Circuit  VALIC  opinion  (VALIC  v.  Clarke,  998 
F.2d  1295,  1302  (5th  Cir.  1993)). 

5.  With  respect  to  your  discussion  of  costs  (p.  8,  para.  2), 
please  explain  why  in  this  case,  where  the  need  for  the 
proxy  solicitation  has  been  caused  by  actions  of  the 
adviser,  it  would  be  appropriate  for  the  fund  shareholders 
to  bear  the  costs  of  those  solicitations. 

6.  Your  letter  (p.  8,  para.  3)  discusses  OCC  Banking  Circular 
No.  274  and  states  that  "OCC  is  using  its  examination  and 
supervisory  staff  to  monitor  compliance  with  the  guidance  in 
this  Circular  by  all  national  banks  and  other  entities 
selling  mutual  funds  from  a  national  bank's  premises." 

a.  Please  provide  copies  of  the  examination  guides  and  other 
preparatory  materials  used  in  connection  with  examinations 
of  bank  sales  of  retail  nondeposit  investment  products 
pursuant  to  OCC  Banking  Circular  No.  274.   Has  the  OCC  staff 
begun  to  examine  registered  broker-dealers  pursuant  to 
Banking  Circular  No.  274?   Please  provide  detailed 
information  regarding  any  such  examinations  and  whether  the 
OCC  has  coordinated  any  such  examinations  with  the  SEC.   In 
addition,  please  provide  us  with  copies  of  the  examination 
guides  used  in  connection  with  examinations  for  compliance 
with  Sections  23A  and  23B  of  the  Federal  Reserve  Act,  and 
explain  how  Mellon' s  voluntary  compliance  with  those 
sections  will  be  examined  for,  and  enforced. 

b.  Do  you  contemplate  that  (i)  the  consumer  protection 
guidelines  of  Banking  Circular  No.  274  will  establish  a 
basis  on  which  formal  disciplinary  actions  will  be  taken 
against  bank  sales  personnel  who  engage  in  unethical 
conduct;  and  (ii)  such  actions  would  be  statutory 
disqualifications  as  that  term  is  defined  in  section 

3(a) (39)  of  the  Securities  Exchange  Act  of  1934?   Under  what 
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circumstances  would  a  breach  of  the  consumer  protection 
guidelines  give  rise  to  a  private  right  of  action?   In 
addition,  please  outline  and  discuss  the  private  rights  of 
action  that  would  be  available  to  customers  under  the 
National  Bank  Act  in  light  of  such  decisions  as  In  re: 
Fidelity  Bank  Trust  Fee  Litigation.  No.  93-0025  (ED  Pa., 
Nov.  22,  1993),  and  In  re:   Corestates  Trust  Fee  Litigation. 
No.  92-5526  (ED  Pa.,  Oct.  22,  1993).   Would  customers 
damaged  by  a  breach  of  the  OCC's  guidelines  be  afforded  the 
opportunity  to  arbitrate  their  complaints  with  the  bank?  If 
your  response  is  yes,  please  document  your  analysis. 

7.    We  are  interested  in  clarifying  the  points  you  raise  in 
footnote  6  (page  8)  regarding  the  applicability  of 
suitability  requirements  to  money  market  mutual  fund 
transactions.   Footnote  6  states:   "We  note  that  the  NASD's 
Rules  of  Fair  Practice,  unlike  BC-274,  would  not  subject 
money  market  mutual  funds,  Dreyfus'  predominant  class  of 
funds,  to  suitability  requirements."  This  statement  is 
untrue. 

Banking  Circular  274  specifically  incorporates  the 
suitability  requirements  of  the  NASD's  Rules  of  Fair 
Practice.   As  a  general  matter,  these  suitability 
requirements,  found  in  Article  III,  Section  2(a),  do  apply 
to  transactions  in  money  market  mutual  funds.   Specifically, 
Section  2(a)  requires  that  broker-dealers  have  a  reasonable 
basis  for  believing  that  their  securities  recommendations 
are  suitable  upon  the  basis  of  any  disclosed  facts 
concerning  the  customer's  financial  situation  and  investment 
objectives.   We  note,  however,  that  paragraph  (b)  of  Section 
2,  which  affirmatively  requires  broker-dealers  to  obtain 
information  regarding  the  customer's  financial  situation  and 
investment  objectives  does  not  apply  to  money  market  mutual 
fund  transactions.   Accordingly,  a  broker-dealer  must  simply 
have  a  reasonable  basis  to  believe  that  a  particular  money 
market  mutual  fund  is  suitable  for  its  customer,  but  it  is 
not  affirmatively  required  to  obtain  information  in 
connection  with  its  suitability  determination.^   Please 
comment. 


As  a  general  matter,  we  note  that  there  are  several  cases 
finding  that  the  suitability  requirements  were  not  fulfilled  in 
transactions  involving  mutual  funds.   Russell  L.  Irish,  d/b/a 
Russell  L.  Irish  Investments.  SEC  Release  No.  34-7687  (1965); 
affd  367  F.2d  637  (CA-1,  1966);  cert  denied  U.S.  Sup.  Ct.  Feb. 
13,  1967.   Boren  &  Co. .  40  SEC  217  (1960).   Thomas  Arthur 
Stewart.  20  SEC  196  (1945). 
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8.  Your  letter  states  (p.  9,  para.  1)  that  "Dreyfus  would  be 
required  to  comply  with  all  laws  applicable  to  national 
banks  and  would  be  subject  to  Banking  Circular  274."   How  do 
you  envision  that  conflicts  between  requirements  of  the 
banking  laws  and  requirements  of  the  securities  laws  will  be 
resolved?   Please  indicate  what  specific  progress  the  OCC 
and  the  SEC  have  made  in  coordinating  their  regulatory 
responsibilities  with  respect  to  entities  that  are  subject 
both  to  the  federal  banking  laws  and  the  federal  securities 
laws.   Do  you  anticipate  engaging  in  (i)  coordinated  or  (ii) 
duplicate  examinations  and/or  enforcement  actions? 

9.  Mellon's  Legal  Memorandum  notes  at  page  36  that  "[b]anks 
have  increasingly  sought  to  decrease  the  roles  of  third 
party  distributors  in  the  marketing  of  their  proprietary 
mutual  funds  and  commensurately  to  increase  their  own  role 
and  that  of  their  broker-dealer  affiliates."   Concerns  have 
been  raised  that  third  party  distributors  in  general  are 
often  mere  shell  companies  that  do  very  little  and  that 
usually  subcontract  out  all  activities,  including 
advertising  and  marketing,  to  the  bank.   The  small  fees 
typically  paid  to  such  distributors  bear  out  the  lack  of 
functions.   Please  explain  why  an  entity  that  does  not 
perform  the  functions  of  marketing,  selling,  or  advertising 
a  mutual  fund,  as  would  seem  to  be  the  case  in  the 
Mellon/Dreyfus  situation,  would  nonetheless  be  considered  by 
the  OCC  to  be  the  "distributor"  of  such  fund  for  Glass- 
Steagall  purposes.   What  is  your  understanding  of  the  role 
contemplated  for  Dreyfus  Service  Corporation  or  any  other 
affiliate  of  Mellon  in  the  process  of  marketing  shares  of 
the  Dreyfus  funds?   How  does  that  role  satisfy  the 
applicable  statutory  language  and  its  intent? 

10.  Please  advise  the  Subcommittee  whether  there  are 
alternative  approaches  to  structuring  the 
Mellon/Dreyfus  transaction  that  would  better  address 
the  (1)  safety  and  soundness  and  (2)  investor 
protection  concerns  raised  by  the  proposed  structure. 
If  so,  please  describe  the  additional  safeguards  such 
alternative  structures  would  provide. 

11.  Last  month,  Heine  Securities  Corporation  (HSC)  filed  a 
Schedule  13D  with  the  SEC  in  connection  with  the 
purchase  of  the  common  stock,  par  value  $0.10  per  share 
of  the  Dreyfus  Corporation.   HSC's  response  to  Item  4 
thereof  states  that:   "Based  upon  HSC's  review  of  the 
available  public  information  concerning  the  Issuer,  the 
prospective  acquiror,  the  terms  of  the  proposed  merger 
and  the  process  leading  to  the  proposed  merger,  HSC  is 
not  convinced  that  the  merger  consideration  fully 
reflects  the  underlying  value  of  the  Issuer."   Please 
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provide  us  with  copies  of  any  information  or  analyses 
in  your  possession  that  raise  questions  about  the 
impact  of  this  transaction  on  the  shareholders  of 
Dreyfus  or  otherwise  indicates  that  the  transaction 
might  not  be  in  their  best  interests.   If  such 
information  or  analyses  are  not  currently  in  your 
possession,  please  take  such  steps  as  may  be  necessary 
to  obtain  any  such  material  from  the  parties  of  the 
Mellon/Dreyfus  transaction. 

Thank  you  for  your  cooperation  and  attention  to  this 
request. 


John  D.  Dmgell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


■S'^^ 


cc:   The  Honorable  Dan  Schaefer 
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Comptroller  of  the  Currency  tNiSir  4',J  COHHtfiC 

Administrator  of  National  Banks il-S.  MQUSf  pf  REPlJf.cFwrMii/f c 

Washington,  DC    20219 


Febraary  25,  1994 

The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  DC   20515 

Dear  Chairman  Dingell: 

Thank  you  for  your  letter  dated  January  28,  1994  as  well  as  the  letter  from  you  and  Chairman 
Gonzalez  dated  January  26,  1994  concerning  the  proposed  acquisition  by  Mellon  Bank,  N.A. 
(Mellon)  of  Dreyfus  Corporation  (Dreyftis).  After  reviewing  our  letter  of  January  12,  1994,  you 
have  asked  additional  questions  concerning  the  proposed  transaction.  This  letter  addresses  each 
of  the  substantive  issues  set  forth  in  your  request  as  fully  as  our  progress  in  analyzing  the 
Mellon  Notice  permits.  The  OCC  continues  to  evaluate  the  proposal  submitted  by  Mellon  and 
Dreyfus  on  December  30,  1993,  and  we  will  update  you  as  we  finalize  our  position  on  the  Notice 
and  the  issues  you  have  raised.  As  the  OCC  reviews  its  oversight  of  national  banks' 
involvement  with  mutual  funds,  we  will  consider  any  appropriate  changes  to  OCC  policies  in 
this  area. 

I.  You  have  asked  the  OCC  to  elaborate  on  our  previous  assertion  that  we  will  consider 
the  consequences  of  the  proposed  transaction  on  the  capital  positions  of  both  Mellon  and 
Dreyfus.    Specifically,  you  ask  the  following  questions: 

(A)  Does  the  OCC  require  national  bank  subsidiaries  to  be  separately  capitalized 
so  that  a  parent's  investment  in  an  operating  subsidiary  would  not  count 
toward  satisfaction  of  the  parent's  capital  requirements?  What  capital 
requirements  may  the  OCC  impose  in  connection  with  the  proposed 
transaction?   Which  requirements  will  the  OCC  require? 

The  OCC  requires  that  national  banks  hold  capital  conunensurate  with  the  level  and  nature  of 
all  the  risks  of  their  business,  including  the  operation  of  operating  subsidiaries.  Consistent  with 
Generally  Accepted  Accounting  Principles  (GAAP),  the  OCC  requires  national  banks  to 
consolidate  the  assets  and  liabilities  of  majority  owned  subsidiaries  for  reporting  purposes  in 
Reports  of  Condition  and  Income.  The  OCC  bases  its  capiul  requirements  under  12  C.F.R.  Part 
3  on  a  bank's  consolidated  assets.    While  this  capital  regulation  sets  forth  certain  minimum 
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capital  ratios  for  national  banks,  it  also  provides  that  the  OCC  may  require  higher  minimum 
ratios  for  a  bank  in  view  of  its  circumstances.  Twelve  C.F.R.  §  3.10(h)  specifically  provides 
that  the  OCC  may  impose  a  higher  minimum  ratio  on  a  bank  that  may  be  adversely  affected  by 
the  activities  or  condition  of  its  holding  company,  affiliates,  or  other  institutions  with  which  it 
has  significant  business  relationships. 

Mellon  currently  holds  more  than  $2  billion  of  capital,  approximately  $1  billion  of  which  is 
needed  to  satisfy  minimum  regulatory  capital  requirements.  Dreyfus  currently  maintains 
approximately  $800  million  in  capital,  less  than  $1  million  of  which  is  required  to  meet  its 
regulatory  capital  requirements  under  the  SEC's  net  capital  rule.  Under  current  rules,  if  the 
OCC  approves  the  Mellon  application  to  buy  Dreyfus,  the  assets  and  liabilities  of  the  operating 
subsidiary  will  be  consolidated  with  Mellon's  for  purposes  of  determining  new  capital 
requirements.  This  consolidation  would  increase  Mellon's  leverage  capital  requirement  by 
ahnost  $36  million,  an  amount  significantly  greater  than  the  SEC  requirement  for  Dreyfus. 

If  the  OCC  approves  the  proposed  acquisition  of  Dreyfus,  Mellon  would  be  required  under  Part 
3  to  hold  capital  against  its  consolidated  assets  (which  include  the  assets  of  its  operating 
subsidiary).  Mellon's  net  investment  in  Dreyfus  would  be  included  in  the  calculation  of  capital 
used  to  meet  those  requirements.  The  OCC  would  require  Dreyfus  to  satisfy  its  own  capital 
requirements,  including  those  imposed  by  the  SEC  under  the  net  capital  rule.  If  the  OCC 
approved  the  acquisition  but  determined  that  the  consolidated  capital  levels  did  not  adequately 
protect  Mellon  from  any  risks  from  the  mumal  funds  business  of  the  Dreyfus  operating 
subsidiary  as  well  as  from  risks  arising  from  Mellon's  current  activities,  the  OCC  would  use  its 
authority  under  Part  3  to  require  the  bank  to  maintain  additional  capital. 

Both  the  Federal  Reserve  Board  (FRB)  and  the  OCC  generally  require  consolidation  of  parent 
and  subsidiary  assets,  liabilities  and  capital  for  reporting  purposes.  Both  generally  require  that 
risk-based  capital  and  leverage  ratios  be  based  on  consolidated  assets.  Both  permit  a  parent's 
net  investment  in  a  subsidiary  to  be  included  in  the  calculation  of  consolidated  capital,  just  as 
a  subsidiary's  assets  are  included  in  the  calculation  of  the  parent's  consolidated  capital  ratios. 

The  Federal  Reserve  Board  does  not  have  any  additional  capital  requirements  for  subsidiaries 
that  engage  only  in  activities  permitted  for  banks  and  bank  operating  subsidiaries.  It  has  created, 
however,  an  additional  capital  requirement  for  holding  companies  that  include  Section  20 
subsidiaries  engaged  in  securities  underwriting  activities.  In  these  instances,  the  parent  holding 
company  also  must  meet  the  risk-based  capital  requirements  after  deducting  the  subsidiary's 
assets  and  capital.  However,  the  FRB  does  not  have  separate  capital  requirements  that  it  applies 
directly  to  the  Section  20  subsidiaries. 

The  OCC  does  not  rely  solely  on  capital  to  protect  national  banks  from  the  risks  associated  with 
the  mutual  funds  business.  In  the  event  that  we  approve  the  proposal,  both  the  OCC  and  the 
SEC  would  supervise  Mellon's  mutual  funds  related  activities  to  ensure  that  they  are  conducted 
in  accordance  with  all  applicable  laws,  rules  and  regulations  and  in  a  safe  and  sound  manner. 
A  key  factor  to  the  safe  and  sound  operation  of  a  national  bank  is  the  development  and 
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maintenance  of  policies,  procedures,  and  controls  to  reduce  or  eliminate  potential  risks.  The 
OCC  continues  to  study  national  banks"  participation  in  the  mutual  fund  business  and  to  develop 
policies  and  guidelines  that  protect  national  banks  from  the  potential  risks  of  the  business. 
Together  with  the  other  bank  regulatory  agencies,  we  published  an  Interagency  Statement  on 
Retail  Sales  of  Nondeposit  Investment  Products  on  February  17,  1994  (Interagency  Statement) 
(Attachment  A).  This  publication,  which  replaces  Banking  Circular  No.  274,  addresses 
customer  disclosure,  suitability,  training  of  employees,  and  other  issues  that  could  potentially 
expose  the  bank  to  risks. 

The  OCC  has  not  yet  determined  what  specific  conditions  would  be  placed  on  Mellon' s 
acquisition  of  Dreyfus  in  the  event  that  we  approve  the  proposal.  The  OCC  has  broad  authority 
to  impose  conditions  on  such  an  approval,  including  conditions  addressing  the  capitalization  of 
Mellon  and  Dreyfus,  and  protecting  against  the  misuse  of  capital.  At  a  minimum,  if  the  OCC 
approves  the  Notice,  we  would  require  that  Dreyfus  be  adequately  capitalized.  We  would 
impose  other  conditions  necessary  to  ensure  that  Mellon  would  operate  in  a  safe  and  sound 
manner. 

(B)  Does  the  OCC  generally  permit  banks  to  consolidate  the  capital  of  their 
securities  subsidiaries?  What  impact  does  this  position  have  on  investor 
protection?  Would  the  OCC  permit  Mellon  to  withdraw  capital  from  Dreyfus 
and  leave  Dreyfus  undercapitalized  for  regulatory  purposes?  What 
safeguards  will  the  OCC  require  Mellon  to  institute  to  protect  the  capital  of 
Dreyfus? 

The  OCC  requires  national  banks  to  hold  capital  based  on  their  consolidated  assets,  including 
the  assets  of  their  subsidiaries,  as  noted  above.  This  policy  has  no  adverse  impact  on  investor 
protection  because  it  does  not  affect  capital  requirements  applicable  to  the  operating  subsidiary. 
If  the  proposed  acquisition  were  approved,  the  OCC  would  require  Dreyfus  to  maintain  capiul 
to  meet  its  obligations  under  the  Securities  Exchange  Act  of  1934.  The  OCC  would  also  require 
Mellon  to  hold  sufficient  capital  to  account  for  any  additional  risks  to  which  we  perceive  it 
would  be  exposed  as  a  result  of  operating  the  Dreyfus  subsidiary. 

As  discussed  above,  Dreyfus  has  advised  us  that  the  SEC  currently  requires  it  to  hold  less  than 
$1  million  in  capital  under  the  SEC's  net  capital  rule  to  support  its  broker-dealer  operations. 
By  contrast,  Mellon  currently  holds  approximately  $1  billion  of  capital  under  the  requirements 
of  12  C.F.R.  Part  3.  In  order  to  be  considered  well-capitalized,  Mellon  must  hold  $1.5  billion. 
The  enormous  disparity  in  the  regulatory  capital  requirements  for  Mellon  and  Dreyfus  is  an 
indication,  however  imperfect,  of  the  relative  magnitude  of  the  risks  inherent  in  Mellon's  bank- 
related  activities  and  Dreyfus'  mumal  fund  related  activities. 

The  OCC  would  not  permit  Mellon  to  withdraw  capital  from  Dreyfus  so  as  to  leave  its 
subsidiary  undercapitalized.  The  OCC  would  consider  it  a  violation  of  law  and  an  unsafe  and 
unsound  practice  for  Mellon  or  Dreyfus  to  operate  without  sufficient  capital  to  meet  all 
regulatory  obligations,  including  those  required  under  SEC  regulations.  If  Mellon's  or  Dreyfiis* 
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capital  fell  short  of  any  of  the  OCC  or  SEC  minimum  capital  requirements,  the  OCC  could 
initiate  action  to  require  appropriate  corrective  measures,  including  an  enforcement  action  if 
appropriate.  Thus,  while  Mellon  would  reflect  the  capital  of  the  Dreyfus  operating  subsidiary 
on  its  call  reports  and  other  consolidated  financial  statements  in  accordance  with  GAAP,  the 
OCC  would  use  its  broad  authority  to  ensure  that  the  operation  was  adequately  capitalized  for 
both  banking  and  securities  purposes. 

n.  You  have  asked  what  types  of  enhanced  systems  and  controls  the  OCC  has  required 
of  banks  participating  in  the  mutual  fund  business.  You  also  ask  the  OCC  to  explain  its 
previous  statement  that  "banks  may  need  enhanced  controls  and  systems  to  mitigate  the  risk 
levels  from  increased  involvement  in  the  mutual  funds  business." 

The  OCC  has  required  national  banks  participating  in  the  mutual  funds  business  to  develop  and 
maintain  systems  and  controls  that  adequately  protect  the  bank  itself,  its  depositors,  and  mutual 
fiind  investors  from  the  risks  associated  with  the  business.  One  important  risk  associated  with 
the  sale  of  mutual  funds  through  national  banks  is  customer  confusion.  The  systems  and  controls 
necessary  to  reduce  or  eliminate  these  risks  will  vary  depending  on  the  specific  facts  and 
circumstances  of  the  bank's  participation  in  the  mutual  fund  business  and  the  unique  risks  of 
each  business  relationship.  The  OCC  has  required  national  banks  participating  in  the  mutual 
funds  business  to  take  certain  precautionary  measures  including,  but  not  limited  to,  disclosing 
the  risks  of  mutual  funds  to  potential  investors,  developing  and  maintaining  policies  governing 
conflict  of  interest  prohibitions  and  suitability  of  recommendations,  prohibiting  teller  sales, 
obtaining  customer  signatures  on  disclosure  forms,  prohibiting  compensation  systems  with 
inappropriate  incentives,  such  as  success-based  teller  referral  fees,  maintaining  adequate 
subsidiary  capital,  and  ensuring  arm's  length  transactions  with  operating  subsidiaries.  Our  letter 
to  NationsBank  dated  April  9,  1993  (Attachment  B)  provides  examples  of  the  types  of  conditions 
required  of  a  national  bank  participating  in  the  mutual  fund  business  through  an  operating 
subsidiary.  The  OCC  incorporated  many  of  these  conditions  into  Banking  Circular  No.  274  and, 
more  recently,  the  Interagency  Statement. 

Our  statement  that  "banks  may  need  enhanced  controls  and  systems  to  mitigate  the  increased  risk 
levels  resulting  from  increased  involvement  in  the  mutual  funds  business"  restates  our  intention 
to  tailor  the  required  systems  and  controls  to  specific- situations.  As  with  any  national  bank 
activity,  the  level  of  participation  in  the  mutual  funds  business  should  be  considered  in  analyzing 
what  systems  and  controls  are  necessary  for  a  safe  and  sound  operation.  A  national  bank  that 
assumes  multiple  responsibilities  in  the  mutual  funds  business  may  require  enhanced  or  perhaps 
different  systems  and  controls  compared  with  one  that  assumes  a  more  limited  role.  We  will 
consider  the  scope  and  magnitude  of  tiie  Mellon/Dreyfus  proposal  in  deciding  whether  to 
approve  it  and,  if  necessary,  what  systems  and  controls  are  appropriate. 

III.  You  have  asked  how  the  OCC  would  rely  on  its  cease  and  desist  authority  to  enforce 
any  voluntary  commitments  made  by  Mellon  and  Dreyfus  as  well  as  the  legal  requirements 
concerning  distributor  independence. 
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Twelve  U.S.C.  §  1818(b)  authorizes  the  OCC  to  initiate  cease  and  desist  proceedings  against  an 
institution-affiliated  party  based  on  any  violation  of  law,  rule,  or  regulation,  any  unsafe  or 
unsound  practice,  any  condition  imposed  in  writing  by  the  agency  in  connection  with  the 
granting  of  an  application,  or  any  written  agreement  entered  into  with  the  agency. 

The  OCC  may  include  significant  voluntary  commitments  as  written  conditions  in  a  letter 
approving  a  corporate  activity  or  acquisition.  Approval  letters  may  state  that  the  conditions  are 
"conditions  imposed  in  writing  by  the  agency"  within  the  meaning  of  §  1818(b)  in  order  to  make 
our  jurisdiction  clear  to  all  parties.  If  an  institution-affiliated  party  subsequently  violated  or  was 
about  to  violate  one  of  those  provisions,  the  OCC  could  initiate  cease  and  desist  proceedings  to 
enforce  the  provision.  In  the  most  egregious  cases,  where  the  violation  in  question  posed  a 
significant  and  imminent  threat  to  the  bank,  the  OCC  could  pursue  a  temporary  cease  and  desist 
order  under  12  U.S.C  §  1818(c).  Once  an  order  is  in  place,  the  OCC  may  specifically  enforce 
it  by  going  into  federal  court  or  pursue  civil  money  penalties  for  violations  of  the  order. 

If  a  policy  guideline  is  not  set  forth  as  a  condition  imposed  in  writing,  the  OCC  may 
nevertheless  initiate  cease  and  desist  proceedings  if  the  violation  of  that  guideline  constitutes  an 
unsafe  or  unsound  practice.  While  the  Gulf  Federal  court  interpreted  the  term  "unsafe  or 
unsound  practice"  in  the  narrowest  sense,  that  case  is  not  determinative.  Other  courts,  including 
those  in  the  same  circuit,  have  taken  the  broader  view  that  the  OCC  has  the  expertise  to 
determine  whether  an  activity  is  unsafe  or  unsound  and  to  fashion  the  appropriate  relief  to 
prevent  funire  abuses.  See  Independent  Bankers  v.  Heimann.  613  F.  2d  1164,  1169  (DC.  Cir. 
1979):  Groos  National  Bank  v.  OCC.  573  F.  2d  889,  897  (5th  Cir.  1978).  The  OCC  advocates 
this  broader  view  of  the  term  "unsafe  or  unsound  practice"  and  would  consider  initiating 
enforcement  action  to  require  a  national  bank  to  comply  with  the  mandates  of  the  Interagency 
Statement  and  other  policy  guidelines  governing  mutual  fund  activities  if  the  noncompliance 
constituted  an  unsafe  or  unsound  banking  practice. 

Finally,  a  national  bank's  violation  of  a  voluntary  commitment  in  connection  with  the  approval 
of  an  operating  subsidiary  could  violate  12  C.F.R.  §  5.34.  Failure  to  comply  with  voluntary 
commitments  could  cause  the  bank  to  engage  in  an  activity  not  approved  for  its  operating 
subsidiary.  This  would  violate  OCC  regulations  requiring  national  banks  to  notify  the  OCC 
before  engaging  in  any  new  activity  through  an  operating  subsidiary.  In  that  case,  the  OCC 
could  initiate  action  to  correct  the  violation  of  this  regulation,  including  enforcement  action 
where  appropriate. 

Mellon  has  represented  that  it  would  not  object  if  its  voluntary  commitments  made  in  the  Policy 
Statement  were  included  as  written  conditions.  If  the  OCC  were  to  approve  the  Notice,  the 
written  conditions  the  OCC  at  a  minimum  would  likely  impose  would  cover  the  voluntary 
commitments  set  forth  in  the  Policy  Statement. 

rv.  You  have  asked  the  OCC  to  support  its  previous  statement  that  "[b]ecause 
establishment  of  operating  subsidiaries  is  part  of  the  business  of  banking,  it  is  not 
proscribed  by   12  U.S.C.   section  24(7)   provisions  on  purchasing  corporate  stock." 
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Specifically  you  ask  whether  the  OCC  still  adheres  to  the  reasoning  of  12  C.F.R.  §  7.10  and 
whether  the  establishment  of  operating  subsidiaries  can  still  be  considered  "incidental"  and 
"necessary  to  carry  on  the  business  of  banking"  under  the  standard  set  forth  in  the  recent 
Fifth  Circuit  opinion  in  VALIC  v.  Clarke. 

While  certain  concepts  contained  in  the  former  12  C.F.R.  §  7. 10  may  be  useful  in  analyzing  the 
law  on  operating  subsidiaries,  the  OCC  does  not  rely  on  that  section  in  its  review  of  notices  such 
as  the  Mellon/Dreyfiis  proposal.  The  OCC  does  maintain,  however,  that  the  establishment  of 
certain  operating  subsidiaries  is  authorized  by  12  U.S.C.  §  24(7),  which  permits  national  banks 
to  exercise  "all  such  incidental  powers  as  shall  be  necessary  to  carry  on  the  business  of 
banking."  Twelve  C.F.R.  §  5.34  provides  that  a  national  bank  may  engage  in  such  activities 
through  an  operating  subsidiary  upon  filing  proper  notice  and  receiving  approval  from  the  OCC. 
We  take  exception  to  the  decision  in  the  VALIC  case  and  continue  to  challenge  that  decision  in 
the  courts.  We  should  also  note  that  federal  courts  in  other  circuits  interpret  section  24(7)  more 
broadly.  For  these  reasons,  we  believe  that  the  VALIC  decision  has  only  limited  applicability 
to  the  permissible  activities  of  national  banks  and  their  operating  subsidiaries  under  12  U.S.C. 
§  24(7). 

V.  You  have  asked  us  to  explain  why  it  is  appropriate  for  the  shareholders  of  the 
Dreyfus  funds  to  bear  the  costs  of  the  proxy  solicitations  necessary  for  its  acquisition  by 
Mellon. 

The  OCC  has  not  concluded  that  it  is  appropriate  for  shareholders  of  the  Dreyfus  funds  to  bear 
the  costs  of  the  proxy  solicitations  necessary  for  its  acquisition  by  Mellon.  The  SEC  has 
established  rules  governing  all  aspects  of  proxy  solicitations,  including  allocation  of  costs. 
Those  rules  will  govern  the  proxy  solicitation  in  this  case  just  as  they  would  apply  to  any 
publicly  traded  company.  The  SEC,  therefore,  is  the  appropriate  governmental  entity  to 
consider  whether  the  allocation  of  costs  complies  with  its  regulatory  restrictions. 

VL  You  have  asked  the  OCC  to  provide  information  pertaining  to  the  examination  and 
supervision  of  national  banks  participating  in  the  sale  of  mutual  funds.  Specifically,  you 
ask  the  following  questions: 

(A)  You  have  asked  how  the  OCC  conducts  examinations  of  bank  sales  of  retail 
nondeposit  investment  products  pursuant  to  OCC  Banking  Circular  274.  Has 
the  OCC  begun  to  examine  registered  broker-dealers?  Does  the  OCC 
coordinate  with  the  SEC  on  these  examinations?  How  will  the  OCC  examine 
and  enforce  Mellon's  voluntary  compliance  with  Sections  23A  and  23B  of  the 
Federal  Reserve  Act? 

The  OCC  has  conducted  examinations  of  national  banks  participating  in  the  mutual  fiinds 
business.  The  OCC  examines  these  national  banks  and  their  operating  subsidiaries,  including 
subsidiaries  that  are  registered  broker-dealers.   The  OCC  shares  information  with  the  SEC  and 
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is  working  toward  the  development  of  policies  to  provide  for  joint  examinations  and  additional 
coordination  in  this  area. 

Following  the  issuance  of  Banking  Circular  No.  274,  the  OCC  developed  a  set  of  procedures 
for  examiners  to  use  in  testing  compliance  with  the  guidelines  in  the  circular.  OCC  examiners 
recently  have  been  using  these  procedures  in  examinations.  Based  on  the  reports  from  these 
examinations,  the  OCC  has  revised  and  issued  the  new  examination  procedures  (Attachment  C). 
These  procedures  provide  guidance  to  examiners  reviewing  bank  nondeposit  investment  product 
retail  sales  operations,  including  bank-related  marketing  and  promotional  activities.  The 
procedures  address  disclosure,  suitability,  employee  training  and  compensation,  oversight  of 
third  party  vendors,  and  program  management.  Examiners  are  advised  to  review  the  policies, 
procedures,  systems,  and  controls  and  evaluate  their  effectiveness  in  terms  of  the  scope  of  the 
bank's  sales  activities. 

The  OCC  has  found  that  most  banks  are  making  a  good  faith  effort  to  comply  with  Banking 
Circular  No.  274.  (We  now  are  asking  banks  to  follow  the  Interagency  Statement.)  In  most 
cases,  our  supervisory  efforts  have  focused  on  asking  banks  to  enhance  their  existing  policies, 
systems,  and  controls.  As  a  result  of  the  examination  process,  we  have  directed  national  banks 
to  enhance  their  compliance  programs  by  formalizing  the  suitability  review  process,  ensuring 
that  compensation  programs  are  not  structured  in  a  way  that  results  in  unsuitable  sales,  and 
making  required  disclosures  more  conspicuous  on  pamphlets  and  brochures. 

When  examiners  find  noncompliance  with  written  conditions  of  approval  for  an  operating 
subsidiary  or  voluntary  commitments  the  OCC  may  require  remedial  action.  If  the  OCC 
determined  that  Mellon  had  failed  to  abide  by  a  voluntary  commitment  to  comply  with  sections 
23A  and  23B,  we  would  take  action  to  correct  the  problem.  The  OCC  could  initiate  such  an 
action  under  §  1818  if  the  violation  were  an  unsafe  or  unsound  practice.  The  OCC  could  also 
withdraw  its  approval  of  an  operating  subsidiary  based  on  the  failure  to  abide  by  the 
commitments  upon  which  we  based  the  approval  and  initiate  an  enforcement  action  based  on  a 
violation  of  12  C.F.R.  §  5.34. 

(B)  Does  the  OCC  contemplate  that  the  consumer  protection  guidelines  of 
Banking  Circular  No.  274  will  establish  a  basis  on  which  formal  disciplinary 
actions  will  be  taken  against  bank  sales  personnel  who  engage  in  unethical 
conduct  and  that  such  actions  will  be  statutory  disqualifications  as  that  term 
is  defmed  in  section  3(a)(3)  of  the  Securities  Exchange  Act  of  1934? 

Failure  to  comply  with  the  consumer  protection  guidelines  of  the  Interagency  Statement  would 
establish  the  basis  for  a  formal  enforcement  action  against  bank  sales  personnel  only  if  such 
action  threatened  the  safety  and  soundness  of  the  bank  or  involved  a  violation  of  law.  If  the 
conduct  giving  rise  to  the  formal  action  constituted  fraud  under  the  Exchange  Act,  the  action 
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could  be  a  statutory  disqualification  under  that  Act.  Noncompliance  with  the  OCC  guidelines 
would  form  the  basis,  however,  for  informal  action  against  either  bank  sales  personnel  or  the 
bank  itself.  Such  informal  action  could  include  notifying  bank  management  of  the  problem  or 
securing  the  bank's  written  commitment  to  correct  the  problem.  Management  could  correct  the 
problem  by  retraining,  transferring,  or  terminating  the  employee.  If  the  improper  conduct 
appears  to  be  more  widespread,  in  all  likelihood  the  OCC  would  ask  management  to  review  its 
training  procedures  and  internal  controls  and  take  other  appropriate  corrective  action. 

(C)  Under  what  circumstances  would  a  breach  of  the  consumer  protection 
guidelines  in  Banking  Circular  No.  274  give  rise  to  a  private  right  of  action? 
Would  customers  damaged  by  a  breach  of  the  OCC's  guidelines  be  afforded 
the  opportunity  to  arbitrate  their  complaints  with  the  bank? 

The  Interagency  Statement  does  not  specifically  provide  that  a  violation  of  its  guidelines  will 
give  rise  to  a  private  right  of  action.  Certain  provisions  of  the  circular  might  give  rise  to  a 
private  right  of  action  under  other  statutes.  Conduct  that  rises  to  the  level  of  fraud,  including 
misrepresentation  of  an  investment  product  or  placing  a  customer  in  unsuitable  investments, 
could  give  rise  to  a  private  right  of  action  under  section  10(b)  of  the  Exchange  Act.  Customers 
might  also  file  suit  against  national  banks  involved  in  the  sale  of  mutual  funds  based  on  alleged 
breaches  of  fiduciary  duty,  breach  of  contract,  or  misleading  or  deceptive  sales  practices.  The 
OCC  is  not  aware  of  any  case  in  which  a  plaintiff  has  attempted  to  establish  a  private  right  of 
action  based  on  Banking  Circular  No.  274. 

Trade  associations  for  the  banking  industry  recently  joined  together  to  publish  guidelines  on 
retail  investment  sales  by  banks.  Those  guidelines  provide  that  banks  may  wish  to  resolve 
disputes  with  customers  involving  securities  transactions  through  arbitration.  The  publication 
includes  sample  arbitration  forms  to  use  in  such  disputes.  The  OCC  supports  arbitration  as  a 
dispute  resolution  mechanism. 

VII.  You  have  asked  the  OCC  to  clarify  its  statement  that  the  NASD's  Rules  of  Fair 
Practice  would  not  subject  money  market  mutual  funds  to  suitability  requirements. 

Both  the  Interagency  Statement  and  Banking  Circular-  No.  274  provide  that  bank  personnel 
should  recommend  the  purchase  of  money  market  and  other  mutual  funds  only  after  obtaining 
financial  information  from  the  investor  and  reviewing  it  to  ensure  that  the  investment  is  suitable. 
As  you  have  described  in  your  letter,  such  recommendations  by  broker-dealers  outside  of  the 
bank-related  sales  context  are  subject  to  slightly  different  requirements  with  respect  to  money 
market  mutual  funds.  The  OCC  has  recognized  that  a  bank  customer  may  become  confused 
upon  receipt  of  a  recommendation  to  transfer  an  insured  deposit  into  a  money  market  mutual 
fund.  The  OCC  believes  that  in  these  circumstances  an  appropriate  suitability  requirement 
affords  necessary  additional  protection  for  bank  customers. 
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Vm.     You  have  asked  how  the  OCC  plans  to  resolve  conflicts  between  banking  and 
securities  laws  in  the  regulation  of  Mellon  after  the  acquisition  of  Dreyfus  and,  more 
generaUy,  what  steps  the  OCC  and  the  SEC  have  taken  to  coordinate  their  regulatory 
efforts. 

The  OCC  is  working  with  the  SEC  to  coordinate  the  administration  of  banking  and  securities 
laws  and  develop  more  consistent  interagency  policies  and  guidelines  in  connection  with  the 
regulation  of  banks  engaged  in  mutual  funds  related  activities. 

The  OCC  and  SEC  share  a  variety  of  supervisory  and  examination  infonnation.  The  OCC  has 
provided  the  SEC  with  access  to  our  reports  of  examination,  work  papers,  and  examiners  in 
connection  with  SEC  investigations.  We  also  provide  information  to  the  SEC  to  assist  with  its 
review  of  disclosures  relating  to  bank  holding  companies  with  national  bank  subsidiaries.  The 
OCC  refers  potential  violations  of  law  to  the  SEC  and  has  brought  joint  enforcement  actions  in 
appropriate  cases.  Similarly,  the  SEC  has  provided  the  OCC  with  access  to  its  inspection 
reports  and  internal  memorandum,  and  has  referred  appropriate  cases  to  the  OCC. 

In  connection  with  our  consideration  of  Mellon's  application  to  acquire  Dreyfus,  OCC  and  SEC 
staffs  met  to  discuss  the  SEC's  procedures  for  supervising  mutual  fund  companies  such  as 
Dreyfus.  We  inquired  about  the  SEC's  experiences  with  regulating  Dreyfus  and  whether  the 
SEC  had  any  particular  concerns  we  should  investigate  as  we  consider  the  application.  We  will 
continue  to  coordinate  with  the  SEC  as  we  proceed  with  the  review  process. 

We  should  also  note  that  senior  staffs  representing  the  OCC  and  SEC  have  also  discussed  joint 
examinations  of  banks  and  operating  subsidiaries  involved  in  mutual  fund  activities.  OCC  and 
SEC  staffs  have  agreed  to  develop  general  guidelines  for  handling  the  mechanics  of  these 
examinations,  including  the  scope  of  the  examinations,  the  allocation  of  work  responsibilities, 
and  the  preparation  of  examination  reports. 

IX.  You  have  asked  the  OCC  to  explain  why  an  entity  that  does  not  perform  the 
functions  of  marketing,  selling  or  advertising  a  mutual  fund  would  be  considered  a 
"distributor"  of  such  a  fund  for  Glass-Steagall  purposes,  i.e.  what  role  will  Dreyfus  Service 
Corporation  play  in  the  process  of  marketing  shares  of  the  Dreyfus  funds  and  how  does 
that  role  satisfy  the  applicable  statutory  language  and  its  intent? 

Mellon  has  represented  that  the  proposed  subsidiaries  acquiring  Dreyfus  would  engage  only  in 
activities  permissible  for  national  banks.  National  banks  generally  are  not  permitted  to  act  as 
a  "distributor"  of  securities  including  mutual  funds.  Thus,  Mellon  has  represented  that  Dreyfus 
will  resign  as  distributor  of  the  Dreyfus  funds  prior  to  the  time  the  acquisition  is  consimunated. 
The  boards  of  directors  for  the  individual  funds  would  contract  with  an  independent  third  party 
to  assume  the  role  of  distributor.  The  distributor  would  be  responsible  for  sponsoring  new 
funds,  selecting  wholesale  distributors  for  sales  of  fund  shares,  sending  or  arranging  for  the 
sending  of  confirmations  to  customers,  and  for  various  other  regulatory/administrative  services 
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that  are  typical  for  a  distributor.  The  distributor  would  receive  a  fee  for  its  distribution  activities 
consistent  with  industry  practice. 

Although  the  Glass-Steagall  Act  does  not  explicitly  define  the  term  "distribution,"  it  has  been 
interpreted  by  the  courts  to  be  limited  in  scope  and  generally  similar  to  the  traditional 
"underwriting"  of  newly  issued  securities.  See  Securities  Industry  Association  v.  Board  of 
Governors  of  the  Federal  Reserve  Svstem.  468  U.S.  207,  217  (1984)  (terms  "underwriting"  and 
"distribution"  traditionally  apply  to  function  different  from  that  of  securities  broker).  The  Glass- 
Steagall  Act  prohibits  such  activities  due  to  concerns  that  they  are  too  speculative  for  national 
banks  and  that  such  activities  might  subject  banks  to  other  subtle  hazards.  It  is  true  that  the 
third  party  distributor  would  not  bear  the  risks  traditionally  associated  with  underwriting.  It  is 
also  true,  however,  that  Mellon  would  not  bear  those  risks.  If  the  transaction  is  approved, 
Mellon  and  the  subsidiaries  v/ould  not  purchase  mutual  fund  shares  for  their  own  account  and 
would  not  put  bank  assets  at  risk.  Moreover,  Mellon  and  the  subsidiaries  would  not  be  obligated 
to  sell  shares  of  the  Dreyfus  funds.  Finally,  Mellon's  ability  to  lend  money  to  Dreyfus  will  be 
restricted.  In  essence,  neither  Mellon  nor  the  third  party  distributor  would  bear  any 
underwriting  risk  and  Mellon  will  not  be  subject  to  certain  subtle  hazards  related  to  speculative 
securities  activities. 

If  the  transaction  is  approved,  Mellon  would  limit  its  role  in  marketing  to  permissible  activities 
such  as  providing  brokerage  and  investment  advisory  services  to  customers  and  advertising 
relating  to  those  services.  Mellon  would  also  prepare  advertisements  on  specific  investment 
products  that  conform  to  market  standards.  While  Mellon  would  take  an  active  role  in 
marketing,  that  role  would  not  subject  the  bank  to  the  type  of  risks  traditionally  associated  with 
underwriting. 

X.  You  have  asked  whether  the  OCC  has  identifled  any  alternative  approaches  to 
structuring  the  transaction  that  would  better  address  the  safety  and  soundness  and  investor 
protection  concerns  raised  by  the  proposed  structure. 

The  OCC  is  in  the  process  of  reviewing  the  structure  proposed  by  Mellon  and  Dreyfus  to 
determine  whether  it  is  safe  and  sound  for  the  bank  and  whether  it  adequately  protects  potential 
investors.  The  OCC  will  not  approve  the  proposed  transaction  unless  it  meets  those  high 
standards.  At  this  point,  the  OCC  has  not  considered  any  alternative  approaches  to  the  proposed 
plan.  In  the  event  we  are  unable  to  approve  the  plan  as  submitted,  we  will  review  any 
alternative  approaches  that  the  parties  choose  to  submit. 

XI.  You  have  asked  us  to  provide  you  with  copies  of  any  information  or  analyses  that 
raise  questions  about  the  impact  of  the  proposed  acquisition  on  the  shareholders  of  Dreyfus 
or  otherwise  indicate  that  the  transaction  might  negatively  impact  those  shareholders. 


631 


-11- 

We  have  enclosed  a  copy  of  the  Schedule  13D  filed  by  Heine  Securities  Corporation.  We 
obtained  a  copy  of  this  public  filing  from  the  SEC  in  response  to  your  request.  The  OCC  is 
aware  of  the  commentary  in  the  market  about  whether  Mellon  is  paying  too  much  or  too  little 
to  acquire  Dreyfus.  We  believe  that  shareholders  are  best  positioned  to  evaluate  whether  the 
merger  would  promote  their  best  interests.  Dreyfus  will  provide  its  shareholders  with  the  full 
range  of  information  required  under  the  federal  securities  laws,  including  information  on  the 
pricing  of  shares  and  the  impact  of  the  proposed  merger  on  their  investments.  Shareholders  will 
have  the  opportunity  to  review  this  information  before  voting  on  the  proposed  transaction. 
Regardless  of  the  OCC's  action  in  this  matter,  the  acquisition  will  not  go  forward  without  the 
approval  of  the  Dreyfus  shareholders. 

I  hope  this  information  is  useful  to  you.  If  you  have  any  further  questions,  please  contact  me 
at  (202)  874-4900  or  David  Apgar  at  (202)  874-4890. 


Sincerely, 

^ene  A.  Ludwig  / 

[iptroller  of  the  Currency  / 
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Office  of  the  Comptroller  of  the  Currency 

Joint  Release    Federal  Deposit  Insurance  Corporation 

Board  of  Governors  of  the  Federal  Reserve  System 
Office  of  Thrift  Supervision 

For  Immediate  Release 
February  17,  1994 

Regulators  Issue  Uniform  Guidance  on  Mutual  Fund  Sales 

The  federal  bank  and  thrift  regulatory  agencies  today  released  a  joint  statement  on  retail 
sales  of  mutual  fund  and  other  nondeposit  investment  products  by  federally  insured 
financial  institutions.    The  statement  supersedes  guidance  previously  issued  by  each  of  the 
four  agencies. 

Today's  action  means  insured  financial  institutions  will  now  be  operating  under  the  same 
interagency  statement  for  the  provision  of  mutual  fiind  and  other  investment  services.    The 
statement  applies  to  insured  depository  institutions  offering  a  mutual  fund  or  other 
nondeposit  investment  product  sales  program  at  the  retail  level,  either  directly  or  indirectly. 
It  reaffuTns  the  agencies'  belief  that  retail  customers  must  be  fully  informed  about  risks 
associated  with  mutual  fund  or  other  nondeposit  investment  products.    Banks  and  thrifts 
recommending  or  selling  such  products  should  ensure  that  customers  are  fiilly  informed  that 
the  products:    (1)  are  not  FDIC  insured,  (2)  are  not  deposits  or  other  obligations  of  the 
institution  and  are  not  guaranteed  by  the  institution,  and  (3)  involve  investment  risks, 
including  possible  loss  of  principal.    These  disclosures  should  be  conspicuous  and  presented 
in  a  clear  and  concise  manner. 

The  statement  makes  clear  that  tellers  should  not  make  specific  recommendations  about 
nondeposit  investments,  qualify  customers,  or  accept  orders.    It  also  outlines  steps 
depository  institutions  should  take  to  minimize  the  possibility  of  customer  confusion. 
Among  other  things,  banks  and  thrifts  should: 

•  advertise  and  disclose  information  about  mutual  fund  and  other  investment  products 
in  a  manner  that  clearly  differentiates  these  products  ft'om  insured  deposits; 

•  obtain  a  signed  statement  when  a  customer  opens  an  investment  account 
acknowledging  that  the  customer  has  received  and  understands  the  disclosures; 

•  conduct  investment  sales  programs  on  bank  premises  in  a  physical  location  distinct 
from  the  area  where  retail  deposits  are  taken; 

•  ensure  that  investment  sales  personnel  are  properly  qualified  and  trained; 


633 


ensure  that  sales  personnel  recommend  particular  investments  that  are  suitable  for 
the  particular  customer;  and 

ensure  that  incentive  compensation  programs  are  properly  structured  to  protect 
customers. 


Banks  and  thrifts  should  adopt  written  policies  and  procedures  to  implement  their 
investment  sales  programs  that  are  consistent  with  the  joint  statement.    The  agencies  will  be 
examining  the  institutions  they  supervise  for  compliance  with  the  joint  statement. 

The  agencies  will  mail  copies  of  the  joint  statement  to  the  institutions  they  regulate. 

### 
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BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 

OFFICE  OF  THRIFT  SUPERVISION 

INTERACENCY  STATEMENT 
ON  RETAIL  SALES  OF  NONDEPOSIT  INVESTMENT  PRODUCTS 

February  15,  1994 

INTRODUCTION 

Recently  many  insured  depository  institutions  have  expanded  their  activities  in  recommending 
or  selling  to  retail  customers  nondeposit  investment  products,  such  as  mutual  funds  and 
annuities.    Many  depository  institutions  are  providing  these  services  at  the  retail  level,  directly 
or  through  various  types  of  arrangements  with  third  parties. 

Sales  acuvities  for  nondeposit  investment  products  should  ensure  that  customers  for  these 
products  are  clearly  and  fully  informed  of  the  nature  and  risks  associated  with  these  products. 
In  panicular.  where  nondeposit  investment  products  are  recommended  or  sold  to  retail 
customers,  depository  institutions  should  ensure  that  customers  are  fully  informed  that  the 
products: 

•  are  not  insured  by  the  FDIC; 

•  are  not  deposits  or  other  obligations  of  the  institution  and  are  not  guaranteed  by 
the  institution:  and. 

•  are  subject  to  investment  risks,  including  possible  loss  of  the  principal  invested. 


635 


Moreover,  sales  activities  involving  these  investment  products  should  be  designed  to  minimize 
the  possibility  of  customer  confusion  and  to  safeguard  the  institution  from  liability  under  the 
applicable  anti-fraud  provisions  of  the  federal  securities  laws,  which,  among  other  things, 
prohibit  materially  misleading  or  inaccurate  representations  in  connection  with  the  sale  of 


The  four  federal  banking  agencies  --  the  Board  of  Governors  of  the  Federal  Reserve  System. 
the  Federal  Deposit  Insurance  Corporation,  the  Office  of  the  Comptroller  of  the  Currency,  and 
the  Office  of  Thrift  Supervision  --  are  issuing  this  Statement  to  provide  uniform  guidance  to 
depository  institutions  engaging  in  these  activities.' 

SCOPE 

This  Statement  applies  when  retail  recommendations  or  sales  of  nondeposit  investment 
products  are  made  by: 

•  employees  of  the  depository  institution; 


'    Each  of  the  four  banking  agencies  has  in  the  past  issued  guidelines  addressing  various 
aspects  of  the  retail  sale  of  nondeposit  investment  products.   OCC  Banking  Circular  274  (July 
19.  1993);  FDIC  Supervisory  Statement  nL-71-93  (October  8,  1993);  Federal  Reserve  Letters 
SR  93-35  (June  17,  1993),  and  SR  91-14  (June  6,  1991);  OTS  Thrift  BuUetin  23-1  (Sept.  7. 
1993).   This  Statement  is  intended  to  consolidate  and  make  uniform  the  guidance  contained  in 
the  various  exisang  statements  of  each  of  the  agencies,  all  of  which  are  superseded  by  this 
Statement. 

Some  of  the  banking  agencies  have  adopted  additional  guidelines  covering  the  sale  of 
certain  specific  types  of  instruments  by  depository  institutions,  i.e.,  obligations  of  the 
institution  itself  or  of  an  affiliate  of  the  institution.   These  guidelines  remain  in  effect  except 
where  clearly  inapplicable. 
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•  employees  of  a  third  pany.  which  may  or  may  not  be  affiliated  with  the 
institution."  occurring  on  the  premises  of  the  institution  (including  telephone 
sales  or  recommendations  by  employees  or  from  the  institution's  premises  and 
sales  or  recommendations  initiated  by  mail  from  its  premises);  and 

•  sales  resulting  from  a  referral  of  retail  customers  by  the  institution  to  a  third 
party  when  the  depository  institution  receives  a  benefit  for  the  referral. 

These  guidelines  generally  do  not  apply  to  the  sale  of  nondeposit  investment  products  to  non- 
retail  customers,  such  as  sales  to  fiduciary  accounts  administered  by  an  institution.'    However, 
as  pan  of  its  fiduciary  responsibility,  an  institution  should  take  appropriate  steps  to  avoid 
potential  customer  confusion  when  providing  nondeposit  investment  products  to  the 
institution's  fiduciary  customers. 

ADOPTION  OF  POLICIES  AND  PROCEDURES 

Program  Management.    .A  depository  institution  involved  in  the  activities  described  above 


"   This  Statement  does  not  apply  to  the  subsidiaries  of  insured  state  nonmember  banks, 
which  are  subject  to  separate  provisions,  contained  in  12  CFR  337.4.  relating  to  securities 
activities.    For  OTS-regulated  institutions  that  conduct  sales  of  nondeposit  investment 
products  through  a  subsidiary,  these  guidelines  apply  to  the  subsidiary.    12  CFR  545.74  also 
applies  to  such  sales.    Branches  and  agencies  of  U.S.  foreign  banks  should  follow  these 
guidelines  with  respect  to  their  nondeposit  investment  sales  programs. 

Restrictions  on  a  national  bank's  use  as  fiduciary  of  the  bank's  brokerage  service  or 
other  entity  with  which  the  bank  has  a  conflict  of  interest,  including  purchases  of  the  bank's 
proprietary  and  other  products,  are  set  out  in  12  CFR  9.12.    Similar  restrictions  on 
transactions  between  funds  held  by  a  federal  savings  association  as  fiduciary  and  any  person 
or  organization  with  whom  there  exists  an  interest  that  might  affect  the  best  judgment  of  the 
association  acting  in  its  fiduciary  capacity  are  set  out  in  12  CFR  550.10. 
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tor  the  sale  of  nondeposit  investment  products  to  its  retail  customers  should  adopt  a  wrinen 
\tatement  that  addresses  the  nsks  associated  with  the  sales  program  and  contains  a  summary 
of  policies  and  procedures  outlining  the  features  of  the  institution's  program  and  addressing, 
at  a  minimum,  the  concerns  described  in  this  Statement.   The  v.Titten  statement  should 
address  the  scope  of  activities  of  any  third  party  involved,  as  well  as  the  procedures  for 
monitoring  compliance  by  third  parties  in  accordance  with  the  guidelines  below.    The  scope 
and  level  of  detail  of  the  statement  should  appropriately  reflect  the  level  of  the  institution  s 
involvement  in  the  sale  or  recommendation  of  nondeposit  investment  products.    The 
institutions  statement  should  be  adopted  and  reviewed  periodically  by  its  board  of  directors. 
Depository  institutions  are  encouraged  to  consult  with  legal  counsel  with  regard  to  the 
implementation  of  a  nondeposit  investment  product  sales  program. 

The  institution's  policies  and  procedures  should  include  the  following: 

•  Compliance  procedures.   The  procedures  for  ensuring  compliance  with 
applicable  laws  and  regulations  and  consistency  with  the  provisions  of  this 
Statement. 

•  Supervision  of  personnel  involved  in  sales.    A  designation  by  senior 
managers  of  specific  individuals  to  exercise  supervisory  responsibility  for  each 
activity  outlined  in  the  institution's  policies  and  procedures. 

•  Types  of  products  sold.   The  criteria  governing  the  selection  and  review  of 
each  type  of  product  sold  or  reconimended. 

•  Permissible  use  of  customer  information.   The  procedures  for  the  use  of 


80-222  0-94-21 


638 


5 
information  regarding  the  institution's  customers  for  any  purpose  in  connection 
with  the  retail  sale  of  nondeposit  investment  products. 

Designation  of  employees  to  sell  investment  products.    A  description  of  the 
responsibilities  of  those  personnel  authorized  to  sell  nondeposit  investment 
products  and  of  other  personnel  who  may  have  contact  with  retail  customers 
concerning  the  sales  program;  and  a  description  of  any  appropriate  and 
inappropriate  referral  activities  and  the  training  requirements  and  compensation 
arrangements  for  each  class  of  personnel. 

Arrangements  with  Third  Parties.    If  a  depository  institution  directly  or  indirectly, 
including  through  a  subsidiary  or  service  corporation,  engages  in  activities  as  described  above 
under  which  a  third  party  sells  or  recommends  nondeposit  investment  products,  the  institution 
should,  prior  to  entering  into  the  arrangement,  conduct  an  appropriate  review  of  the  third 
party.   The  institution  should  have  a  written  agreement  with  the  third  party  that  is  approved 
by  the  institution's  board  of  directors.     Compliance  with  the  agreement  should  be 
periodically  monitored  by  the  institution's  senior  management.    At  a  minimum,  the  written 
agreement  should: 

describe  the  duties  and  responsibilities  of  each  party,  including  a  description  of 
permissible  activities  by  the  third  party  on  the  institution's  premises,  terms  as 
to  the  use  of  the  institution's  space,  personnel,  and  equipment,  and 
compensation  arrangements  for  personnel  of  the  institution  and  the  third  party. 
•  specify  that  the  third  party  will  comply  with  all  applicable  laws  and 
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regulations,  and  will  act  consistently  with  the  provisions  of  this  Statement 
and.  in  particular,  with  the  provisions  relating  to  customer  disclosures. 

•  authorize  the  institution  to  monitor  the  third  party  and  periodically  review  and 
verify  that  the  thud  party  and  its  sales  representatives  are  complying  with  its 
agreement  with  the  institution. 

•  authorize  the  institution  and  the  appropriate  banking  agency  to  have  access  to 
such  records  of  the  third  party  as  are  necessary  or  appropriate  to  evaluate  such 
compliance. 

•  require  the  third  party  to  indemnify  the  institution  for  potential  liability 
resulting  from  actions  of  the  third  party  with  regard  to  the  investment  product 
sales  program. 

•  provide  for  written  employment  contracts,  satisfactory  to  the  institution,  for 
personnel  who  are  employees  of  both  the  institution  and  the  third  parly. 

GENERAL  GUIDELINES 

1.    Disclosures  and  Advertising 

The  banking  agencies  believe  that  recommending  or  selling  nondeposit  investment  products  to 
retail  customers  should  occur  in  a  manner  that  assures  that  the  products  are  clearly 
differentiated  from  insured  deposits.   Conspicuous  and  easy  to  comprehend  disclosures 
concerning  the  nature  of  nondeposit  investment  products  and  the  risk  inherent  in  investing  in 
these  products  are  one  of  the  most  important  ways  of  ensuring  that  the  differences  between 
nondeposit  products  and  insured  deposits  are  understood. 
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Content  and  Form  of  Disclosure.   Disclosures  with  respect  to  the  sale  or  recommendation  of 
these  products  should,  at  a  minimum,  specify  that  the  product  is: 

•  not  insured  by  the  FDIC: 

•  not  a  deposit  or  other  obligation  of,  or  guaranteed  by,  the  depository  institution; 

•  subject  to  investment  risks,  including  possible  loss  of  the  principal  amount 
invested. 

The  written  disclosures  described  above  should  be  conspicuous  and  presented  in  a  clear  and 
concise  manner.  Depository  institutions  may  provide  any  additional  disclosures  that  funhcr 
clarify  the  risks  involved  with  panicular  nondeposit  investment  products. 

Timing  of  Disclosure.  The  minimum  disclosures  should  be  provided  to  the  customer: 

•  orally  during  any  sales  presentation; 

orally  when  investment  advice  concerning  nondeposit  investment  products  is 
provided; 

•  orally  and  in  writing  prior  to  or  at  the  time  an  investment  account  is  opened  to 
purchase  these  products;  and 

•  in  advertisements  and  other  promotional  materials,  as  described  below. 

A  statement,  signed  by  the  customer,  should  be  obtained  at  the  time  such  an  account  is 
opened,  acknowledging  that  the  customer  has  received  and  understands  the  disclosures.    For 
investment  accounts  established  prior  to  the  issuance  of  these  guidelines,  the  institution  should 
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consider  obtaining  such  a  signed  statement  at  the  time  of  the  next  transaction. 

Confirmations  and  account  statements  for  such  products  should  contain  at  least  the  minimum 
disclosures  if  the  confirmations  or  account  statements  contain  the  name  or  the  logo  of  the 
depository  institution  or  an  affiliate/*   If  a  customer's  periodic  deposit  account  statement 
includes  account  information  concerning  the  customer's  nondeposit  investment  products,  the 
information  concerning  these  products  should  be  clearly  separate  from  the  information 
concerning  the  deposit  account,  and  should  be  introduced  with  the  minimum  disclosures  and 
the  identity  of  the  entity  conducting  the  nondeposit  transaction. 

Advertisements  and  Other  Promotional  Material.   Advertisements  and  other  promotional 

and  sales  material,  written  or  otherwise,  about  nondeposit  investment  products  sold  to  retail 
customers  should  conspicuously  include  at  least  the  minimum  disclosures  discussed  above  and 
must  not  suggest  or  convey  any  inaccurate  or  misleading  impression  about  the  nature  of  the 
product  or  its  lack  of  FDIC  insurance.   The  minimum  disclosures  should  also  be  emphasized 
in  telemarketing  contacts.    Any  third  party  advertising  or  promotional  material  should  clearly 
identify  the  company  selling  the  nondeposit  investment  product  and  should  not  suggest  that 
the  depository  institution  is  the  seller.    If  brochures,  signs,  or  other  wntten  material  contain 
information  about  both  FDIC-insured  deposits  and  nondeposit  investment  products,  these 
materials  should  clearly  segregate  information  about  nondeposit  investment  products  from  the 


*   These  disclosures  should  be  made  in  addition  to  any  other  ccnfu-mation  disclosures  that 
are  required  by  law  or  regulation.    E.g.,  12  CFR  Parts  12  and  344,  and  12  CFR  208.8(k)(3). 
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information  about  deposits. 

Additional  Disclosures.     Where  applicable,  the  depository  institution  should  disclose  the 
existence  of  an  advisory  or  other  material  relationship  between  the  institution  or  an  affiliate  of 
the  institution  and  an  investment  company  whose  shares  are  sold  by  the  institudon  and  any 
material  relationship  between  the  institution  and  an  affiliate  involved  in  providing  nondeposit 
investment  products.    In  addition,  where  applicable,  the  existence  of  any  fees,  penalties,  or 
surrender  charges  should  be  disclosed.   These  additional  disclosures  should  be  made  prior  to 
or  at  the  time  an  investment  account  is  opened  to  purchase  these  products. 

If  sales  activities  include  any  written  or  oral  representations  concerning  insurance  coverage 
provided  by  any  entity  other  than  the  FDIC,  e.g.,  the  Securities  Investor  Protection 
Corporation  (SIPC),  a  state  insurance  fund,  or  a  private  insurance  company,  then  clear  and 
accurate  written  or  oral  explanations  of  the  coverage  must  also  be  provided  to  customers 
when  the  representations  concerning  insurance  coverage  are  made,  in  order  to  minimize 
possible  confusion  with  FDIC  insurance.    Such  representations  should  not  suggest  or  imply 
that  any  alternative  insurance  coverage  is  the  same  as  or  similar  to  FDIC  insurance. 

Because  of  the  possibility  of  customer  confusion,  a  nondeposit  investment  product  must  not 
have  a  name  that  is  identical  to  the  name  of  the  depository  institution.   Recommending  or 
selling  a  nondeposit  investment  product  with  a  name  similar  to  that  of  the  depository 
institution  should  only  occur  pursuant  to  a  sales  program  designed  to  minimize  the  risk  of 
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customer  confusion.    The  institution  should  take  appropnate  steps  to  assure  that  the  issuer  of" 
the  product  has  cornphed  with  any  applicable  requirements  established  by  the  Securities  and 
Exchange  Commission  regarding  the  use  of  similar  names. 

2.   Setting  and  Circumstances 

Selling  or  recommending  nondeposit  investment  products  on  the  premises  of  a  depository 
institution  may  give  the  impression  that  the  products  are  FDIC-insured  or  are  obligations  of 
the  depository  institution.    To  minimize  customer  confusion  with  deposit  products,  sales  or 
recommendations  of  nondeposit  investment  products  on  the  premises  of  a  depository 
insDtution  should  be  conducted  in  a  physical  location  distinct  from  the  area  where  retail 
deposits  are  taken.    Signs  or  other  means  should  be  used  to  distinguish  the  investment  sales 
area  from  the  retail  deposit-taking  area  of  the  institution.    However,  in  the  limited  situation 
where  physical  considerations  prevent  sales  of  nondeposit  products  from  being  conducted  in  a 
disnnct  area,  the  instituuon  has  a  heightened  responsibility  to  ensure  appropriate  measures  are 
in  place  to  minuruze  customer  confusion. 

In  no  case,  however,  should  tellers  and  other  employees,  while  located  in  the  routine  deposit- 
taking  area,  such  as  the  teller  window,  make  general  or  specific  investment  recommendations 
regarding  nondeposit  investment  products,  qualify  a  customer  as  eligible  to  purchase  such 
products,  or  accept  orders  for  such  products,  even  if  unsolicited.    Tellers  and  other  employees 
who  are  not  authonzed  to  sell  nondeposit  investment  products  may  refer  customers  to 
individuals  who  are  specifically  designated  and  trained  to  assist  customers  interested  in  the 
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purchase  of  such  products. 

3.   Qualificatiuns  and  Training 

The  depository  institution  should  ensure  that  its  personnel  who  are  authorized  to  sell 
nondeposit  investment  products  or  to  provide  investment  advice  with  respect  to  such  products 
are  adequately  trained  with  regard  to  the  specific  products  being  sold  or  recommended. 
Training  should  not  be  limited  to  sales  methods,  but  should  impart  a  thorough  knowledge  of 
the  products  involved,  of  applicable  legal  restrictions,  and  of  customer  protection 
requirements.    If  depository  institution  personnel  sell  or  recommend  securities,  the  training 
should  be  the  substantive  equivalent  of  that  required  for  personnel  qualified  to  sell  securities 
as  registered  representatives.'    Depository  institution  personnel  with  supervisory 
responsibilities  should  receive  training  appropriate  to  that  position.   Training  should  also  be 
provided  to  employees  of  the  depository  institution  who  have  direct  contact  with  customers  to 
ensure  a  basic  understanding  of  the  institution's  sales  activities  and  the  policy  of  limiting  the 
involvement  of  employees  who  are  not  authorized  to  sell  investment  products  to  customer 
referrals.   Training  should  be  updated  periodically  and  shoulc  u^^.ai  on  an  ongoing  basis. 

Depository  institutions  should  investigate  the  backgrounds  of  employees  hired  for  their 
nondeposit  investment  products  sales  programs,  including  checking  for  possible  disciplinary 
actions  by  securities  and  other  regulators  if  the  employees  have  previous  investment  industry 


■    Savings  associations  are  not  exempt  from  the  definitions  of  "broker"  and  "dealer"  in 
Sections  3(a)(4)  and  3(a)(5)  of  the  Securities  Exchange  Act  of  1934;  therefore,  all  securities 
sales  personnel  in  savings  associations  must  be  registered  representatives. 
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experience. 

4.  Suitability  and  Sales  Practices 

Depository  institution  personnel  involved  in  selling  nondeposit  investment  products  must 
adhere  to  fair  and  reasonable  sales  practices  and  be  subject  to  effective  management  and 
compliance  reviews  with  regard  to  such  practices.    In  this  regard,  if  depository  institution 
personnel  recommend  nondeposit  investment  products  to  customers,  they  should  have 
reasonable  grounds  for  believing  that  the  specific  product  recommended  is  suitable  for  the 
panicular  customer  on  the  basis  of  information  disclosed  by  the  customer.    Personnel  should 
make  reasonable  efforts  to  obtain  information  directly  from  the  customer  regarding,  at  a 
minimum,  the  customer's  financial  and  tax  status,  investment  objectives,  and  other 
information  that  may  be  useful  or  reasonable  in  making  investment  recommendations  to  that 
customer.   This  information  should  be  documented  and  updated  periodically. 

5.  Compensation 

Depository  institution  employees,  including  tellers,  may  receive  a  one-time  nominal  fee  of  a 
fixed  dollar  amount  for  each  customer  referral  for  nondeposit  investment  products.   The 
payment  of  this  refenal  fee  should  not  depend  on  whether  the  referral  results  in  a  transaction. 

Personnel  who  are  authorized  to  sell  nondeposit  investment  products  may  receive  incentive 
compensation,  such  as  commissions,  for  transactions  entered  into  by  customers.  However, 
incentive  compensation  programs  must  not  be  structured  in  such  a  way  as  to  result  in 
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unsuitable  recominendations  or  sales  being  made  to  customers. 

Depository  institution  compliance  and  audit  personnel  should  not  receive  incentive 
compensation  directly  related  to  results  of  the  nondeposit  investment  sales  program. 

6.   Compliance 

Depository  institutions  should  develop  and  implement  policies  and  procedures  to  ensure  that 
nondeposit  investment  product  sales  activities  are  conducted  in  compliance  with  applicable 
laws  and  regulations,  the  institution's  internal  policies  and  procedures,  and  in  a  manner 
consistent  with  this  Statement.    Compliance  procedures  should  identify  any  potential  conflicts 
of  interest  and  how  such  conflicts  should  be  addressed.   The  compliance  procedures  should 
also  provide  for  a  system  to  monitor  customer  complaints  and  their  resolution.    Where 
applicable,  compliance  procedures  also  should  call  for  verification  that  third  party  sales  are 
being  conducted  in  a  manner  consistent  with  the  governing  agreement  with  the  depository 
institution. 

The  compliance  function  should  be  conducted  independently  of  nondeposit  investment 
product  sales  and  management  activities.    Compliance  personnel  should  determine  the  scope 
and  frequency  of  their  own  review,  and  findings  of  compliance  reviews  should  be  periodically 
reported  directly  to  the  institution's  board  of  directors,  or  to  a  designated  committee  of  the 
board.    Appropriate  procedures  for  the  nondeposit  investment  product  program  should  also  be 
incorporated  into  the  institution's  audit  program. 
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SUPERVISION  BY  BANKING  A(;ENCIES 

The  federal  banking  agencies  will  continue  to  review  a  depository  institution's  policies  and 
procedures  governing  reconimendations  and  sales  of  nondeposit  investment  products,  as  well 
as  management's  implementation  and  compliance  with  such  policies  and  all  other  applicable 
requirements.   The  banking  agencies  will  monitor  compliance  with  the  institution's  policies 
and  procedures  by  third  parties  that  participate  in  the  sale  of  these  products.   The  failure  of  a 
depository  institution  to  establish  and  observe  appropriate  policies  and  procedures  consistent 
with  this  Statement  in  connection  with  sales  activities  involving  nondeposit  investment 
products  will  be  subject  to  criticism  and  appropriate  corrective  action. 

Questions  on  the  Statement  may  be  submitted  to: 

FRB  --    Division  of  Banking  Supervision  and  Regulation,  Securities  Regulation 

Section,  (202)  452-2781;  Legal  Division,  (202)  452-2246. 
FDIC  -  Office  of  Policy,  Division  of  Supervision,   (202)  898-6759; 

Regulation  and  Legislation  Section.  Legal  Division  (202)  898-3796. 
OCC  -   Office  of  the  Chief  National  Bank  Examiner.  Capital  Markets  Group, 

(202)  874-5070. 
OTS  "   Office  of  Supervision  Policy,  (202)  906-5740;  Corporate  and 
Securities  Division,  (202)  906-7289. 
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Richard  SpiJlenkothen 
Director,  Division  of  Banking 
Supervision  &  Regulation 
Federal  Reserve  Board 


Stanley  i/JPbling 
Director,COirision  of  Supervision 
Federal  Deposit  Insurance  Corporation 


Siisan  F.  Krause 

Senior  Deputy  Comptroller  for 

Bank  Supervision  Policy 

Office  of  the  Comptroller  of  the 

Currency 


John  C.  Price 

Acting  Assistant  Director  for  Policy 

Office  of  Thrift  Supervision 


EFFECTIVE  DATE:    February  15,  1994 
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ATTACHJ^NJT    "B*' 

12  CF.R.  5J4 


Compirollar  of  tiM  Currtncy 
Admlnlctrster  of  Natloiwl  Banks 


Washington.  O.C.  20219 

InUrpntive  Letter  No.  622 
April  9,  1993  May  1993 

Mr.  Paul  J.  Polking 
NationsBank  Corporation 
Lsgal  D«parta«nt 
NationsBank  Corporat*  Csntsr 
Charlotte,  North  Carolina  28255-0065 

Ra:   NationsBank  of  North  Carolfna,  N.A. 

Oparating  Subsidiary  Notice;  Control  Nuabsr  92  ML08010 

Dsar  Mr.  Polking: 

This  Isttsr  responds  to  tha  notification  filsd  on  Octobsr  26, 
1992,  on  bshalf  of  NationsBank  of  North  Carolina,  N.A.  ("Bank") 
pursuant  to  12  C.P.R.  S  5.34,  of  the  Bank's  intsnt  to  astablish  a 
wholly-ovnad  operating  subsidiary  ("Subsidiary")  to  participate, 
as  a  general  partner,  in  a  proposed  general  partnership 
("Partnership")  with  a  subsidiary  of  Dean  Hitter  Financial 
Services  Group  ("OH") .   The  Partnership  will  be  created  pursuant 
to  a  joint  venture  agreement  ("Joint  Venture")  between  the  Bank 
and  DM  relating  to  the  sale,  on  a  retail  basis  through  tha 
partnership  of  various  types  of  investaent  products,  including 
securities  and  annuities. 

Based  or  the  inforBation  and  representations  in  the  Bank's 
notification  letter,  accompanying  legal  eeaorandua,  supplemental 
documentation,  and  other  materials,  ve  conclude  that  the  proposed 
activities  are  i>ermissible  for  national  banks  and  their  operating 
subsidiaries  and  are  consistent  with  prior  opinions  of  the  Office 
of  the  Comptroller  of  the  Currency  ("OCC") .   Accordingly,  the 
Bank  may  implement  its  proposal  pursuant  to  12  CF.R.  §  5.34, 
based  on  the  facts  as  described  and  in  accordance  with  all  the 
representations  made  in  the  submitted  materials.   This 
determination  also  subjects  the  Bank,  the  Subsidiary,  and  the 
Partnership  to  all  the  conditions  set  forth  in  this  letter. 

Ttt  BtaK't  Pr?Mtii 

Under  the  proposal,  the  Bank's  Subsidiary  and  a  newly  established 
subsidiary  of  DH  will  enter  into  a  general  partnership,  each  with 
a  fifty  (50%)  percent  interest.   The  Partnership  will  be  a 
separate  and  distinct  entity  from  the  Bank,  DW,  and  their 
affiliates.   The  Partnership  will  not  provide  or  permit  access  to 
a  partner  of  confidential  and  proprietary  information  received 
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from  the  other  partner  or  any  of  its  affiliates.   As  such,  OH 
will  not  have  direct  access  to  Partnership  customers. 

The  day-to-day  business  of  the  Partnership  will  be  managed  by  a 
chief  operating  officer  who  will  have  the  authority  to  make 
decisions  within  operating  guidelines  set  forth  in  the 
Partnership  agreement.   The  initial  chief  operating  officer  will 
be  a  former  senior  officer  of  OW  or  an  affiliate  thereof,  and  the 
next  ranJcing  officer  will  be  a  former  senior  officer  of 
NationsBank  Corporation  ("NBC")  or  a  subsidiary  thereof.   The 
chief  operating  officer  and  next  ranking  officer  will  completely 
sever  their  previous  employment  relationships  with  OH  or  its 
affiliates,  and  the  Bank  or  its  affiliates,  respectively.   TJiese 
individuals  will  be  employed  exclusively  by  the  Partnership. 
The  Partnership  agreement  will  specify  that  all  major  decisions 
of  the  Partnership  and  any  changes  in  the  operating  guidelines 
must  be  approved  by  both  Partners.   Each  partner  in  effect  has 
veto  power  over  actions  proposed  by  the  other  partner. 
Accordingly,  the  Subsidiary  could  not  be  precluded  by  the  other 
partner  from  having  the  Partnership's  operations  and  activities 
conform  to  the  national  banking  laws,  including  any  condition 
imposed  pursuant  to  12  C.F.R.  S  S.34. 

The  Partnership  agreement  will  fully  delineate  the  activities  of 
the  Partnership,  which  activities  will  be  limited  to  those 
permissible  for  a  national  bank  or  Its  operating  subsidiary. 
Further,  the  Partnership  agreement  will  provide  that  the 
Partnership  will  be  subject  to  full  OCC  regulation,  supervision 
and  examination,  including  an  undertaking  by  the  Partnership  to 
cease  engaging  in  any  activity  which  the  OCC  formally  determines 
not  to  be  permissible.   While  the  Partnership  contemplates  an 
initial  five  year  term,  certain  events,  such  as  an  adverse 
regulatory  decision,  could  trigger  an  earlier  termination  of  the 
Partnership.   Under  the  submitted  proposal,  the  Partnership  will 
not  own  or  control  any  subsidiaries.   If  the  Partnership  Intends 
or  proposes  such  ownership  or  control  of  subsidiaries  in  the 
future  then  the  OCC  would  require  the  submission  of  a  notice 
pursuant  to  12  C.F.R.  i   5.34. 

The  proposed  name  of  the  Partnership  is  "Nations  Securities,  a 
Dean  Witter/NationsBank  Company."   The  principal  executive  office 


'   Customer  lists  of  the  Partnership  also  will  be  accorded 
confidential  treatment  by  the  Partners,  including  DW,  and,  except 
for  customers  who  have  a  relationship  with  a  Partner  or  Its 
affiliate  outside  of  the  Partnership,  will  not  be  provided  by  a 
Partner  to  any  affiliate  or  other  third  party  other  than  in 
connection  with  services  provided  to  the  Partnership. 

^  We  understand  that  this  also  will  be  true  of  any  other 
employees  of  the  Partnership  previously  employed  by  the  Bank,  DW 
or  their  affiliates. 
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of  th«  Partnarship  will  b«  located  in  Charlotte,  North 
Carolina,  however,  the  Partnership  will  establish  offices  at 
other  NBC  locations,  including  branch  offices  of  banX 
subsidiaries  of  NBC,  and  other  locations.  The  Bank  has  assured 
us  that  various  efforts  will  be  made  by  the  Partnership  to 
promote  separateness  between  the  Bank's  operations  and  those  of 
the  Partnership.   In  particular,  the  Bank  has  represented  that 
the  Partnership  office  typically  will  be  segregated  by  panels, 
planters,  walls  or  similar  physical  elements.   Each  Partnership 
office  will  be  separately  identified  as  an  office  of  the 
PKrtnership  through  appropriate  signs,  which  will  include  the 
Partnership's  name  and  logo.   The  Partnership's  logo  will  be 
distinct  from  the  logo  of  the  Bank.   The  Partnership  also  will 
have  different  telephone  numbers. 

The  Partnership  will  be  registered  as  a  broker/dealer  under  the 
Securities  Exchange  Act  of  1934  ("Act")  and  under  applicable 
state  securities  laws.   The  Partnership  also  will  be  a  member  of 
the  National  Association  of  Securities  Dealers,  Inc.  ("NASD")  and 
a  licensed  insurance  agent  to  sell  fixed  and  variable  annuities 
in  states  where  so  required.   The  Partnership  will  be  subject 
to  all  applicable  requirements  of  the  federal  securities  laws  and 
the  Rules  of  Fair  Practice  of  the  NASD. 

Proposed  Activities  of  the  Partnership 

The  Bank  Program 

The  business  of  the  Joint  Venture  will  consist  initially  of  the 
Bank  Program  and  subsequently  of  the  Syndication  Program.   The 
Bank  ProgrzuB  will  consist  of  sales,  entirely  on  an  agency  basis, 
to  existing  customers  and  new  customers  of  the  Bank  and  DH  or 
their  subsidiaries.   The  brokerage  activities  of  the 


The  Subsidiary's  principal  office  also  will  be  located  in 
Charlotte,  North  Carolina. 

*  The  Bank  states  that  the  Partnership  will  not  be 
registered  as  an  investment  advisor  under  the  Investment  Advisors 
Act  of  1940,  as  the  advice  provided  by  the  Partnership  will  be 
incidental  to  the  conduct  of  its  brokerage  business  and  the 
Partnership  will  not  receive  special  compensation  for  providing 
such  advice.   Sfifi  15  U.S.C.  §  80b-2 (a) (11) . 

'  The  Bank  represents  that  the  Partnership  will  not  act  as 
a  "principal"  in  connection  with  any  investment  products. 
However,  as  part  of  its  brokerage  activities,  the  Partnership  may 
engage  in  so-called  "riskless  principal"  transactions,  whereby 
the  Partnership  on  behalf  of  a  customer  may  effect  the  purchase 
and  sale  of  a  security  on  a  principal  basis  but  only  if  it  can 
conduct  a  concurrent  offsetting  sale  and  purchase  of  the  same 
security  with  another  party.   In  no  event  will  the  Partnership 
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Partnarshlp  will  involve  primarily  the  sale  of  "packaged      ^ 
products,"  such  as  mutual  funds,  fixed  and  variable  annuities, 
unit  investment  trusts,  and  equity  and  fixed  income  securities. 
The  mutual  funds  sold  will  include  funds  advised  by  the  Bank  and 
its  affiliate  banks,  mutual  funds  sponsored,  distributed  and 
advised  by  OH  and  its  affiliates,  and  mutual  funds  sponsored, 
distributed  and  advised  by  parties  not  affiliated  with  either  the 
Bank  or  Off.   The  compensation  received  by  the  Partnership  for  its 
brokerage  activities  will  be  consistent  with  that  customarily 
received  by  an  agent  and  not  that  of  a  principal  or  dealer.   Nor 
will  Bank  employees  receive  direct  compensation  for  referring 
customers  to  the  Partnership  based  upon  completed  sales. 

The  Partnership  also  may  provide  investment  advice  to  customers 
in  connection  with  the  purchase  and  sale  of  the  investment 
products.   The  ultimate  investment  decision,  however,  will  rest 
exclusively  with  the  customer.   The  Partnership  will  not  have  any 
accounts  over  which  it  has  discretionary  authority.   The 
Partnership  may,  in  a  manner  consistent  with  all  applicable  rules 
governing  broker/ dealers  in  such  circumstances,  recommend  or 
suggest  certain  mutual  funds.   If  it  is  the  case  with  any  such 
recommended  mutual  fund,  customers  will  be  advised  that  the  Bank 
or  an  affiliate  is  the  advisor  to  the  mutual  fund. 

In  addition,  the  Bank  has  represented  that  the  Partnership  will 
not  provide  brokerage  services  to  the  Bank's  trust  account 
customers  or  Bank  customers  with  other  fiduciary  relationships, 
except  where  explicitly  authorized  by  the  customer  and  in 
accordance  with  all  applicable  laws,  including  the  applicable 
provisions  of  12  C.F.R.  Part  9  and  interpretations  thereunder. 
Further,  if  the  Partnership  provides  any  services  to  Keogh 
accounts,  self -directed  individual  retirement  accounts,  or  other 
similar  accounts  of  the  Bank,  such  activities  will  be  consistent 
with  prior  OCC  precedents  requiring  specific  customer 
authorization  and  full  disclosure  of  the  arrangements,  including 
fees  or  commissions.   See  Trust  Interpretive  Letter  No.  88  (March 
24,  1987);  Interpretive  Letter  No.  302  (February  21,  1984), 
reprinted  in  [1985-87  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
1  85,472.   He  also  remind  the  Bank  of  its  fiduciary  obligations 
under  state  law  and  pursuant  to  the  OCC's  self-dealing 
regulation,  12  C.F.R.  S  9.12,  which  reflects  a  trust»»e's  duty  of 


maintain  an  account  for  the  purchase  and  sale  of  securities  on 
its  o%m  behalf  or  initiate  an  order  or  hold  the  securities  for 
its  own  account. 

^  The  fixed  and  variable  annuities  sold  may  be 
issued/undervricten  by  an  insurance  company  affiliated  with  OH, 
although  unaffiliated  with  the  Subsidiary  or  the  Bank. 

^  The  funds  are  sponsored  and  distributed  by  an  independent 
party. 
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loyalty,  a  basic  principle  of  trust  law.   As  such,  ths  Bank  aust 
carefully  consider  all  applicable  laws  with  respect  to  the 
purchase  in  a  fiduciary  capacity  of  any  products  underwritten  by 
DH  or  other  products  in  which  OH  has  an  interest. 

The  Partnership  will  provide  full  disclosure  to  insure  that 
customers  who  purchase  on  bank  preaises  are  not  confusing  the 
investnent  products  with  insured  deposits.   The  information 
provided  by  the  Partnership  will  advise  custoaers  that  the 
products  are  not  endorsed  or  guaranteed  by,  and  do  not  constitute 
obligations  of,  the  Partnership,  the  Subsidiary,  the  Bank,  or 
their  affiliates,  and  that  the  products  are  not  insured  by  the 
Federal  Deposit  Insurance  Corporation  ("FDIC") .   The  Partnership 
also  will  provide  disclosure  to  customers  explaining  the 
relationship  of  the  Partnership  and  the  products  that  it  sells, 
to  the  Bank  and  its  affiliates  and  to  DW  and  its  affiliates.   The 
Bank  has  represented  that  customers  will  receive  these 
disclosures  in  several  ways,  including  (1)  disclosures  built  into 
the  customer  account  agreements  or  additional  disclosure 
documents  provided  when  the  customer  relationship  is  initiated; 
(2)  in  connection  with  a  particular  product,  disclosures  in  th? 
prospectus,  sales  literature,  or  other  materials^  (3)  verbal 
disclosures  and  explanations  by  the  sales  staff;  and  (4) 
confirmations  to  customers  of  the  securities  transactions  in 
accordance  with  securities  laws. 

In  particular,  with  respect  to  mutual  funds,  customers  will  be 
fully  informed  if  the  Bank  or  an  affiliate  is  an  advisor  to  a 
fund  or  if  DW  or  an  affiliate  is  a  sponsor/distributor  or  advisor 
to  a  fund.   Similarly,  regarding  annuities,  customers  will  be 
fully  informed  if  the  products  are  issued  or  underwritten  by  a 
company  affiliated  with  DW  or  an  affiliate.   Similar  to  recent 
OCC  precedents  relating  to  annuities  activities,  as  a  condition 
of  this  approval,  a  signed  statement  will  be  obtained  from  a 
customer  prior  to  the  purchase  of  any  non-deposit  investment 
product  indicating  that  the  customer  understands  the  nature  of 
the  investment  product  being  purchased.   Sfifi  Interpretive  Letter 
No.  499  (February  12,  1996),  reprinted  in  [1989-90  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  %   53,090. 

The  Bank  has  described  various  plans  which  may  be  put  into  effect 


'   In  addition,  the  Bank  has  represented  that  internal 
policies  and  procedures  concerning  appropriate  disclosures  may  be 
adopted  with  respect  to  particular  products. 

'   If  the  Partnership  determines  to  recommend  any  DW  or  Bank 
product  in  which  either  has  a  financial  interest,  the  Bank  has 
given  assurances  that  the  Partnership  representative  will  be 
mindful  of  suitability  requirements  and  will  confim  that  the 
nature  of  the  financial  interest  of  DW  or  the  Bank  in  such 
products  has  been  disclosed  to  the  customer. 
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to  markat  tha  Partnership's  services.   These  include  asking  lobby 
■aterials  on  the  Partnership  available  to  Bank  custoaers;  putting 
advert iseaents  in  newspapers;  sending  stateaent  stuff era;  and 
providing  other  descriptions  of  the  variety  of  services  that  are 
available.   The  Bank  points  out  that  these  aarketing  tools  are 
tha  saae  as  those  currently  in  use  by  the  Bank's  brokerage 
subaidiary,  NationsBank  Securities,  Inc.  ("NSI") ,  and  will  be  in 
conjunction  with  all  the  disclosures  and  representations 
previously  discussed.   All  such  aarketing  activities  by  the 
Partnership  and  any  by  the  Bank  would  seek  to  ainiaiza  the 
poaaibility  of  custoaer  confusion  with  respect  to  the  products 
being  offered  and  the  relationship  between  the  entitles.   For 
exaaple,  all  sales  aaterials  will  clearly  describe  the 
relationship  between  the  Partnership,  the  Bank,  and  Off  and  its 
affiliates.   Further,  the  confidentiality  requlreaents  between 
the  involved  entities  and  the  restrictions  of  the  sharing  of 
custoaer  lists  will  apply.   The  Bank  has  indicated  that  it  does 
not  plan  on  specific  references  to  OW  products  in  the  aaterials 
describing  the  Partnership  and,  instead,  eiq>hasizes  that  its 
aarketing  will  focus  on  the  Partnership  rather  than  OH. 

The  Bank  has  represented  that  the  Partnership  will  not  be  deeaed 
an  underwriter  or  dealer  within  the  aeaning  of  any  provision  of 
the  federal  securities  laws.    The  Partnership  is  prohibited 
froa  acting  as  a  sponsor  or  distributor  of  any  of  the  autual 
funds  it  sells  as  agent.   Moreover,  the  Partnership  will  have  no 
obligation  to  sell  any  securities  which  OH  or  any  of  its 
affiliates  underwrite  or  participate  in  underwriting  in  any  vay, 
serve  as  a  aarket  maker  in,  or  hold  in  any  principal  position. 
With  respect  to  securities  underwritten  by  OH  or  its  affiliates, 
the  Partnership  will  not  participate  in  any  underwriting 
activities,  or  act  as  a  selling  group  aeaber,  and  will  only  act 
in  the  saae  capacity  as  any  other  broker/dealer  not  engaged  in 
the  underwriting.   Hhile  it  is  conteaplated  that  OH  or  lun 
affiliate  will  provide  the  Partnership  certain  clearing  services, 
these  services  will  be  of  a  type  customarily  provided  by  a 
clearing  broker  and  consistent  with  general  brokerage  Industry 
practices.   The  Partnership  and  the  OH  affiliate  acting  as 
clearing  broker,  as  registered  broker/ dealers,  will  be  subject  to 
the  requirements  of  the  federal  securities  laws,  as  well  as  the 
Rules  of  Fair  Practice  of  the  NASD,  regarding  their  respective 
activities. 


This  includes  being  deemed  a  "principal  underwriter" 
under  the  Investment  Company  Act  of  1940  of  any  mutual  fund  it 
sells  because  the  Bank  represents  that  the  Partnership  will  not 
be  in  privity  of  contract  with  any  mutual  fund.   See  15  U.S.C. 
S  80a-2(a) (29) . 

Bank  counsel  has  represented  that  DW  currently  engages 
predominantly  in  retail  brokerage  and  only  conducts  limited 
underwriting  activities. 
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Tha  Syndication  Program 

The  Partnership  also  plans  on  entering  into  arrangements  with 
other  unaffiliated  depository  institutions  in  the  future  to 
operate  essentially  a  third-party  managed  securities  and 
annuities  program  at  the  branch  locations  of  those  depository 
institutions.   The  Syndication  Program  will  involve  generally  the 
same  brokerage  and  investment  advice  activities  as  described 
above  in  connection  with  the  Bank  Program.   All  activities  in 
connection  with  the  Syndication  Program  will  be  permissible  for 
national  banks  and  their  subsidiaries.   Clear  identification  and 
disclosure  will  be  made  to  customers  that  the  Partnership  and  the 
depository  institution  are  separate  businesses,  that  the 
employees  of  the  Partnership  are  not  employees  of  the  depository 
institution,  that  the  products  being  offered  are  not  obligations 
of  the  institution  and  are  not  FDIC  insured.   In  addition,  the 
same  disclosures  with  respect  to  the  Bank  Program  discussed  above 
will  be  made  to  customers  concerning  the  relationship  of  the 
Partnership,  the  Bank,  or  DW,  to  the  products  themselves. 

As  in  leasing  arrangements  previously  approved  by  the  OCC  with 
unaffiliated  tenants,  the  Partnership  contemplates  leasing  space 
at  branch  locations  of  these  depository  institutions  on  a  "gross 
receipts"  basis.   In  the  event  the  Partnership  intends  to  engage 
in  any  new  activities  with  respect  to  the  Syndication  Program, 
the  OCC  would  require  submission  of  a  notice  pursuant  to  12 
C.F.R.  S  5.34. 

We  understand  that  the  operations  of  the  Bank,  the  Subsidiary, 
and  the  Partnership  will  be  conducted  in  accordance  with  all 
applicable  laws  and  regulations.   The  Bank,  the  Subsidiary,  and 
the  Partnership  also  will  be  expected  to  conduct  these  activities 
in  a  prudent  manner,  consistent  with  safe  and  sound  banking 
practices. 

Discussion 

National  banks  may  choose  to  engage  in  activities  which  are  part 
of  or  incidental  to  banking  by  means  of  an  operating  subsidiary. 
See  12  C.F.R.  i  5.34(c).   The  activities  to  be  conducted  by  the 
Subsidiary  through  the  Partnership  are  permissible  banking  and 
securities  activities  and  are  consistent  with  previous  opinions 
of  the  OCC. 

It  is  well-established  that  national  banks  and  their  subsidiaries 
may  perform  brokerage  services  for  their  customers.   See  e.g. . 
Securities  Industry  Association  v.  Comptroller  of  the  Currency. 
557  F.  Supp.  252  (D.D.C.  1983),  aff d  per  curiam.  758  F.2d  739 
(D.C.  Cir.  1985),  cert,  denied.  474  U.S.  1054  (1986)  (brokerage 
issue),  rev ' d .  479  U.S.  388  (1987)  (branching  issue)  ("Security 
Pacific").   The  Glass  Steagall  Act  ("GSA")  permits  securities 
brokerage  activities  by  national  banks  including  the  purchase 
and/or  sale,  as  agent,  of  shares  in  mutual  funds,  units  in  unit 
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Investment  trusts,  or  annuities.    See  e.g.   Interpretive 
Letter  No,  499  (February  12,  1990),  reprinted  in  [1989-90 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  f  83,090; 
Interpretive  Letter  No.  403  (December  9,   1987),  reprinted  in 
[1988-89  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,627; 
Interpretive  Letter  No.  386  (June  19,  1987),  reprinted  in  [1988- 
89  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,610; 
Interpretive  Letter  No.  363  (May  23,  1986),  reprinted  in  [1985-87 
Transfer  Binder],  Fed.  Banking  L.  Rep.  (CCH)  1  85,533.   Moreover, 
the  OCC  has  permitted  bank  operating  subsidiaries  to  engage  in 
riskless  principal  brokerage.   See  Interpretive  Letter  No.  371 
(June  13,  1986),  reprinted  in  Fed.  Banking  L.  Rep.  (CCH) 
i  85,541.   The  combination  of  investment  advice  and  brokerage 
services  in  the  same  subsidiary  also  has  been  previously  approved 
by  the  OCC.   See  e.g. .  Interpretive  Letter  No.  403,  flUfica; 
Interpretive  Letter  No.  386,  suS£a* 

The  conduct  of  these  activities  for  national  banks  through  a 
partnership  structure  also  is  permissible.   In  prior  instances, 
the  OCC  has  permitted  the  subsidiary  of  a  national  bank  to  enter 
into  a  general  partnership  with  another  general  partner,  so  long 
as  the  partnership  will  engage  only  in  activities  that  are 
permissible  for  a  national  bank.   See  e.g. .  Interpretive  Letter 
No.  516  (July  12,  1990),  reprinted  in  [1990-91  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  1  83,220;  Interpretive  Letter  No.  411 
(January  20,  1988),  reprinted  in  [1988-89  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  1  85,635;  Interpretive  Letter  No.  289  (May 
15,  1984),  [1983-84  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
1  85,453.   Moreover,  the  OCC  has  not  objected  to  operating 
subsidiary  notices  involving  joint  venture/partnership  proposals 
between  national  bank  subsidiaries  and  subsidiaries  of  investment 
banks.   See  Interpretive  Letter  No.  516,  supra ;  OCC  Letter  from 
J.  Michael  Shepherd  to  Kenneth  L.  Bachman,  Jr.  (March  26,  1990) ; 
Interpretive  Letter  No.  411,  supra .   As  in  these  earlier  letters, 
the  partnership  structure  poses  no  problems  provided  certain 
conditions  are  met.   See  id. 

As  discussed  in  detail  in  earlier  letters  involving  partnerships 
between  bank  operating  subsidiaries  and  investment  banks  or 


As  you  know,  however,  insurance  industry  trade  groups 
have  filed  suit  in  federal  court  challenging  the  OCC's  approval 
of  the  sale  of  fixed  rate  annuities  by  national  bank  operating 
subsidiaries.   See  Variable  Annuity  Life  Insurance  Co.  rvALICI  v. 
Clarke.  786  F.  Supp.  639  (S.D.  Tex.  1991);  National  Association 
of  Life  Underwriters  v.  Clarke.  761  F.  Supp.  1285  (W.D.  Tex. 
1991).   While  the  lower  court  decision  in  VALIC  upheld  the  OCC's 
approval,  this  case  presently  is  on  appeal.   The  final  resolution 
of  this  litigation  could  result  in  a  different  outcome  and 
possibly  affect  the  Partnership's  ability  to  engage  is  such 
activities. 
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subsldiariaa  th«r«of,  and  analogous  here,  the  proposed 
Partnership  would  not  be  prohibited  by  section  20  of  the  Glass- 
Steagall  Act,  12  U.S.C.  {  377,  or  section  32  of  the  Act,  12 
U.S.C.  i  78.    SMA   Interpretive  Letter  No.  516,  aUBLAt 
Interpretive  Letter  No.  411,  suora .   Section  20  provides  that  a 
member  bank  shall  not  be  affiliated  in  any  manner  described  in  12 
U.S.C.  s  221a  with  a  business  organization  engaged  principally  in 
the  issue,  flotation,  underwriting,  public  sale  or  distribution 
of  securities.   Assuming  arguendo  that  OH  is  so  engaged,  since  no 
affiliation  under  section  221a  will  occur,  the  proposed 
Partnership  would  not  cause  the  Bank  to  become  affiliated  with  DW 
or  its  subsidiaries  in  any  manner  prohibited  by  section  20. 
Section  32  provides  that  no  officer,  director,  or  employee  of  any 
business  organization  primarily  engaged  in  the  issue,  flotation, 
tindervriting,  public  sale  or  distribution  of  securities  shall 
serve  at  the  same  time  as  an  officer,  director  or  employee  of  a 
member  bank.   Under  the  proposed  Partnership,  no  Bank  officer, 
director  or  employee  will  serve  as  such  in  the  parent  investment 
bank  and  no  investment  bank  officer,  director  or  employee  will 
serve  as  such  in  the  Bank;  thus,  there  are  no  prohibited 
relationships.   See  id. 

While  certain  Partnership  employees  previously  may  have  been 
employees  of  the  Bank,  DW,  or  their  affiliates,  the  Bank  has 
represented  that  no  Partnership  employees  will  concurrently  be 
directors,  officers,  or  employees  of  either  the  Bank,  DW,  or 
their  respective  affiliates.   The  OCC  has  taken  the  position  that 
a  partnership's  management  and  staff  are  not  ordinarily 
attributed  to  the  parent  firms  of  the  business  entities  involved. 
See  id. 

The  Syndication  Program  feature  of  the  Bank's  proposal  also  is 
permissible  for  national  banks  and  their  operating  subsidiaries 
under  the  facts  described.   The  OCC  has  approved  percentage 
leasing  where  an  unaffiliated  tenant  makes  its  services  or 
products  available,  through  its  own  employees,  on  bank  premises. 
See  e.g. .  Interpretive  Letter  No.  533  (October  5,  1990), 
reprinted  in  [1990-91  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
1  83,244;  Interpretive  Letter  No.  406  (August  4,  1987),  reprinted 
ijQ  [1988-89  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  1  85,630. 
The  Partnership  will  conduct  the  Syndication  Program's  activities 
in  accordance  with  previous  precedents  and  will  maintain  the 
Partnership's  operations  separate  from  those  of  the  other 
unaffiliated  depository  institutions. 

Further,  the  Bank's  proposal  is  consistent  with  branching 
limitations  on  national  banks.   Sfi£  12  U.S.C.  S  36;  Securities 
Industry  Association  v.  Comptroller  of  the  Currencv.  577  F.  Supp. 
252  (D.D.C.  1983),  aff d  Per  curiam.  758  F.2d  739  (D.C.  Cir 
1985),  cert,  denied.  474  U.S.  1054  (1986) (brokerage) ,  rev'd.  479 
U.S.  388  (1987) (branching) .   While  the  Partnership  need  not  limit 
its  brokerage  activities  to  its  parent  bank's  branch  locations, 
to  the  extent  the  Partnership  is  required  to  perform  any  activity 
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at  a  banJc  branch  location,  it  represents  that  it  will  do  so. 

While  the  OCC  has  carefully  considered  the  potential  for  customer 
confusion  or  misunderstanding  inherent  in  the  Bank's  proposal, 
the  Bank  has  provided  that  multiple  opportunities  will  exist  for 
the  appropriate  disclosures  to  customers  concerning  the  nature  of 
the  products  being  sold  and  the  relationship  of  the  involved 
entities  to  the  products.   Specifically,  the  Bank  has  represented 
that  disclosures  on  mutual  funds  and  annuities  will  conform  with 
those  required  in  previous  OCC  opinions.   The  conditions  relating 
to  disclosures  to  customers  and  compliance  with  state  laws 
imposed  in  the  recent  letters  are,  likewise,  imposed  on  the  ^j 
Partnership  as  well  as  the  Bank  and  its  operating  subsidiary. 
See  e.g. .  Letter  from  J.  Michael  Shepherd,  Senior  Deputy 
Comptroller  for  Corporate  and  Economic  Programs  (March  20,  1990) 
(fixed  and  variable  annuities);  Interpretive  Letter  No.  403, 
supra  (mutual  funds  and  unit  investment  trusts) ;  see  also 
Letter  from  William  P.  Bowden,  Jr.,  Chief  Counsel  (October  14, 
1992) . 

Given  the  nature  of  the  joint  venture  proposed  by  the  Bank,  the 
OCC  is  particularly  concerned  that  bank  customers  understand  that 
products  being  offered  or  recommended  by  the  Partnership  are 
uninsured,  not  obligations  of  the  Bank  or  the  Partnership,  and 
not  deposit  substitutes  and  that  in  some  instances  the  Bank  or  DW 
or  their  affiliates  may  have  a  relationship  to  and  a  financial 
interest  in  the  products  themselves.   The  OCC  cautions  the 
Partnership  to  use  special  care  in  ensuring  that  the  interests  of 
customers  are  protected  and  that  customers  are  able  to  evaluate 
any  potential  conflicts  of  interest  that  may  exist  when  a  DW 
product  is  sold  or  recommended.   As  stated  earlier,  the  Bank  has 
represented  that  the  Partnership  will  comply  with  all  applicable 
disclosure  requirements  under  the  federal  securities  laws,  the 
Rules  of  Fair  Practice  of  the  NASD,  previous  OCC  precedents,  and 
any  state  securities  laws  requirements. 

The  Partnership's  activities  are  permitted  subject  to  the 
conditions  and  representations  as  provided  in  this  letter  and 
based  on  the  Bank's  assurances  that  full  and  adequate  information 
will  be  provided  to  the  Partnership's  customers  to  ensure  full 
disclosure  of  the  relationship  with  DW  when  the  Partnership 
recommends  a  DW  product.   Please  be  advised  that  if  compliance 
difficulties  arise  related  to  this  activity  (including  any 
evidence  that  customers  were  unaware  of  or  did  not  understand  the 
relationships  involved) ,  the  OCC  may  impose  additional 
limitations  on  the  Partnership's  activities  with  respect  to  DW 


'^  These  conditions  are  deemed  to  be  "conditions  imposed  in 
writing  by  the  agency  in  connection  with  the  granting  of  any 
application  or  other  request"  within  the  meaning  of  12  U.S.C. 
§  1818. 
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products . 

■uPTviserr  Conditioaa 

Th«  OCC's  approval  of  the  Bank's  operating  subsidiary  notics  is 
subject  to  the  following  conditions,  in  addition  to  the 
representations  and  conditions  specified  in  your  notification 
letter  and  other  materials: 

(1)  The  Partnership  shall  disclose  to  custoaers  at  the  time  an 
account  is  established  that  the  investment  products  offered  by 
the  Partnership  (a)  are  not  FDIC  insured;  (b)  are  not  obligations 
of  the  Bank  or  the  Partnership;  (c)  are  not  guaranteed  by  the 
Bank  or  the  Partnership;  and  (d)  involve  investment  risks, 
including  possible  loss  of  principal.   These  disclosures  shall  be 
provided  using  the  above  language  or  substantially  similar 
language.   The  Partnership  shall  also  obtain  at  the  time  an 
account  is  established  a  signed  statement  acknowledging  that  the 
customer  has  received  and  understands  the  above  disclosures. 

(2)  The  disclosures  described  in  condition  (1)  above  also  must 
be  conspicuously  disclosed  to  customers  in  all  written  sales 
presentations,  advertising  and  promotional  materials, 
confirmation  forms,  and  periodic  statements. 

(3)  The  Partnership  shall  provide  full  disclosure  to  customers 
at  the  time  an  account  is  established  explaining  the 
relationships  between  the  Partnership,  the  Bank,  and  DH,  and  the 
products  sold  by  the  Partnership,  and  also  shall  disclose  that 
from  time  to  time  the  products  offered  by  the  Partnership  may 
involve  entities  having  other  relationships,  including  lending 
relationships  with  the  Bank  and  DH. 

(4)  The  Partnership  may  not  offer  uninsured  investment  prod-rts 
with  a  name  identical  to  the  Bank.   The  Partnership's  products 
may  not  be  marketed  in  a  manner  that  would  mislead  or  deceive 
consumers  as  to  the  products'  uninsured  nature  and  lack  of  any 
guarantee  by  the  Bank  or  the  Partnership. 

(5)  The  Partnership  will  maintain  an  operations  manual  and  other 
%nritten  materials  addressing  the  conduct  of  retail  sales 
activities  of  the  Partnership,  which  will  be  made  available  for 
OCC  review.   Customer  suitability  judgment  procedures  and 
compliance  with  12  C.F.R.  Part  9  conflict  of  interest 
prohibitions  should  be  emphasized. 

(6)  The  Subsidiary  will  be  adequately  capitalized. 

(7)  The  Partnership  will  be  managed  to  minimize  the  risk  of 
piercing  the  corporate  veil. 

(8)  The  Partnership  agreement  will  fully  delineate  the 
activities  of  the  Partnership. 
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(9)  Tha  Bank,  through  tha  Subsidiary,  will  hava  vato  powar  ovar 
tha  actlvitlas  of  tha  Partnarship  and  ita  major  daclsions. 

(10)  Tha  Partnarship  will  ba  subjact  to  OCC  ragulation, 
■uparvision  and  axaaination. 

(11)  Tha  Bank's  aggragata  dlract  and  indlract  Invastaants  in  and 
advancas  to  tha  Subsidiary  and  tha  Partnarship  ahall  not  axcaad 
an  aaount  aqual  to  tha  Bank's  lagal  landing  liait. 

(12)  Tha  Bank  aust  subait  a  notlca  to  us  pursuant  to  12  C.P.R. 

i  5.34  if  tha  Partnarship  at  sosa  futura  tiaa  dacidas  to  angaga 
in  naw  actlvitlas,  l.a.  actlvitlas  not  covarad  by  your  currant 
notlca  and  our  rasponsa  tharato.  This  subBlssion  aust  ba  aada 
avan  though  tha  actlvitlas  hava  baan  found  to  ba  parBlssibla  for 
national  banks. 

Plaasa  ba  advlaad  that  tha  conditions  of  this  approval  ara  daaaad 
to  ba  "conditions  iaposad  in  writing  by  tha  agancy  in  connaetion 
with  tha  granting  of  any  application  or  othar  raquast"  within  tha 
•aaning  of  12  U.S.C.  f  1818. 

eanalnaioa 

Subjact  to  tha  rapraaantations  and  conditions  spaciflad  in  your 
notification  lattar  and  othar  subaittad  aatarials,  as  wall  as 
thoaa  in  this  rasponsa,  tha  Bank  say  procaad  with  its  proposal. 
This  raaponsa  is  basad  aolaly  on  tha  facts  as  raprasantad  and  any 
changaa  in  tha  facts  aight  raguira  a  dlffarant  rasult.  Our 
analyals  alao  raflacts  currant  lagal  and  prudantial  standards, 
and  aay  ba  subjact  to  ravislon  as  futura  davalopaanta  warrant. 

Slncaraly, 


tL-*./^-^-^ 


Prank  Kaguira 

Acting  Sanior  Daputy  Coaptroller 

Corporata  Policy  and  Bconoaic  Analysis 


^*'     Neither  the  Bank  nor  the  Partnership  will  ba  obligated 
or  coaaitted  to  extend  credit  to  any  cuatoaar  of  the  Partnership 
for  purposes  of  purchasing  any  product  through  the  Partnership. 
All  credit  so  extended  will  be  on  an  ara's  length  basis  and 
consistent  with  safe  and  sound  banking. 
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Comptroller  of  th«  Currency 

Adminntrator  of  Nationel  B«nk« NR  94-23 

Washington.  OC     20219 

For:       IMMEDIATE  RELEASE  Contact:  (202)874-4700 

Date:     February  24,  1994 

COMPTROLLER  ISSUES  GUTOANCE  TO  EXAMINERS  ON  MUTUAL  FUND  SALES 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  today  released  procedures  for 
examiiung  the  mutual  fund  or  other  retail  nondeposit  investment  sales  operations  of  national 
banks.   The  guidance  implements  the  sutement  on  nondeposit  investment  products  issued  by 
the  federal  bank  and  thrift  regulators  last  week. 

'Today's  action  is  the  result  of  draft  exam  procedures  that  our  eicaminers  have  been  field 
testing  for  the  past  six  months.   All  OCC  examiners  will  now  have  detailed  guidance  about 
how  to  examine  bank  mutual  fund  sales,'  said  Comptroller  of  the  Currency  Eugene  A. 
Ludwig.    'I'm  instructing  examiners  to  determine  that  bank  management  responds 
immediately  to  any  matter  that  has  the  potential  to  confuse  customers  as  to  the  uninsured 
nature  of  nondeposit  investment  products. " 

The  examination  procedures  cover  all  aspects  of  a  national  bank's  retail  sales  activities, 
including  sales  made  by  bank  employees  and  sales  on  bank  premises  made  by  employees  of 
third  parry  vendors.   The  procedures  are  more  detailed  than  the  OCC's  previous  guidaiK:e 
and  offer  specific  examples  of  what  the  OCC  expects  from  national  banks  that  engage  in  this 
business. 

Among  other  things,  the  procedures  insoua  examiners  to: 

•  Criticize  sales  programs  with  fiind  names  so  similar  to  the  bank's  that  even  mitigating 
cimunstances  are  unlikely  to  eliminate  customer  confusion.   For  example,  a  bank 
named  First  National  Bank  would  be  misleading  customers  if  it  operated  an  uninsured 
fund  called  First  National  Bank  Fund. 

•  Increase  scrutiny  of  ALL  aspects  of  a  bank's  sales  program  if  the  bank's  name  is 
greatly  similar  to  the  fund's  name. 
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~  •         Assess  the  independence  and  thoroughness  with  which  banks  select  the  products  they 
will  offer.   In  particular,  examiners  should  criticize  bank  managers  who  choose 
investment  products  simply  because  they  generate  the  largest  sales  fees. 

•  Verify  that  banks  with  investment  sales  programs  have  disclosed  that  mumal  funds 
and  other  nondeposit  investment  products  (1)  are  not  FDIC  insured,  (2)  are  not 
deposits  or  other  obligations  or  guarantees  of  the  bank,  and  (3)  involve  investment 
risks,  including  possible  loss  of  principal  amount  invested. 

•  Determine  whether  these  disclosures  are  featured  conspicuously  in  all  written  or  oral 
sales  presentations,  advertising  and  promotional  materials,  confirmations,  aixl  periodic 
statements  that  include  the  name  or  the  logo  of  the  bank  or  an  affiliate.   The 
procedures  state  that  disclosures  in  advenisements  and  brochures  should  appear  in  text 
at  least  as  large  as  that  describing  the  product.   The  OCC  will  consider  disclosures  to 
be  conspicuous  if  they  are  on  brochure  covers  or  at  the  front  of  descriptive  text. 

•  DetermiiK  whether  products  recommended  for  sale  are  suitable  investments  for 
customers.   In  particular,  the  procedures  call  for  special  attention  for  product 
recommendations  made  to  first-time,  risk  averse,  elderly,  or  surviving  spouse 
customers. 

•  Verify  that  a  bank  has  assigned  a  bank  officer  to  be  responsible  for  resolving  any 
customer  complaints. 

The  procedures  also  include  other  examples  of  steps  banks  can  take  to  minimjTi'  customer 
confusion.   For  example,  they  give  advice  about  how  banks  can  ensure  that  sales  personnel 
are  giving  accurate  disclosures  to  customers  by  using  'testers.'   They  also  have  guidance  on 
oversight  of  third  party  vendors  selling  on  bank  premises  and  describe  techniques  used  by 
well-managed  banks  to  select  mutual  funds  or  other  investment  products,  such  as  annuities, 
for  sale  to  the  bank's  customers. 

The  CXTC  will  send  copies  of  the  examination  procedures  to  all  national  banks  and  all 
national  bank  examiners. 
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OCC  94-13 

OCC  BULLETIN 


Comptroller  of  th«  Currency 
Administrator  of  National  Banks 


subi*ct  Nondeposii  Investment  Sales  OMcnpoon:   Temporary  Insert  —  Handbook 

Examination  Procedures  for  National  Bank  Examiners 


TO:     All  Users  of  the  Comptroller 's  Handbook  for  National  Bank  Examiners 

PURPOSE 

This  issuance  transmits  a  new  section  413,  Retail  Nondeposit  Investment  Sales,  for  the 
Comptroller  s  Handbook  for  National  Bank  Examiners.  This  section  should  be  inserted  in  the 
handbook  at  the  end  of  the  "Other  Areas  of  Examination  Interest"  section,  behind  section  412, 
Discount  Brokerage  Activity. 

REFERENCES 

Banking  Circular  274,  Retail  Nondeposit  Investment  Sales,  is  rescinded  and  replaced  by  new 
section  4 1 3  to  the  Comptroller 's  Handbook  for  National  Bank  Examiners,  dated  February  1 994, 
attached. 

BACKGROUND 

On  July  19,  1993.  the  Office  of  the  Comptroller  of  Ae  Currency  issued  Banking  Circular  274, 
Retail  Nondeposit  Investment  Sales,  which  provided  guidelines  for  national  banks  involved  in 
the  sale  to  retail  customers  of  mutual  funds,  annuities,  and  other  nondeposit  investments. 
Those  guidelines  were  superseded  on  February  IS,  1994,  by  the  issuance  of  an  Interagency 
Statement,  developed  by  the  OCC,  the  Federal  Reserve  Board,  the  FDIC,  and  the  OTS.  The 
Interagency  Statement  will  apply  uniform  standards  to  federally  insured  fuumcial  institutions 
offering  these  services. 

SCOPE 

The  Interagency  Statemeat  is  incorporated  in  this  insert,  which  provides  national  bank 
examiners  with  procedures  for  examining  the  nondeposit  investment  sales  activities  of  national 
baiUcs.  The  questions  and  procedures  presented  here  check  for  compliance  with  the  Interagency 
Sutement  as  well  as  laws,  rules,  and  regulations.  They  also  provide  national  bank  examiners 
with  a  basis  for  evaluating  management  and  controls  in  this  type  of  operation. 
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RESPONSIBLE  OFFICE 

Questions  concerning  the  Interagency  Statement  or  any  part  of  the  insert  may  be  directed  to 
the  Office  of  the  Chief  National  Bank  Examiner.  Capital  Markets  Group,  in  Washington,  DC 
at  (202)  874-5070. 
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Section  413.1 


This  section  sets  forth  guidance  for  exam- 
iners reviewing  bank  nondeposit  invest- 
ment product  retail  sales  operations,  includ- 
ing bank-related  marketing  and  promotional 
activities.  Examiners  will  review  a  bank's 
programs  for  consistency  with  the  Inter- 
agency Statement  on  Retail  Sales  of 
Nondeposit  Investment  Products,  dated 
February  15,  1994  (Interagency  State- 
ment). The  evaluation  will  cover  all  bank- 
related  activities  including: 

•  Sales  or  recommendations  made  by 
bank  employees; 

•  Sales  or  recommendations  made  by 
employees  of  affiliated  or  unaffiliated 
entities  occurring  on  bank  premises 
(including  sales  or  recommendations 
initiated  by  telephone  or  by  mail 
from  bank  premises);  and 

•  Sales  resulting  from  referrals  of  retail 
customers  to  a  third  party  when  the 
bank  receives  a  benefit  for  the  refer- 
ral. 

When  reviewing  a  bank's  nondeposit  irv 
vestment  sales  operation,  examiners  should 
determine  that  the  bank  views  customers' 
interests  as  critical  to  all  aspects  of  its 
sales  programs.  Examiners  should  evaluate 
a  bank's  policies  and  procedures  from  the 
customers'  perspective  and  should  ascer- 
tain that  customers  are  provided  with  a 
high  level  of  protection.  If  it  becomes 
necessary  to  recommend  remedial  action, 
examiners  should  determine  that  bank 
management  responds  immediately  to  any 
maner  that  has  the  potential  to  confuse 
customers  as  to  the  uninsured  nature  of 
nondeposit  investment  products. 

Banks  that  do  not  operate  programs  safely 
and  soundly  or  that  engage  in  violations  of 
law  or  regulations  will  be  subject  to  appro- 
priate regulatory  action.  When  determining 
the  appropriate  action,  examiners  should  be 
mindful  that  soma  banks,  especially  banks 
relying  on  third  parties  for  sales  of 
nondeposit  investment  products,  mayrwed 
time  to  conform  their  programs  to  the 
Interagency  Statement  and  to  the  guidance 
contained  herein.  At  e  minimum,  however, 
examiners  should  determine  whether  bank 
management  is  making  a  good  faith  effort 


to  comply  with  this  regulatory  guidance  in 
a  timely  manner. 

This  section  applies  to  sales  to  individual 
customers  but  does  not  apply  to  the  whole- 
sale sale  of  nondeposit  investment  prod- 
ucts to  rton-ratail  customers,  such  as  sales 
to  instrtutional  customers  or  to  fiduciary 
accounts  administered  by  an  institution. 
As  part  of  its  general  responsibilities,  how- 
ever, a  national  bank  should  take  appropri- 
ate steps  to  avoid  potential  customer  con- 
fusion when  providing  nondeposit  invest- 
ment products  to  institutional  customers  or 
to  the  bank's  fiduciary  customers.  For 
additional  information  on  restrictions  on  a 
national  bank's  use  as  fiduciary  of  the 
bank's  brokerage  service  or  other  entity 
with  which  the  bank  has  a  conflict  of 
interest,  including  purchases  of  the  bank's 
proprietary  and  other  products,  see  1 2  CFR 
9.12  and  'Sales  to  Fiduciary  Accounts,' 
later  in  this  section. 

Scope 

Examiner  reviews  of  a  bank's  mutual  fund 
or  other  norvleposit  investment  sales  pro- 
gram will  concentrate  on  the  policies  end 
procedures  the  bank  adopts  ar>d  on  the 
effectiveness  of  their  implementation. 

When  reviewing  implementation  of  a 
bank's  program,  examiners  will  investigate 
whether  senior  bank  management  hes: 

(1)  Participated  in  planning  the  bank's 
investment  sales  program; 

(2)  Adopted  a  framework  to  ensure 
compliance  with  all  applicable  laws, 
rules,  regulations,  regulatory  condi- 
tiona,  and  the  Interagency  State- 

.    mem;  and 

(3)  Ensured  effective  supervision  of  indi- 
viduals er>geged  in  soles  sctivities, 
ir>cluding  employees  of  the  bank  and 
any  other  entity  involved  in  bank- 
related  sales  of  investment  products. 

Where  relevant,  references  in  this  hand- 
book section  to  bank  management  or  bank 
employees  includes  third  party  managers  or 
third  party  employees. 
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Minimum  Standards  for  Nondeposit 
Investment  Programs 

Antifraud  provisions  of  the  federal  securi- 
ties laws  prohibit  materially  misleading  or 
inaccurate  representation  in  connection 
with  offers  and  sales  of  securities.  (See, 
for  example,  Section  1 0  of  the  Securities 
Exchange  Act  of  1 934  and  Rule  10b-5.)  If 
customers  are  misled  about  the  nature  of 
nondeposit  investment  products,  including 
their  uninsured  status,  sellers  could  face 
potential  liability  under  these  antifraud 
provisions.  Safe  and  sound  banking  also 
requires  that  bank-related  retail  sales  activi- 
ties be  operated  to  avoid  confusing  cus- 
tomers about  the  products  being  offered. 
Use  of  nonbank  employees  to  sell  these 
products  does  not  relieve  bank  manage- 
ment of  the  responsibility  to  take  reason- 
able steps  to  ensure  that  the  investment 
sales  activities  meet  these  requirements. 

The  Rules  of  Fair  Practice  of  the  National 
Association  of  Securities  Dealers  (NASD) 
expressly  govern  sales  of  securities  by 
broker/dealers  who  are  members  of  NASD. 
These  rules  apply  to  bank-related  securities 
sales  by  banking  subsidiaries  registered  as 
broker/dealers,  affiliated  broker/dealers, 
and  unaffiliated  broker/dealers  operating 
under  agreements  with  banks.  These  rules 
apply  whether  such  sales  are  made  on 
bank  premises  or  at  a  separate  location. 

These  rules  do  not  expressly  apply  to  sales 
or  recommendations  made  directly  by  the 
bank.  Even  when  these  rules  do  not  ex- 
pressly apply,  however,  they  are  an  appro- 
priate reference  for  a  bank  compliance 
program  designed  to  ensure  that  the  bank's 
retail  sales  of  all  nondeposit  investment 
products  are  operated  in  a  safe  and  sound 
manner. 

Before  beginning  to  operate  a  nondeposit 
investment  sales  program,  banks  may  also 
consider  notifying  their  blanket  bond  carri- 
ers of  plans  to  engage  in  these  activities. 
If  applicable,  this  could  permit  the  bank  to 
obtain  written  assurances  from  the  carrier 
that  the  bank's  insurance  coverage  for 
employees  includes  staff  representing  third 


party  vendors. 

Examiners  also  should  encourage  bank 
management  to  review  Retail  Investment 
Sales:  Guidelines  for  Banks.  The  publica- 
tion, prepared  jointly  by  six  banking  indus- 
try trade  associations,  contains  voluntary 
guidelines  for  bank  sales  of  nondeposit 
investment  products  as  well  as  common 
sense  suggestions  for  putting  many  of  the 
OCC's  recommendations  into  action. 

Program  Management 

Banks  must  comply  with  all  applicable 
laws,  rules,  regulations,  and  regulatory 
conditions,  and  operate  consistently  with 
the  Interagency  Statement  for  any  of  their 
bank-related  retail  sales  of  mutual  funds, 
annuities,  or  other  retail  nondeposit  invest- 
ment products.  Bank  directors  are  respon- 
sible for  evaluating  the  risks  imposed  by 
bank-related  sales  and  are  expected  to 
adopt  a  program  statement  and  self-regula- 
tory policies  and  procedures  to  ensure 
compliance  with  all  requirements.  A  bank's 
policies  and  procedures  must  address  bank- 
related  retail  sales  made  directly  by  a  bank, 
through  an  operating  subsidiary  or  affiliate, 
or  by  an  unaffiliated  entity. 

Examiners  should  expect  that  banks  will 
tailor  their  policies  and  procedures  to  the 
scope  of  the  bank's  sales  activities.  The 
level  of  detail  contained  in  a  bank's  policies 
and  procedures  will  depend  on  the  struc- 
ture and  comolexity  of  the  bank's  program. 

Examiners  will  review  the  bank's  securities 
sales  activities  to  determine  that  the  bank 
has  adopted  a  statement  that  addresses 
the  risks  associated  with  the  sales  program 
and  describes  the  features  of  the  sales  pro- 
gram, the  roles  of  bank  employees,  and  the 
roles  of  third  party  entities.  The  statement 
should  set  forth  the  strategies  the  bank  will 
employ  to  achieve  its  objectives.  It  also 
should  outline  the  self-regulatory  proce- 
dures bank  management  will  implement  to 
ensure  that  the  program's  objectives  are 
met  without  compromising  the  customers' 
bast  interests. 
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At  a  minimum,  examiners  should  expect 
bank  policies  and  procedures  to  address: 

Supervision  of  personnel  involved  in 
nondeposit  investment  sales  programs  — 

Senior  bank  managers  will  be  expected  to 
ensure  that  specific  individuals  employed 
by  the  bank,  an  affiliated  broker/dealer,  or 
a  third  party  vendor  are  responsible  for 
each  activity  outlined  in  the  bank's  policies 
and  procedures.  Managers  of  the  bank's 
securities  sales  activities  will  be  account- 
able for  understanding  the  investment 
products  offered  and  the  sales  process,  as 
well  as  for  assuring  compliance  with  secu- 
rities and  banking  laws,  rules,  and  regula- 
tions. 

Designation  of  employees  authorized  to  sell 
investment  products  —  This  should  serve 
as  a  guide  for  all  bank-related  employees 
dealing  with  retail  nondeposit  investment 
product  customers.  The  program  state- 
ment should  specify  that  only  properly 
trained  and  supervised  employees  are 
permitted  to  make  investment  sales  or 
recommendations.  It  should  describe  the 
responsibilities  of  personnel  authorized  to 
sell  or  recommend  nondeposit  investment 
products  and  of  other  personnel  who  may 
have  contact  with  retail  customers  con- 
cerning the  sales  program.  It  also  should 
include  a  description  of  appropriate  and 
inappropriate  referral  activities  and  the 
training  requirements  and  compensation  ar- 
rangements for  each  category  of  personnel. 

The  roies  of  other  entities  selling  on  bank 
premises,  including  supervision  of  selling 
employees  —  Bank  management  must  plan 
to  monitor  compliance  by  other  entities  on 
an  ongoing  basis.  The  degree  of  bank 
management's  involvement  should  be 
dictated  by  the  nature  8r>d  extent  of 
nondeposit  investment  product  sales,  the 
effectiveness  of  customer  protection  sys- 
tems, and  customer  responses.  (See 
'Third  Pany  Vendors,'  later  in  this  section 
for  more  details  on  programs  operated  by 
third  parties.) 

The  types  of  products  sold  —  Policies  and 
procedures  should  include  the  criteria  the 


bank  will  use  to  select  and  review  each 
type  of  product  sold  or  recommended. 

For  each  type  of  product  sold  by  bank 
employees,  the  bank  should  identify  specif- 
ic laws,  regulations,  regulatory  conditions, 
and  any  other  limitation  or  requirements, 
including  qualitative  considerations,  that 
will  expressly  govern  the  selection  and 
marketing  of  products  the  bank  will  offer. 
(See  'Product  Selection,'  later  in  this 
section  for  further  discussion  of  these 
issues.) 

Examiners  should  review: 

•  The  process  the  bank  uses  to  select 
the  products  it  will  offer, 

•  What  the  bank  did  to  ensure  the 
products  meet  its  customers'  needs 
and  expectations,  and 

•  How  well  the  bank  is  performing  an 
ongoing  analysis  of  the  appropriate- 
ness of  the  products  offered  for  sale. 

Examiners  will  also  assess  the  indepen- 
dence and  thoroughness  of  the  analysis 
and  the  degree  to  which  the  bank  relies  on 
ratings  services.  Examiners  should  be 
critical  of  bank  managers  who  simply 
choose  products  that  generate  the  largest 
sales  fees  or  accept  what  a  third  party  has 
to  offer  without  performing  an  independent 
analysis  of  the  suitability  of  the  products  to 
the  bank's  strategy  and  customer  mix. 

Examiners  should  not  give  the  impression 
that  the  agency  expects  bank  managers  to 
be  'stock  pickers'  or  that  it  intends  to 
expand  or  limit  the  types  of  products  banks 
offer.  Instead,  examiners  should  determine 
that  bankers  are  selecting  products  that 
generally  meet  their  customers'  needs. 

(See  'Third  Party  Vendors,'  later  in  this 
section,  for  more  details  on  the  bank's 
oversight  roles  when  it  relies  on  its  third 
party  vendor  to  select  products.) 

Policies  governing  the  permissible  uses  of 
bank  customer  information  —  Examiners 
should  determine  that  bank  customer  infor- 
mation policies  address  the  permissible 
uses  of  such  informetion  for  any  purpose 
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associated  with  bank-related  retail  invest- 
ment sales  activity.  In  particular,  if  the 
bank  intends  to  use  customer  lists  to  tele- 
phone depositors  whose  certificates  of 
deposit  are  due  to  mature  to  inform  them 
about  alternative  investment  products,  the 
policies  should  outline  steps  the  bank  will 
take  to  avoid  confusing  customers  as  to 
the  risks  associated  with  nondeposit  in- 
vestment products,  including  their  unin- 
sured nature. 

Banks  may  also  supply  customer  informa- 
tion lists  to  a  third  party  vendor.  Supplying 
such  information  should  only  occur,  how- 
ever, after  bank  management  has  evaluated 
steps  the  third  party  is  taking  to  avoid 
confusing  customers  and  after  determining 
such  steps  are  consistent  with  bank  policy. 

Bank  management  also  may  wish  to  con- 
sider obtaining  a  legal  opinion  concerning 
the  bank's  authority  to  share  customer 
information  with  third  parties. 

Communications  with  customers  —  Exam- 
iners should  determine  whether  the  bank's 
policies  consider  the  need  for  periodic  and 
ongoing  communications  with  customers  to 
help  them  understand  their  investments 
and  to  remind  customers  periodically  that 
the  products  they  have  purchased  are  not 
insured  deposits.  Policies  should  outline 
customer  communications  for  the  bank 
during  periods  of  market  stress  and  assign 
responsibilities  for  such  communications. 

Setting  and  Circumstances  of 
Nondeposit  Investment  Product 
Sales 

Banks  should  market  nondeposit  products 
in  a  manner  that  does  net  mislead  or  con- 
fuse customers  as  to  the  nature  of  the 
products  or  their  risks.  The  setting  and 
circumstances  surrounding  sales  of  invest- 
ment products  is  fundamental  to  ensuring 
that  customers  can  readily  distinguish 
between  nondeposit  investment  products 
and  insured  deposits.  Examiners  will  deter- 
mine that  bank  management  has  estab- 
lished controls  to  distinguish  retail  deposit- 
taking  activities  from  the  promotion,  sale. 


and  subsequent  customer  relationships 
related  to  retail  nondeposit  investment 
sales. 

To  minimize  customer  confusion,  sales  of, 
or  recommendations  for,  nondeposit  invest- 
ment products  on  the  bank's  premises 
should  be  conducted  in  a  physical  location 
distinct  from  the  area  where  retail  deposits 
are  taken.  Signs  or  other  means  should  be 
used  to  distinguish  the  investment  sales 
area  from  the  retail  deposit-taking  area  of 
the  institution. 

In  the  limited  situation  in  which  physical 
considerations  prevent  nondeposit  invest- 
ment product  operations  from  being  con- 
ducted in  a  distinct  area  of  the  bank,  a 
bank  has  a  heightened  responsibility  to 
ensure  that  measures  are  in  place  to  mini- 
mize customer  confusion.  To  minimize 
customer  confusion,  the  bank  should  make 
an  officer  responsible  for  each  of  the  loca- 
tions at  which  the  investment  product 
sales  will  take  place. 

The  bank  also  should  employ  signs  and, 
where  possible,  separate  desks  and  person- 
nel for  deposit-taking  and  investment  prod- 
uct sales.  Investment  product  salespeople 
should  clearly  identify  themselves  by  the 
use  of  appropriate  methods  such  as  name 
tags  or  separate  business  cards.  In  banks 
where  the  investment  program  is  likely  to 
be  less  elaborate,  the  examiner  should 
determine,  at  a  minimum,  that  the  bank 
utilizes  the  written  and  oral  disclosures 
described  below. 

In  rio  case  should  any  employee,  while 
located  in  the  routine  deposit-taking  area, 
such  as  the  teller  window,  make  general  or 
specific  investment  recommendations 
regarding  nondeposit  investment  products, 
or  accept  orders  for  such  products,  even  if 
unsolicited.  Tellers  and  other  employees 
who  are  not  authorized  to  sell  nondeposit 
investment  products  may  only  refer  cus- 
tomers to  individuals  who  are  specifically 
designated  and  trained  to  assist  customers 
interested  in  the  purchase  of  such  prod- 
ucts. 
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Product  nam«s  —  Banks  may  not  offer 
nondeposit  investment  products  with  a 
product  name  identical  to  the  bank's  name. 
Names  that  imply  that  mutual  funds  are 
U.S.  government  guaranteed  also  are  pro- 
hibited. 

Banks  also  should  recognize  that  the  poten- 
tial for  customer  confusion  may  be  in- 
creased if  the  bank  offers  nondeposit  prod- 
uct names  that  are  similar  to  the  bank's 
name,  if  the  bank  offers  such  nondeposit 
products  vt/ith  names  similar  to  the  bank's, 
it  should  design  sales  training  programs  to 
minimize  the  risk  of  confusing  customers. 

In  addition,  Securities  and  Exchange  Com- 
mission (SEC)  staff  have  issued  an  opinion 
that  common  names  between  a  bank  and  a 
mutual  fund  sold  or  marketed  by  or  through 
that  bank  are  presumed  to  be  misleading 
and  a  violation  of  the  Investment  Company 
Act  of  1 940.  SEC  staff  contends,  howev- 
er, that  a  common  name  fund  can  rebut  the 
presumption  that  a  fund's  name  is  mislead- 
ing by  ensuring  that  the  cover  page  of  the 
prospectus  prominently  discloses  that  the 
fund's  shares  are  not  deposits  or  obliga- 
tions of  the  bank  and  are  not  federally 
insured. 

When  examining  investment  sales  pro- 
grams in  a  bank  that  is  selling  funds  with 
names  similar  to  the  bank's,  examiners  will 
evaluate  the  steps  that  bank  management 
has  taken  to  avoid  confusing  customers. 
The  greater  the  similarity  between  bank 
and  fund  names,  the  more  closely  examin- 
ers will  scrutinize  all  aspects  of  a  bank's 
sales  program. 

Examiners  should  criticize  sales  programs 
in  which  fund  names  are  so  similar  to  the 
bank's  that  even  mitigating  circumstances 
are  unlikely  to  eliminate  customer  confu- 
sion. For  example,  it  may  be  acceptable 
for  "First  National  Bank"  to  offer  a 
nondeposit  investment  product  named 
"First  Fund"  as  long  as  the  bank  has  imple- 
mented sufficient  disclosures,  training,  and 
other  measures  to  mitigate  customer  con- 
fusion. Other  names,  however,  such  as 
"First  Bank  Fund"  or  "First  National  Fund" 


are  so  similar  to  a  bank's  name  that  they 
are  inappropriate  because  they  are  inher- 
ently confusing. 

Examiners  and  bank  management  should 
also  be  aware  that  the  potential  for  cus- 
tomer confusion  can  depend  on  the  context 
in  which  the  sales  are  taking  place.  For 
example,  it  may  be  inappropriate  for  the 
First  National  Bank  to  offer  a  mutual  fund 
product  named  *FNB  Money  Market  Fund" 
if  First  National  Bank  were  also  offering  an 
insured  deposit  product  named  "FNB  Mon- 
ey Market  Account.' 

Overall  setting  artd  circumstsncas  —  When 
reviewing  nondeposit  investment  product 
sales  operations,  examiners  should  not 
place  undue  weight  on  a  single  aspect  of 
the  setting  and  circumstances  of  the  sale. 
Each  bank's  sales  program  is  different,  and 
one  set  of  rules  may  not  cover  all  circum- 
stances or  provide  all  customers  with  the 
necessary  level  of  protection.  Before  judg- 
ing a  particular  bank's  operations,  examin- 
ers should  consider  how  the  various  ele- 
ments of  the  program  interact  and  whether 
the  elements  combined  mislead  or  avoid 
misleading  customers. 

The  following  example  illustrates  how  the 
combination  of  certain  elements  can  poten- 
tially mislead  customers: 

An  employee  of  the  First  National  Bank 
sits  at  a  desk  in  the  lobby.  This  em- 
ployee sells  money  market  mutual  funds 
and  renews  CDs.  The  employee  tells 
customers  about  two  products  the  bank 
is  offering:  the  FNB  Money  Market 
Fund,  an  uninsured  retail  nondeposit 
investment  product,  and  the  FNB  Mon- 
ey Market  Account,  an  insured  deposit. 
This  employee  may  have  an  incentive  to 
market  the  uninsured  product  because 
the  employee  gets  a  commission  for 
selling  a  mutual  fund  but  receives  noth- 
ing for  selling  or  renewing  a  deposit. 

This  situation  could  confuse  customers. 
To  mitigate  customer  confusion,  the  bank 
should  ensure  that  the  employee  has  exten- 
sive knowledge  of  the  products  being  sold 
and  that  the  employee  is  thoroughly  aware 


Comptrollf's  Handbook  tor  Nationi  Bank  Examinan 
Tamporarf  In  tart  —  fabruarf  1$$4 


80-222  0-94-22 


670 


Retail  Nondeposit  Investment  Sales 
introduction 


Section  413.1 


of  customer  protection  issues.  When 
selling  noninsured  products,  the  employee 
should  also  require  customers  to  sign  a 
new  account  form  acknowledging  that  the 
product  is  not  insured. 

If  space  and  personnel  limitations  appear  to 
increase  the  potential  for  customer  confu- 
sion, examiners '  should  encourage  bank 
management  to  require  additional  training 
and  disclosures,  to  develop  signs  and 
product  names  that  clearly  distinguish 
among  the  products  being  sold,  and  to 
assure  that  compensation  for  selling  unin- 
sured and  insured  products  is  equalized. 
Examiners  should  expect  banks  with  non- 
deposit  investment  sales  programs  already 
in  operation  when  this  section  is  issued  to 
initiate  actions  immediately  to  conform  all 
aspects  of  the  setting  and  circumstances 
of  the  bank's  program  to  these  require- 
ments. In  particular,  banks  should  take 
immediate  steps  to  correct  any  elements 
that  could  confuse  customers. 

Disclosures  and  Advertising 

Disclosures 

Complete  and  accurate  disclosure  must  be 
provided  to  avoid  customer  confusion  as  to 
whether  a  bank-related  product  is  an  in- 
vestment product  or  an  insured  bank  de- 
posit. Examiners  should  determine  that 
banks  selling,  advertising,  or  otherwise 
marketing  nondeposit  investment  products 
to  retail  customers  provide  the  following 
product  disclosures  conspicuously:  The 
products  offered  (1 1  are  not  FOIC  insured, 
(2)  are  not  deposits  or  other  obligationa  or 
guarantees  of  the  banit,  and  (3)  Invohra 
investment  risks,  including  possibie  loss  of 
principal  amount  invested. 

The  minimum  disclosures  should  b«  provid- 
ed to  the  customer: 

•  Orally  during  any  sales  presentation. 

•  Orally  when  investment  advice'con- 
cerning  nondeposit  investment  prod- 
ucts is  provided. 

•  Orally  and  in  writing  prior  to  or  at 
the  time  an  investment  account  is 
opened  to  purchase  these  products. 


•    In  advertisements  and  other  promo- 
tional materials,  as  described  below. 

Examiners  will  determine  whether  these 
disclosures  are  featured  conspicuously  in 
all  written  or  oral  sales  presentations, 
advertising  and  promotional  materials 
prospectuses,  confirmations,  and  periodic 
statements  that  include  the  name  or  the 
logo  of  the  bank  or  an  affiliate. 

Advertisements  and  brochures  also  should 
feature  these  disclosures  at  least  as  large 
as  the  text  describing  the  bank's  nondepos- 
it investment  products.  The  OCC  believes 
that  these  disclosures  are  conspicuous 
when  they  appear  on  the  cover  of  a  bro- 
chure or  on  the  first  part  of  relevant  writ- 
ten text.  A  bank's  disclosures  could  also 
be  considered  conspicuous  if  it  prints  the 
required  disclosures  in  a  box  or  by  display- 
ing them  in  bold  type  or  with  bullet  points. 

The  bank  should  obtain  a  signed  statement 
acknowledging  such  disclosures  from 
customers  at  the  time  a  retail  nondeposit 
investment  account  is  opened.  For  ac- 
counts established  before  issuance  of  this 
section,  the  bank  should  consider  obtaining 
such  a  signed  statement  prior  to  the  next 
sale.  If  the  bank  solicits  customers  by 
telephone  or  mail,  it  should  be  assured  that 
customers  agreeing  to  purchase  nondeposit 
investment  products  receive  the  disclosure 
acknowledgement  form  when  they  open  a 
new  account.  A  bank  should  also  request 
ail  customers  who  previously  opened  in- 
vestment accounts  by  mail  without  receiv- 
ing these  written  disclosures  to  sign  and 
return  a  disclosure  acknowledgement  to 
the  bank. 

Confirmations  and  account  statements  for 
nondeposit  investment  products  should 
contain  at  least  the  minimum  disclosures  if 
the  confirmation  or  account  statement 
contains  the  name  or  logo  of  the  bank  or 
its  affiliate.  If  a  customer's  periodic  depos- 
it account  statement  includes  account 
information  about  nondeposit  investment 
products,  the  bank  should  cleariy  separate 
that  information  from  information  about  the 
deposit  account.  The  material  on  the  cus- 
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tomer's  periodic  deposit  account  relating  to 
nondeposit  investment  products  also 
should  begin  with  the  disclosures  described 
above  as  well  as  the  identity  of  the  entity 
conducting  the  nondeposit  transaction. 

Where  applicable,  examiners  should  deter- 
mine that  the  bank  has  made  additional 
disclosures  described  in  the  Interagency 
Statement  regarding  affiliate  relationships 
and  specific  fees  and  penalties. 

Some  disclosure  obligations  may  arise  from 
the  roles  a  bank  or  a  bank  affiliate  may 
play  in  the  distribution,  administration, 
and/or  management  processes.  For  exam- 
ple, a  bank  should  disclose  remuneration 
received  for  performing  investment  advi- 
sory services  and  administrative  services 
such  as  shareholder  accounting.  This 
disclosure  obligation  may  be  met  through 
fee  disclosures  in  a  prospectus.  If  the 
prospectus  does  not  include  such  fee  dis- 
closures, the  bank  must  make  the  disclo- 
sures by  some  other  means.  State  law 
requirements  may  also  govern  fee  disclo- 
sures. 

Additional  disclosure  responsibilities  may 
occur  because  of  the  manner  in  which 
nondeposit  investment  products  are  mar- 
keted. Examiners  should  determine  wheth- 
er public  statements  about  the  selection  of 
the  products  a  bank  offers  are  reasonable. 
As  an  example,  if  management  represents 
to  customers  that  it  has  performed  an 
independent  analysis  of  the  product  select- 
ed, the  examiner  should  determine  that  the 
bank  has  actually  done  so.  Examiners  will 
also  evaluate  management's  disclosure  to 
prospective  customers  of  ratings  applicable 
to  a  particular  product,  including  the  source 
of  the  rating.  If  ratings  are  used  to  pro- 
mote certain  products,  examiners  should 
expect  bank  management  to  review  wheth- 
er the  bank  will  disclose  ratings  changes 
and,  if  so,  determine  how  such  disclosures 
will  occur. 

Examiners  should  also  determine  whether 
a  bank-related  sales  program  includes  any 
written  or  oral  representations  to  custom- 
ers concerning  insurance  coverage  provided 


by  any  other  entity  apart  from  FDIC,  e.g., 
the  Securities  Investor  Protection  Corpora- 
tion (SIPCI,  a  state  insurance  fund,  or  an 
insurance  company.  If  these  types  of 
representations  are  made,  examiners 
should  determine  whether  training  concern- 
ing differences  in  insurance  coverage  is 
provided  to  appropriate  personnel.  Appro- 
priate personnel  includes  anyone  who  is 
likely  to  respond  to  customer  inquiries  or 
individuals  designated  to  sell  such  prod- 
ucts. Examiners  should  also  determine  if 
written  or  oral  explanations  of  the  differ- 
ences in  coverage  are  provided  to  all  cus- 
tomers. 

Advertising 

Examiners  should  assess  the  procedures 
the  bank  uses  to  ensure  that  bank-related 
sales  advertisements  are  accurate,  do  not 
mislead  customers  about  the  nature  of  the 
product,  and  include  required  disclosures. 
For  example,  claims  about  'no  fees'  or  'no 
charges'  are  not  accurate  if  the  selling 
bank  collects  fees  for  investment  advisory 
services  or  collects  fees  for  shareholder 
accounting  on  the  product  or  service  being 
advertised.  In  this  case  a  bank  could  claim 
that  there  are  no  'sales'  charges  and  in- 
form readers  that  a  description  of  other 
charges  is  contained  in  the  prospectus. 

Examiners  should  determine  that  the  bank 
does  not  imply  in  advertising  or  in  written 
and  oral  presentations  that  the  bank  stands 
behind  an  investment  product. 

The  bank's  marketing  department  should 
not  be  solely  responsible  for  bank-related 
investment  sales  advertisements.  The 
issuer,  or,  if  a  mutual  fund,  the  distributer, 
may  prepare  advertisements  of  specific 
investment  products  that  conform  to  stand- 
ards developed  by  self-regulatory  organi- 
zations such  as  NASD.  Senior  bank  man- 
agement should  appoint  an  officer  respon- 
sible for  ensuring  that  bank  investment 
advertisements  as  well  as  advertisements 
prepared  by  another  party  that  make  refer- 
ence to  the  bank,  or  any  advertisement 
used  in  bank-related  sales,  are  accurate, 
not  misleading,  and  include  all  required 
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disclosures. 

Suitability 

Consistent  with  the  Rules  of  Fair  Practice, 
the  OCC  expects  banks  to  determine 
whether  a  product  being  recomnnended  is 
an  appropriate  investment  for  the  custom- 
er. Banks  should  ensure  that  any  salespeo- 
ple involved  in  bank-related  sales  obtain 
sufficient  information  from  customers  to 
enable  the  salesperson  to  make  a  judgment 
about  the  suitability  of  recommendations 
for  particular  customers.  At  a  minimum, 
suitability  inquiries  should  be  made  consist- 
ent with  the  Rules  of  Fair  Practice  con- 
cerning the  customer's  financial  and  tax 
status,  investment  objectives,  and  other 
factors  that  may  be  relevant,  prior  to  mak- 
ing recommendations  to  the  customer. 
This  information  should  be  documented 
and  updated  periodically. 

A  well-documented  suitability  inquiry  can 
protect  a  bank  from  dissatisfied  customers 
who  threaten  litigation.  Such  litigation 
could  introduce  risk  to  the  bank's  capital. 
Accordingly,  the  OCC  may  view  banks 
operating  a  retail  securities  business  with- 
out appropriate  suitability  procedures  to  be 
engaging  in  an  unsafe  and  unsound  prac- 
tice. 

Many  banks  use  software  programs  that 
document  investor  profiles  to  assist  in 
making  suitability  judgments.  Each  profile 
is  based  on  a  customer's  responses  to 
inquiries  as  to  his  or  her  financial  and  rele- 
vant personal  history.  The  software  pro- 
gram subsequently  matches  the  customer's 
investment  needs  and  objectives  to  the 
bank's  available  products.  This  type  of 
software  is  a  tool,  not  a  substitute  for 
professional  judgement;  it  should  not 
weight  bank  proprietary  products  too  heavi- 
ly or  bank  deposits  too  lightly. 

One  example  of  a  critical  suitability  deter- 
mination involves  sales  to  elderly  bank 
customers.  Many  of  these  customers  rely 
upon  investments  or  savings  for  retirement 
income  and  may  consequently  demand  high 
yields.   They  may  not,  however,  have  the 


ability  to  absorb  or  recover  losses.  A 
nondeposit  investment  salesperson  should 
also  be  aware  that  it  is  especially  impoaant 
to  make  a  careful  suitability  recommenda- 
tion when  dealing  with  a  surviving  spouse 
who  is  not  experienced  in  investment 
matters. 

Examiners  should  investigate  potential 
suitability  problems  in  mutual  fund  sales 
when  reviewing  "breakpoints"  and  "letters 
of  intent."  Breakpoints  are  discounts  that 
are  available  to  investors  who  purchase  a 
large  amount  of  mutual  fund  shares  in  a 
lump  sum  or  as  part  of  a  cumulative  invest- 
ment program  {e.g.  under  a  'letter  of  in- 
tent*). The  potential  for  abuse  usually 
occurs  when  the  sale  of  several  different 
mutual  fund  shares  takes  place  in  quanti- 
ties just  below  the  level  at  which  the  pur- 
chaser would  qualify  for  reduced  sales 
charges  on  any  one  of  the  funds. 

Examiners  should  determine  whether  a 
bank  officer  has  been  assigned  responsibili- 
ty for  implementing  and/or  monitoring  the 
suitability  system.  The  examination  ap- 
proach should  focus  on  the  system  the 
bank  has  in  place  to  make  suitability  inquir- 
ies, suitability  judgements,  and  periodic 
account  reviews.  Examiners  generally 
should  review  sales  patterns  rather  than 
individual  sales  for  suitability  issues.  To 
determine  the  types  of  sales  to  test  for 
suitability,  examiners  should  investigate 
marketing  programs  that  target  a  class  of 
customers,  customer  complaints,  sales  to 
first-time  ar>d  risk-averse  investors,  sales 
made  by  high-  or  low-volume  salespersons, 
volatile  and  new  products,  and  the  exist- 
ence of  mutual  fund  redemptions  after 
relatively  short  holding  periods. 

Qualifications  and  Training 

Banks  should  implement  detailed  training 
programs  to  ensure  that  sales  personnel 
have  thorough  product  knowledge  (as 
opposed  to  simple  sales  training  for  a 
product)  and  understand  customer  protec- 
tion requirements.  Examiners  should  as- 
sess the  process  the  bank  uses  to  ensure 
that  sales  personnel  are  properly  qualified 
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and  adequately  trained  to  sell  all  bank- 
related  nondeposit  investment  products.  If 
bank  personnel  sell  or  recommend  securi- 
ties, the  training  should  be  substantively 
equivalent  to  that  required  for  personnel 
qualified  to  sell  securities  as  registered 
representatives.  Securities  industry  train- 
ing is  available  in  most  metropolitan  areas. 

Examiners  also  should  determine  that  the 
bank's  audit  and  compliance  personnel  and 
persons  with  supervisory  responsibilities 
are  properly  trained  and  knowledgeable. 

A  bank's  hiring  practices  and  training  plan 
should  be  designed  around  the  complexity 
and  risks  of  the  particular  investment  prod- 
ucts being  offered.  While  it  may  be  appro- 
priate to  have  a  banking  generalist  with  no 
securities  industry  background  sell  money 
market  mutual  funds,  it  could  be  inappro- 
priate to  allow  this  individual  to  sell  fixed- 
rate  annuities  without  extensive  training. 

If  individuals  with  securities  industry  expe- 
rience are  hired  to  sell  investment  products 
for  banks,  they  should  have  an  understand- 
ing of  securities  industry  customer  protec- 
tion and  control  systems  and  have  an 
adequate  knowledge  of  the  products  being 
offered.  Since  they  may  not  be  familiar 
with  general  banking  regulations  and  may 
not  understand  the  needs  of  bank  custom- 
ers, banks  should  also  ensure  that  these 
individuals  are  instructed  as  to  the  special- 
ized obligations  of  selling  investment  prod- 
ucts in  a  retail  banking  environment.  Ex- 
aminers should  expect  management  to 
check  with  securities  regulators  to  deter- 
mine if  potential  bank  sales  employees  with 
previous  securities  industry  experience 
have  a  disciplinary  history. 

Banks  engaging  in  lower  volume  mutual 
fund  and  annuity  sales  frequently  train 
existing  bank  employees  to  sell  investment 
products.  Examiners  should  determine  that 
bank  management  is  satisfied  that  these 
individuals  have  acquired  "product  knowl- 
edge," and  thoroughly  understand  the  need 
to  safeguard  the  customers'  interests. 
More  specialized  'product  knowledge" 
training  is  generally  provided  by  the  mar- 


keting division  of  a  mutual  fund  sponsor  or 
another  third  party  vendor.  Bank  staff 
should  also  receive  customer  protection 
and  compliance  training. 

Examiners  should  determine  whether  a 
bank  officer  has  been  assigned  responsibil- 
ity for  ensuring  that  adequate  training  is 
provided  to  bank  staff,  and  for  reviewing 
the  hiring  and  training  practices  of  a  third 
party  vendor. 

Compensation 

Incentive  compensation  systems,  which  are 
standard  In  the  securities  and  insurance 
businesses,  are  becoming  increasingly 
common  in  commercial  banking.  Personnel 
who  are  authorized  to  sell  nondeposit 
investment  products  may  receive  incentive 
compensation,  such  as  commissions,  for 
transactions  entered  into  by  customers. 
However,  incentive  compensation  pro- 
grams must  not  be  structured  in  such  a 
way  as  to  result  in  unsuitable  recommenda- 
tions or  sales  being  made  to  customers. 

An  Improperly  designed  compensation 
system  can  provide  a  bank  employee  with 
the  incentive  to  place  his  or  her  own  com- 
pensation interests  above  the  interests  of 
bank  customers.  Examiners  should  assess 
the  steps  management  has  taken  to  ensure 
that  compensation  programs  do  not  oper- 
ate as  an  incentive  for  salespeople  to  make 
unsu<t«hiA  recommendations  or  sales  to 
customers. 

One  way  to  avoid  having  the  compensation 
system  drive  the  recommendation  toward 
mutual  funds  and  away  from  certificate  of 
deposit  renewals  would  be  to  separate  the 
nondeposit  investmerrt  product  sales  and 
CD  renewal  functions.  Alternatively,  if 
employees  are  permitted  to  offer  both 
deposits  and  nondeposit  investment  prod- 
ucts, a  bank  could  reduce  the  temptation 
by  compensating  the  employee  for  renew- 
ing maturing  deposits  as  well  as  for  selling 
nondeposit  investment  products.  Examin- 
ers should  discuss  with  bank  management 
where  appropriate  the  methods  used  to 
avoid  possible  conflicts  of  interest  poten- 
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tially  arising  from  the  bank's  compensation 
plan. 

To  investigate  whether  incentive  compen- 
sation schemes  could  induce  salespersons 
to  recommend  products  with  higher  com- 
missions over  a  more  suitable  option,  ex- 
aminers should  look  to  customer  com- 
plaints and  to  sales  patterns  rather  than  to 
individual  sales.  For  example,  an  examiner 
can  look  for  instances  in  which  sales  for  a 
particular  product  increased  after  changes 
to  an  incentive  compensation  system. 

Examiners  also  should  expect  a  bank  to 
increase  its  supervision  of  sales  programs 
as  it  increases  its  incentive  compensation. 
Examiners  should  be  critical  of  supervision 
that  does  not  take  into  account  the  possi- 
bility that  recommendations  for  purchases 
of  nondeposit  investment  products  could 
be  influenced  by  the  incentive  compensa- 
tion scheme. 

If  the  overall  setting  and  circumstances  of 
a  bank's  investment  sales  program  appears 
to  be  only  marginally  satisfactory,  examin- 
ers should  regard  higher  incentive  compen- 
sation on  certain  investment  products  and 
lower  compensation  on  deposits  and  other 
investment  products  as  having  the  poten- 
tial for  causing  serious  problems.  In  this 
case  the  compensation  system  itself  should 
justify  an  increase  in  the  level  of  bank 
management  supervision.  If  supervision  is 
not  adequate,  the  examiner  should  criticize 
the  compensation  system  and  other  objec- 
tionable factors  in  the  setting  and  circum- 
stance of  the  sale. 

Bank  supervisory  employees  who  review 
and  approve  individual  sales,  accept  new 
accounts,  and  review  established  customer 
accounts  should  not  receive  incentive 
compensation  based  on  the  profitability  of 
individual  trades  or  accounts  that  are  sub- 
ject to  their  review.  Similarly,  department 
auditors  or  compliance  personnel  should 
not  participate  in  incentive  compensation 
programs  that  are  based  directly  on  the 
success  of  sales  efforts  nor  should  they 
report  to  a  manager  who  receives  this  type 
of  incentive  compensation.     In  addition. 


bank  management  should  not  rely  on  third 
party  audit  and  control  systems  if  that 
vendor's  control  personnel  receive  transac- 
tion-based incentive  compensation. 

Bank  employees,  including  tellers,  may 
receive  a  orw-time  nominal  fee  of  a  fixed 
dollar  amount  for  each  customer  referred 
for  nondeposit  investment  products.  The 
payment  of  this  referral  fee  should  not 
depend  on  whether  the  referral  results  in  a 
transaction. 

Fiduciary  Accounts 

Pursuant  to  1 2  CFR  9. 11  (d),  examiners  will 
review  the  investments  held  by  national 
banks  as  fiduciary  to  determine  whether 
such  investments  are  in  accordance  with 
law,  12  CFR  9,  and  sound  fiduciary  princi- 
ples. In  so  doing,  they  will  ensure  that  the 
bank  has  complied  with  all  applicable  state 
and  federal  restrictions  on  investment 
transactions  involving  the  bank's  fiduciary 
accounts. 

Under  12  CFR  9.12,  national  bank  fiduci- 
aries may  not  invest  funds  held  as  fiduciary 
in  the  stock  of  organizations  with  which 
there  exists  such  a  connection  as  may 
affect  the  exercise  of  the  best  judgment  of 
the  bank  in  acquiring  the  stock,  unless 
there  exists  specific  authority  for  such  an 
investment  in  the  governing  instrument, 
local  law,  8  court  order  or  through  con- 
sents from  all  beneficiaries.  As  to  ac- 
counts subject  to  the  Employee  Retirement 
Income  Security  Act  of  1 974,  such  invest- 
ments must  be  within  the  authority  of  that 
Act.  These  principles  govern  purchases  of 
a  bank's  proprietary  products,  such  as 
bank-advised  mutual  funds  and  private 
label  mutual  funds  for  fiduciary  accounts. 

In  addition,  pursuant  to  12  CFR  9.11(d), 
examiners  will  determine  that  fiduciary 
purchases  and  retention  of  bank  proprietary 
products  for  fiduciary  accounts  are  in 
accord  with  sound  fiduciary  principles. 
This  requires  that  even  if  specific  authority 
exists  for  fiduciary  accounts  to  purchase  or 
retain  bank-advised  or  bank  private  label 
mutual  funds,  the  assets  must  be  appropri- 
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ate  for  each  account.  The  investment 
must  be  consistent  with  the  purpose  for 
which  each  account  was  created,  and 
suitable  for  the  beneficial  interest  holders 
of  each  account.  This  requirement  exists 
as  to  purchases  for  individual  accounts, 
and  for  conversions  of  collective  invest- 
ment funds  to  bank-advised  mutual  funds. 

Twelve  CFR  9.7  requires  banks  to  conduct 
initial  and  annual  reviews  of  each  fiduciary 
account  as  well  as  a  separate  review  of  all 
securities  by  issuer  to  ensure  compliance 
with  these  requirements.  These  reviews 
include: 

•  A  documented  review  of  each  ac- 
count to  determine  that  the  assets 
of  that  account,  including  any  propri- 
etary products,  meet  the  investment 
objectives  of  the  account,  in  struc- 
turing the  account  portfolio,  the 
fiduciary  must  consider  the  provi- 
sions of  the  document  establishing 
the  account.  The  review  must  also 
take  into  account  the  needs  of  the 
beneficial  interest  holders.  This 
review  should  address  the  issues  set 
forth  in  the  Comptroller's  Handbook 
for  Fiduciary  Activities,  "Portfolio 
Management." 

•  A  documented  annual  review  of  all 
assets  by  issuer,  including  propri- 
etary products.  This  review  should 
consider  the  quality  of  fund  man- 
agement, fee  structure,  risk  diversifi- 
cation and  anticipated  rates  of  re- 
turn. It  should  also  address  the  con- 
siderations set  forth  in  the 
Comptroller's  Handbook  for  Fiduciary 
Activities,  "Investments." 


Compliance  Program 

Banks  must  maintain  compliance  programs 
capable  of  verifying  compliance  with  the 
guidelines  specified  in  the  Interagency 
Statement  and  with  any  other  applicable 
requirements.  Banks  should  perform 
nondeposit  investment  compliance  pro- 
grams independently  of  investment  product 
sales  and  management.  At  a  minimum,  the 
compliance  function  should  include  a  ays- 


tem  to  monitor  customer  complaints  and  to 
review  customer  accounts  periodically  to 
detect  and  prevent  abusive  practices. 

Examiners  reviewing  the  compliance  opera- 
tions of  a  bank  offering  a  variety  of  retail 
investment  products  should  ensure  that  the 
bank  has  comprehensive  self-regulatory 
policies  and  that  it  is  conducting  an  ongo- 
ing comparison  of  the  bank's  investment 
sales  practices  with  its  stated  investment 
policy.  In  banks  with  a  less  elaborate 
investment  sales  program,  where  an  Inter- 
nal auditing  group  may  perform  all  of  the 
bank's  compliance  functions,  the  examiner 
should  ensure  that  these  auditors  are  peri- 
odically comparing  sales  practices  with 
policy. 

Individuals  performingi  the  audit  or  compli- 
ance of  the  bank's  investment  program 
should  be  qualified  and  should  have  the 
necessary  experience  to  perform  the  as- 
signed tasks.  Compliance  personnel  should 
also  engage  in  ongoing  training  to  keep 
abreast  of  emerging  developments  in  bank- 
ing and  securities  laws  and  regulations. 

Banks  can  establish  Independence  of  audit 
or  compliance  personnel  if  such  personnel 
determine  the  scope,  frequency,  and  depth 
of  their  own  reviews;  report  their  findings 
directly  to  the  board  of  directors  or  an 
appropriate  committee  of  the  boarci;  have 
their  performance  evaluated  by  persons 
independent  of  the  investment  product 
sales  function;  and  receive  compensation 
that  is  not  connected  to  the  success  of 
investment  product  sales. 

Bank  compliance  programs  should  be  mod- 
eled after  those  in  the  secunties  business 
where  it  is  customary  for  compliance  per- 
sonnel to  conduct  regular  and  frequent 
customer  account  reviews  in  order  to 
detect  and  prevent  abuses.  The  extent  and 
frequency  of  customer  account  supervision 
should  be  dictated  by  the  aggressiveness 
of  the  sales  program  and  the  riskiness  of 
products  being  offered. 

Examiners  should  expect  the  bank  to  as- 
sign individuals  independent  of  the  sales 
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force  to  review  periodically  customer  re- 
sponses to  suitability  inquiries  and  to  com- 
pare these  responses  to  the  type  and  vol- 
ume of  account  activity  to  determine 
whether  the  activity  in  an  account  is  appro- 
priate. If  account  activity  is  unusual  rela- 
tive to  the  customer's  stated  objectives 
and  risk  tolerance,  or  if  account  activity  is 
brisk  relative  to  the  size  of  a  customer's 
investment  or  past  practices,  management 
should  make  follow-up  inquiries  to  deter- 
mine if  the  activity  serves  the  best  inter- 
ests of  the  customer. 

If  examinations  or  routine  oversight  by 
bank  management  indicates  that  suitability 
problems  may  exist,  bank  management  is 
expected  to  conduct  its  own  review  of  all 
affected  accounts  and  to  institute  correc- 
tive actions.  If  it  is  determined  that  cus- 
tomers may  have  been  disadvantaged, 
corrective  actions  should  be  designed  on  a 
case-by-case  basis  and  may  include  full 
explanations  to  customers  and,  where 
appropriate,  offers  to  rescind  trades. 

Customer  complaints  are  an  indication  of 
potential  problems  that  warrant  a  prompt 
account  review.  Examiners  should  expect 
the  bank  to  assign  a  bank  officer  who  is 
independent  of  the  sales  force  the  respon- 
sibility for  approving  the  resolution  of 
complaints  or  reviewing  the  resolution  of 
complaints  by  a  third  party  vendor.  The 
examiner  should  evaluate  the  system  for 
assuring  that  all  complaints  (written  and 
oral)  receive  management's  attention  by 
reviewing  the  bank's  audit  of  the  complaint 
resolution  system. 

Managers  of  high-volume  investment  sales 
programs  also  often  use  automated  excep- 
tion reponing  systems  to  flag  potential 
problems  before  customers  complain. 
Such  systems  monitor  product  sales  and 
the  performance  of  salespersons.  If  the 
bank  has  such  systems  in  place,  and  if  the 
repoas  show  significant  volumes  of  mutual 
fund  redemptions  after  short  holding  peri- 
ods, examiners  should  review  the  steps 
management  has  taken  to  investigate 
whether  the  product  is  being  sold  properly. 


If  early  redemptions  are  restricted  to  one 
salesperson  or  one  branch,  management 
can  reasonably  conclude  that  the  problem 
is  localized.  However,  early  redemptions 
occurring  throughout  the  sales  network 
may  indicate  that  something  is  wrong  with 
the  product  itself  or  with  the  training  pro- 
vided to  salespeople.  Similarly,  if  reports 
indicate  that  a  salesperson  is  selling  one 
type  of  product  almost  exclusively,  man- 
agement may  need  to  review  that 
individual's  performance  or  training. 

Ultimately,  the  way  for  bank  management 
to  assure  itself  that  the  securities  salesper- 
sons are  providing  the  required  disclosures 
and  making  suitable  recommendations  to 
customers  is  to  'test*  the  sales  program. 
Effective  "tests"  can  be  conducted  in 
several  ways.  Larger  banks  sometimes 
employ  "testers"  who  pose  as  prospective 
customers  and  test  the  sales  presentations 
for  a  variety  of  issues  including  adherence 
to  customer  protection  standards.  Many 
other  well-managed  banks  (of  all  sizes) 
have  instituted  follow-up  programs  to 
verify  that  their  customers  understood  their 
investment  transactions.  A  bank  manager, 
who  is  independent  of  the  sales  force,  may 
telephone  customers  a  few  days  after  an 
investment  account  is  opened  or  an  unusu- 
al transaction  has  taken  place.  The  manag- 
er will  determine  if  the  customer  under- 
stands what  he  or  she  has  purchased; 
understands  the  risks,  including  the  unin- 
sured nature  of  the  product;  understands 
the  bank's  role  in  the  transaction;  and  can 
generally  confirm  responses  to  a  suitability 
inquiry  previously  provided. 

A  bank  officer  usually  can  determine  if  a 
customer  understands  an  investment  by 
asking  the  customer  to  describe  its  general 
features.  The  customer  should  be  able  to 
describe  how  the  product  works  and  its 
risks  rather  than  simply  recite  what  he  or 
she  hopes  to  gain  from  the  particular  in- 
vestment. Managers  usually  also  deter- 
mine if  the  customer  is  satisfied  with  the 
product  and  service  or  has  any  problems  or 
suggestions  for  improving  service.  If  a 
bank  institutes  a  telephone  follow-up  pro- 
gram, it  should  maintain  a  record  of  con- 
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versations  with  customers  to  resolve  prob- 
lems or  disputes  that  may  arise  at  a  later 
date. 

"Negative  consent'  letters  (e.g..  notices 
informing  customers  that  unless  they  ob- 
ject,  the  bank  assumes  the  customer  un- 
derstands and  does  not  object  to  the  trans- 
actions) may  be  a  useful  element  in  a 
compliance  program  but  should  not  be  the 
sole  means  of  verifying  that  customers 
understand  nondeposit  investment  product 
transactions  and  the  bank's  role  in  the 
process. 

Examiners  should  determine  whether  a 
bank  officer  has  been  assigned  the  respon- 
sibility for  assuring  that  the  bank  adequate- 
ly monitors  the  nondeposit  investment 
accounts  of  customers.  Examiners  should 
also  determine  whether  the  officer  has 
developed  or  is  developing  a  system  to 
monitor  the  customer  account  reviews  of 
outside  vendors  operating  bank-related 
sales  programs. 

Oversight  of  Third  Party  Vendors 

When  a  bank  uses  a  third  party  vendor  to 
sell  nondeposit  investment  products,  the 
bank's  board  of  directors  must  adopt  a 
written  policy  addressing  the  scope  of  the 
activities  of  the  third  party,  as  well  as  the 
procedures  the  bank  intends  to  use  for 
monitoring  the  third  party's  compliance 
with  the  Interagency  Statement. 

To  select  the  third  party  vendor  and  moni- 
tor the  ongoing  acceptability  of  the  vendor, 
bank  management  usually  reviews  the 
vendor's  experience  in  the  business  and 
the  vendor's  financial  statement.  Bank 
management  also  usually  contacts  other 
banks  with  which  the  vendor  has  done 
business  for  references.  Examiners  should 
also  expect  that  bank  management 
checked  with  the  vendor's  regulator  before 
it  entered  into  an  agreement  with  the  ven- 
dor and  that  management  has  continued  to 
review  reports  furnished  to  the  vendor  by 
its  regulator(s). 

Bank   management  should   enter  into   a 


written  agreement  with  a  third  party  ven- 
dor that  has  been  approved  by  the  bank's 
board  of  directors  before  the  vendor  is 
permitted  to  offer  nondeposit  investment 
products  to  the  bank's  customers.  The 
agreement  should  outline  the  duties  and 
responsibilities  of  each  party  and  should 
include  a  description  of  all  of  the  activities 
the  third  party  is  permitted  to  engage  in  on 
the  bank's  premises.  The  agreement  also 
should  set  forth  terms  for  the  use  of  the 
bank's  space,  personnel,  and  equipment  as 
well  as  compensation  arrangements  for 
personnel  of  the  bank  and  the  third  party. 
The  agreement  also  should: 

•  Specify  that  the  third  party  will  com- 
ply with  all  applicable  laws  and 
regulations  and  will  act  consistently 
with  the  provisions  of  this  temporary 
insert,  especially  the  provisions 
relating  to  customer  disclosures, 

•  Authorize  the  bank  to  monitor  the 
third  party  by  periodically  reviewing 
and  verifying  that  the  third  party  and 
its  sales  representatives  are  comply- 
ing with  its  agreement  with  the 
bank,  with  all  applicable  laws  and 
regulations,  and  with  the  provisions 
of  this  temporary  insert, 

•  Specify  the  type,  scope,  and  fre- 
quency of  reports  the  third  party  is 
to  furnish  to  bank  management  to 
permit  bank  management  to  fulfill  its 
oversight  responsibilities, 

•  Authorize  the  institution  and  the 
OCC  to  have  access  to  appropriate 
records  of  the  third  party, 

•  Require  the  third  party  to  agree  to  in- 
,  demnify  the  bank  for  any  liability 

that  resulted  from  third  party  invest- 
ment product  sales  program  actions, 

•  Set  forth  the  training  which  the  bank 
expects  its  employees  and  third 
party  personnel  to  possess,  and 

•  Provide  for  written  employment  con- 
tracts between  the  bank  and  the 
third  party  vendor's  employees. 

Examiners  will  review  the  agreement  to 
determine  that  it  specifies  that  the  third 
party  vendor  will  comply  with  all  applicable 
requirements  contained  in  the  Interagency 
Statement.  Examiners  also  will  review  the 
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agreement  to  determine  if  it  includes  provi- 
sions regarding  bank  oversight  and  examin- 
er access  to  appropriate  records.  It  is 
expected  that  compliance  with  the  agree- 
ment will  be  periodically  monitored  by  the 
institution's  senior  management. 

Before  entering  into  an  agreement  with  a 
third  pany  vendor,  bank  management  also 
should  be  satisfied  that  the  vendor  uses  a 
product  selection  process  similar  to  the  one 
outlined  below.  Banks  relying  on  a  third 
party  vendor  to  select  products  also  should 
understand  and  agree  with  the  vendor's 
method  of  analysis  and  document  its  con- 
currence with  that  method.  Examiners 
should  determine  whethermanagement  has 
understood  and  concurred.  Bank  manage- 
ment should  periodically  investigate  the 
vendor's  product  selection  process  to 
ensure  that  it  continues  to  be  appropriate 
to  the  bank's  customer  mix.  Examiners 
also  should  determine  whether  bank  man- 
agement understands  and  agrees  with 
contingency  plans  developed  by  the  third 
party  vendor  and  the  product  issuer  to 
respond  to  customer  orders  during  unusual 
surges  in  redemptions. 

To  fulfill  its  oversight  responsibilities,  it  is 
expected  that  bank  management  will  re- 
ceive various  reports  from  the  third  party 
vendor  and  have  access  to  the  vendor's 
appropriate  records.  The  reports  received 
will  vary  with  the  scope  of  the  sales  pro- 
gram and  should  be  tailored  to  the  needs  of 
the  institution.  The  reports  should  always 
include  a  list  of  all  customer  complaints 
and  their  resolution.  Other  reports  that 
may  facilitate  bank  management's  over- 
sight role,  could  include: 

•  A  periodic  listing  of  all  new  account 
openings  and  descriptions  of  the 
initial  uades; 

•  A  list  of  significant  or  unusual  (for 
the  customer)  individual  sales  during 
a  reporting  period; 

•  Sales  reports  by  product,  salesper- 
son, and  location  during  a  reporting 
period;  and 

•  Repons  of  internal  compliance  re- 
views of  customer  accounts  originat- 
ed at  the  bank  and  reports  furnished 


to  the  third  party  vendor  by  its  regu- 
lator(s)  on  at  least  an  annual  basis. 

Bank  management  must  monitor  compli- 
ance by  third  party  vendors  on  an  ongoing 
basis.  Senior  bank  managers  will  be  ex- 
pected to  ensure  that  specific  individuals 
employed  by  the  bank  and  by  the  third 
party  vendor  are  responsible  for  each  activ- 
ity outlined  in  the  bank's  investment  sales 
policy.  The  degree  of  bank  management's 
involvement  should  be  dictated  by  the 
types  of  products  being  offered,  the  vol- 
ume of  sales,  the  nature  of  customers' 
complaints,  and  the  effectiveness  of  the 
third  party  vendor's  customer  protection 
systems. 

Senior  bank  management  also  should  ap- 
point an  officer  responsible  for  ensuring 
that  bank  investment  advertisements  as 
well  as  advertisements  prepared  by  another 
party  that  refer  to  the  bank,  or  any  adver- 
tisement used  in  bank-related  sales,  are 
accurate,  not  misleading,  and  include  all 
required  disclosures.  In  addition,  any  ad- 
vertising or  promotional  material  —  pre- 
pared by  or  on  behalf  of  a  third  party  ven- 
dor —  should  clearly  identify  the  company 
selling  the  norvdeposit  investment  product 
and  should  not  suggest  that  the  depository 
institution  is  the  seller. 

Examiner  access  to  the  records  of  third 
party  vendors  should  be  governed  by  pre- 
liminary examination  findings.  When  such 
findi.igs  make  it  clear  that  bank  manage- 
ment has  discharged  its  oversight  responsi- 
bility by  reviewing  and  responding  appropri- 
ately to  third  party  reports,  only  a  few 
customer  complaints  have  been  filed 
against  the  vendor,  and  the  vendor's  re- 
ports are  timely,  sufficiently  detailed,  and 
prepared  by  someone  independent  of  the 
vendor's  sales  force,  examiner  access  to 
third  party  records  should  generally  be 
limited  to  the  reports  furnished  to  manage- 
ment by  the  vendor. 

Product  Selection 

This  section  d0scrib»s  in  ganeni  terms  the 
methods  that  we/l-meneged  banks  use  to 
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select  specific  nondeposit  investment 
products  and  to  determine  that  such  prod- 
ucts continue  to  be  acceptable  to  the 
bank's  customer  mix.  This  information  is 
provided  to  help  exeminers  understand  and 
review  the  process  used  by  well-managed 
banks  to  make  this  determination. 

Bank  management  should  detemiine  the 
spec'fic  laws,  regulations,  regulatory  condi- 
tions or  other  limrtations  or  requirements, 
including  qualitative  considerations,  that 
will  govern  the  sale  of  products  to  be 
offered.  Although  not  required,  most  well- 
run  bank  investment  sales  programs  limit 
the  number  of  products  offered  so  that 
customers  and  salespersons  will  not  be 
presented  with  an  overwhelming  number  of 
choices.  Limitations  based  on  product 
quality  may  also  make  it  easier  for  sales 
managers  to  shield  certain  classes  of  cus- 
tomers from  inappropriate  products. 

As  a  general  practice,  bank  Investment 
programs  offer  at  least  one  type  of  money 
market  mutual  fund  for  customers  who  are 
interested  m  liquidity.  In  addition,  most 
banks  offer  a  U.S.  government  bond  fund 
for  customers  who  stress  safety  and 
steady  income,  an  equity  fund  for  custom- 
ers interested  in  capital  growth,  and  a  tax- 
exempt  bond  fund  for  customers  who  wish 
to  avoid  taxes  on  investment  earnings. 

When  deciding  which  funds  to  offer,  man- 
agers should  review  the  fund's  perfor- 
mance over  an  extended  period  of  time. 
Most  bank  managers  prefer  to  avoid  mutual 
funds  with  volatile  records.  Management's 
selection  of  a  family  of  funds  should  not  be 
based  on  the  performance  of  one  particular 
fund;  each  fund  selection  should  stand  on 
Its  own  merrts. 

Management's  selection  of  investment 
products  usually  begins  wrth  an  evaluation 
of  the  stability  of  asset  values  over  time 
and  an  assessment  of  yields  to  investors. 
Management  also  compares  the  perfor- 
mance of  other  funds  with  similar  objec- 
tives over  the  same  penodisl.  Specialized 
ratings  services  (such  as  Mommgstar  or 
Lipperi  or  rankings  by  analytical  services 


are  usually  regarded  as  necessary  but 
secondary  considerations. 

Management  also  considers  the  fund's 
vack  record  in  terms  of  both  risk  and  re- 
ward. Management  analyzes  the  fund  s 
net  asset  value  versus  total  return,  its 
management  or  operating  expenses,  the 
turnover  within  the  fur>d's  portfolio,  and 
capital  gains  and  other  sources  of  income. 
Other  key  considerations  include  the  com- 
position of  the  portfolio  and  concentrations 
in  types  of  holdings,  sector  weights,  and, 
in  the  case  of  equity  funds,  the  percentage 
of  ownership  represented  by  individual 
issues. 

Management  also  evaluates  important  non- 
statistical  factors  such  as  the  continurty, 
tenure,  and  demonstrated  talent  of  the 
fund's  management.  They  also  may  con- 
sider factors  such  as  the  quality  of  a  mutu- 
al fund's  operational  and  marketing  sup- 
port. 

The  bank  itself,  and  not  another  entity's 
marketing  department,  should  select  the 
funds  to  be  offered.  Independent  commit- 
tees and  qualified  analysts  should  make  the 
final  selections,  not  a  sales  manager  whose 
view  of  the  commission  structure  may 
affect  this  judgment. 

If  the  bank  uses  outside  consultants  to  help 
select  a  mutual  fund,  bank  management 
should  determine  whether  the  consultant 
receives  compensation  from  mutual  funds 
or  mutual  fund  wholesalers.  If  the  analysis 
is  performed  by  another  party,  such  as  a 
cleanng  broker  or  third  party  vendor,  bank 
mar%agement  should  understand  and  agree 
wrth  the  method  of  analysis  and  should 
document  the  bank's  concurrence. 

Regardless  of  who  selects  the  mutual  fund 
products,  bank  management  will  be  expect- 
ed to  consider  the  issuer's  contingency 
plans  for  handling  unusual  surges  m  re- 
demptions at  the  time  such  products  are 
being  considered.  Such  contingency  plans 
normally  include  emergency  staffing,  com- 
munications, and  operational  programs  that 
are  based   on  various   market  scenarios. 
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Bank  management  should  compare  these 
contingency  plans  to  the  expected  needs  of 
bank  customers  during  periods  of  stress. 

Finally,  once  the  initial  selection  process  is 
complete,  bank  management  should  con- 
duct ongoing  reviews  to  assure  that  the 
products  remain  acceptable  in  light  of  the 
bank's  objectives  and  customer's  needs. 

Selection  of  annuity  products  is  conducted 
in  the  same  manner.  A  variable-rate  annu- 
ity, a  hybrid  form  of  investment  that  con- 
tains elements  of  mutual  funds  and  insur- 
ance, could  be  characterized  as  a  mutual 
fund  operated  by  an  insurance  company. 
During  product  selection,  bank  manage- 
ment should  consider  the  performance  and 
composition  of  the  portfolio  that  is  dedicat- 
ed to  the  annuity  holders. 

Selection  analysis  for  fixed-rate  annuities 
differs  from  variable-rate  annuities.  Since 
fixed-rate  annuities  are  obligations  of  insur- 
ance companies,  the  risks  associated  with 
them  relate  to  the  issuer's  ability  to  honor 
the  terms  of  the  annuity  contract.  Accord- 
ingly, the  safety  of  an  annuity  depends 
upon  the  financial  standing  of  the  firm  that 
issues  it  and  the  selection  analysis  involves 
an  assessment  of  the  quality  and  diversifi- 
cation of  the  company's  assets,  its  hold- 
ings of  junk  bonds,  mortgage-backed  secu- 
rities, and  problem  real  estate  loans,  as 
well  as  the  continuity  of  management. 

Because  it  is  difficult  to  independently 
analyze  insurance  companies,  ratings  pro- 
vided by  rating  agencies  such  as  A.M. 
Best,  Standard  &  Poor's,  Duff  &  Phelps, 
Moody's  ar>d  Weiss  Research  play  a  part  in 
annuity  analysis.  If  bank  management 
relies  significantly  on  such  ratings  rather 
than  on  its  own  analysis,  however,  examin- 
ers should  expect  that  the  issuer  selected 
by  the  bank  has  received  top  ratings  from 
most  of  the  ratings  services. 

When  analyzing  annuities,  management 
also  should  recognize  that  an  issuing  insur- 
ance company  can,  in  certain  circum- 
stances, sell  or  simply  transfer  the  annuity 
contract  to  another  insurance  company, 


thereby  extinguishing  its  obligation  to  the 
purchaser  of  the  annuity.  Annuity  owners 
are  generally,  but  not  always,  asked  to 
consent  to  this  transfer.  A  bank  selling 
annuities  should  consider  the  possibility  of 
such  a  transfer  in  its  product  selection 
analysis.  At  a  minimum,  the  bank  should 
disclose  this  possibility  to  prospective 
customers. 

Interagency  Statement  on  Retail 
Sales  on  Nondeposit  Investment 
Products 

The  full  text  of  the  interagency  statement 
begins  on  the  next  page. 
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Interagency   Statement   on    Retail 
Sales   on   Nondeposit   investment 
Products 
FtbruarY  IS.  1994 

Introduction 

Recently  many  insured  depository  institu- 
tions have  expanded  their  activities  in 
recomnnending  or  selling  to  retail  customers 
nondeposit  investment  products,  such  as 
mutual  funds  and  annuities.  Many  deposi- 
tory institutions  are  providing  these  serv- 
ices at  the  retail  level,  directly  or  through 
various  types  of  arrangements  with  third 
parties. 

Sales  activities  for  nondeposit  investment 
products  should  ensure  that  customers  for 
these  products  are  clearly  and  fully  in- 
formed of  the  nature  and  risks  associated 
with  these  products.  In  particular,  where 
nondeposit  investment  products  are  recom- 
mended or  sold  to  retail  customars,  deposi- 
tory instftutions  should  ensure  that  custom- 
ers are  fully  informed  that  the  products: 

•  Are  not  insured  by  the  FDIC; 

•  Are  not  deposits  or  other  obligations  of 
the  institution  and  are  not  guaranteed 
by  the  institution;  and, 

•  Are  subject  to  investment  risks,  includ- 
ing possible  loss  ot  principal  invested. 

Moreover,  sales  activities  involving  these 
investment  products  should  be  designed  to 
minimize  the  possibility  of  customer  confu- 
sion and  to  safeguard  the  institution  from 
liability  under  the  applicable  anti-fraud 
provisions  of  the  federal  securities  laws, 
which,  among  other  things,  prohibit  materi- 
ally misleading  or  inaccurate  representa- 
tions m  connection  with  the  sale  of  securi- 
ties. 

The  four  federal  banking  agencies  —  the 
Board  of  Governors  of  the  Federal  Reserve 
System,  the  Federal  Deposit  Insurance 
Corporation,  the  Office  of  the  Comptroller 
of  the  Currency,  and  the  Office  of  Thrift 
Supervision  —  are  issuing  this  Statement 
to  provide  uniform  guidance  to  depository 
institutions  engaging  in  these  activities. 
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(Note:  Each  of  the  four  banking  agencies 
has  in  the  past  issued  guidelines  addressing 
various  aspects  of  the  retail  sale  of 
nondeposit  investment  products.  OCC 
Banking  Circular  274  (July  1 9, 1 993);  FDIC 
Supervisory  Statement  FIL-71-93  (October 
8,  1993);  Federal  Reserve  Leners  SR  93- 
35  (June  17.  1993).  and  SR  91-14  (June 
6.  1991);  OTS  Thrift  Bulletin  23-1  (Sep- 
tember 7. 1 993).  This  Statement  is  intend- 
ed to  consolidate  and  make  uniform  the 
guidance  contained  in  the  various  existing 
statements  of  each  of  the  agencies,  all  of 
which  are  superseded  by  this  Statement. 
Some  of  the  banking  agencies  have  adopt- 
ed additional  guidelines  covering  the  sale  of 
certain  specific  types  of  instruments  by 
depository  institutions,  /.«.,  obligations  of 
the  institution  itself  or  of  an  affiliate  of  tts 
institution.  These  guidelines  remain  in 
effect  except  where  clearly  inapplicable.) 

Scope 

This  Statement  applies  when  retail  recom- 
mendations or  sales  of  nondeposit  invest- 
ment products  are  made  by: 

•  Employees  of  the  depository  institution; 

•  Employees  of  a  third  party,  which  may 
or  may  not  be  affiliated  with  the  institu- 
tion (see  Note,  below,  addressing  which 
institutions  are  covered),  occurring  on 
the  premises  of  the  institution  (including 
telephone  sales  or  recommendations  by 
employees  or  from  the  institution's 
premises  and  sales  or  recommendations 
initiated  by  mail  from  its  premises);  and 

•  Sales  resulting  from  a  referral  of  retail 
customers  by  the  institution  to  a  third 
party  when  the  depository  institution 
receives  a  benefit  for  the  referral. 

(Note:  This  Statement  does  not  apply  to 
the  subsidiaries  of  insured  state  nonmem- 
ber  banks,  which  are  subject  to  separate 
provisions,  contained  in  12  CFR  337.4, 
relating  to  securities  activities.  For  OTS- 
regulated  institutions  that  conduct  sales  of 
nondeposit  investment  products  through  a 
subsidiary,  these  guidelines  apply  to  the 
subsidiary.  1 2  CFR  545.74  also  applies  to 
such  sales.  Branches  and  agencies  of  U.S. 
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foreign  banks  should  follow  these  guide- 
lines with  respect  to  their  nondeposit  in- 
vestment sales  programs.) 

These  guidelines  generally  do  not  apply  to 
the  sale  of  nondeposit  investment  products 
to  non-retail  customers,  such  as  sales  to 
fiduciary  accounts  administered  by  an 
institution.  (Not*:  Restrictions  on  a  na- 
tional bank's  use  as  fiduciary  of  the  bank's 
brokerage  service  or  other  entity  with 
which  the  bank  has  a  conflict  of  interest, 
including  purchases  of  the  bank's  propri- 
etary and  other  products,  are  set  out  in  1 2 
CFR  9. 1 2.  Similar  restrictions  on  transac- 
tions between  funds  held  by  a  federal 
savings  association  as  fiduciary  and  any 
person  or  organization  with  whom  there 
exists  an  interest  that  might  affect  the  best 
judgment  of  the  association  acting  in  its 
fiduciary  capacity  are  set  out  in  12  CFR 
550.10.  However,  as  part  of  its  fiduciary 
responsibility,  an  institution  should  take 
appropriate  steps  to  avoid  potential  cus- 
tomer confusion  when  providing 
nondeposit  investment  products  to  the 
institution's  fiduciary  customers.) 

Adoption  of  Policies  and  Procedures 

Program  Management.  A  depository  insti- 
tution involved  in  the  activities  described 
above  for  the  sale  of  nondeposit  invest- 
ment products  to  its  retail  customers 
should  adopt  a  written  statement  that 
addresses  the  risks  associated  with  the 
sales  program  and  contains  a  summary  of 
policies  and  procedures  outlining  the  fea- 
tures of  the  institution's  program  and 
addressing,  at  a  minimum,  the  concerns 
described  in  this  Statement.  The  written 
statement  should  address  the  scope  of 
activities  of  any  third  party  involved,  as 
well  as  the  procedures  for  monitoring 
compliance  by  third  parties  in  accordance 
with  the  guidelines  below.  The  scope  and 
level  of  detail  of  the  statement  should 
appropriately  reflect  the  level  of  the 
instrtution's  involvement  in  the  sale  or 
recommendation  of  nondeposit  investment 
products.  The  institution's  statement 
should  be  adopted  and  reviewed  pariodi- 


caHy  by  its  board  of  directors.  Depository 
institutions  are  encouraged  to  consult  with 
legal  counsel  with  regard  to  the  implemen- 
tation of  a  nondeposit  investment  product 
sales  program. 

The  institution's  policies  and  procedures 
should  include  the  following: 

•  Compiiance  procedures.  The  proce- 
dures for  ensuring  compliance  with 
applicable  laws  and  regulations  and 
consistency  with  the  provisions  of  this 
Statement. 

•  Supervision  of  personnel  involved  in 
•ales.  A  designation  by  senior  man- 
agers of  specific  individuals  to  exercise 
supervisory  responsibility  for  each  activ- 
ity outlined  in  the  institution's  policies 
and  procedures. 

•  Types  of  products  sold.  The  criteria 
governing  the  selection  and  review  of 
each  type  of  product  sold  or  recom- 
mended. 

•  Permissible  us*  of  customer  informa- 
tion. The  procedures  for  the  use  of 
information  regarding  the  institution's 
customers  for  any  purpose  in  connec- 
tion with  the  retail  sale  of  nondeposit 
investment  products. 

•  Designation  of  employees  to  sell  Invest- 
ment products.  A  description  of  the 
responsibilities  of  those  personnel  au- 
thorized to  sell  nondeposit  investment 
products  and  of  other  personnel  who 
may  have  contact  with  retail  customers 
concerning  the  sales  program,  and  a 
descr'ption  of  any  appropriate  and 
inappropriate  referral  activities  and  the 
training  requirements  and  compensation 
arrangements  for  each  class  of  person- 
nel. 

Arrangements  with  Third  Parties.  If  a 
depository  institution  directly  or  indirectly, 
including  through  a  subsidiary  or  service 
corporation,  engages  in  activities  as  de- 
scribed above  under  which  a  third  party 
sells  or  recommends  nondeposit  invest- 
ment products,  the  institution  should,  prior 
to  entering  into  the  arrangement,  conduct 
an  appropriate  review  of  the  third  party. 
The  institution  should  have  a  written  agree- 
ment with  the  third  party  that  is  approved 
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by  the  institution's   board  of  directors. 
Compliance  with  the  agreement  should  be 
periodically  monitored  by  the  institution's 
senior  management.    At  a  minimum,  the 
written  agreement  should: 

•  Describe  the  duties  and  responsibilities 
of  each  party,  including  a  description  of 
permissible  activities  by  the  third  party 
on  the  institution's  premises,  terms  as 
to  the  use  of  the  institution's  space, 
personnel,  and  equipment,  and  compen- 
sation arrangements  for  personnel  of 
the  institution  and  the  third  party. 

•  Specify  that  the  third  party  will  comply 
with  all  applicable  laws  and  regulations, 
and  will  act  consistently  with  the  provi- 
sions of  this  Statement  and,  in  particu- 
lar, with  the  provisions  relating  to  cus- 
tomer disclosures. 

•  Authorize  the  institution  to  monitor  the 
third  party  and  periodically  review  and 
verify  that  the  third  party  and  its  sales 
representatives  are  complying  with  its 
agreement  with  the  institution. 

•  Authorize  the  institution  and  the  appro- 
priate banking  agency  to  have  access  to 
such  records  of  the  third  party  as  are 
necessary  or  appropriate  to  evaluate 
such  compliance. 

•  Require  the  third  party  to  indemnify  the 
institution  for  potential  liability  resulting 
from  actions  of  the  third  party  with 
regard  to  the  investment  product  sales 
program. 

•  Provide  for  written  employment  con- 
tracts, satisfactory  to  the  institution,  for 
personnel  who  are  employees  of  both 
the  institution  and  the  third  party. 

General  Guidelines 

1 .   Disclosure*  and  Advertising 

The  banking  agencies  believe  that  recom- 
mending or  selling  nondeposit  investment 
products  to  retail  customers  should  occur 
in  a  manner  that  assures  that  the  products 
are  clearly  differentiated  from  insured 
deposits.  Conspicuous  and  easy  to  com- 
prehend disclosures  concerning  the  nature 
of  nondeposit  investment  products  and  the 
risk  inherent  in  investing  in  these  products 
are  one  of  the  most  important  ways  of  en- 


suring that  the  differences  between 
nondeposit  products  and  insured  deposits 
are  understood. 

Content  and  Form  of  Dlsetesurm.  Disclo- 
sures with  respect  to  the  sale  or  recom- 
mendation of  these  products  should,  at  a 
minimum,  specify  that  the  product  is: 

•  Not  insured  by  the  FDIC; 

•  Not  a  deposit  or  other  obligation  of,  or 
guaranteed  by,  the  depository  institu- 
tion; 

•  Subject  to  investment  risks,  including 
possible  loss  of  the  principal  amount 
invested. 

The  written  disclosures  described  above 
should  be  conspicuous  and  presented  in  a 
clear  and  concise  manner.  Depository 
institutions  may  provide  any  additional 
disclosures  that  further  clarify  the  risks 
involved  with  particular  nondeposit  invest- 
ment products. 

Timing  ofDIselosun.  The  minimum  disclo- 
sures should  be  provided  to  the  customer: 

•  Orally  during  any  sales  presentation, 

•  Orally  when  investment  advice  concern- 
ing nondeposit  investment  products  is 
provided, 

•  Orally  and  in  writing  prior  to  or  at  the 
time  an  investment  account  is  opened 
to  purchase  these  products,  and 

•  In  advertisements  and  other  promotional 
materials,  as  described  below. 

A  statement,  signed  by  the  customer, 
should  be  obtained  at  the  time  such  an 
account  is  opened,  acknowledging  that  the 
customer  has  received  and  understands  the 
disclosures.  For  investment  accounts 
established  prior  to  the  issuance  of  these 
guidelines,  the  institution  should  consider 
obtaining  such  a  signed  statement  at  the 
time  of  the  next  transaction. 

Confirmations  and  account  statements  for 
such  products  should  contain  at  least  the 
minimum  disclosures  if  the  confirmations  or 
account  statements  contain  the  name  or 
the  logo  of  the  depository  institution  or  an 
affiliate.  (Note:  These  disclosures  should 
be  made  in  addition  to  any  other  confirma- 
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tion  disclosures  that  are  required  by  law  or 
regulation,  e.g.,  12  CFR  12,  208.8(k)(3), 
and  344.)  If  a  customer's  periodic  deposit 
account  statement  includes  account  infor- 
mation concerning  the  customer's 
nondeposit  investment  products,  the  infor- 
mation concerning  these  products  should 
be  clearly  separate  from  the  information 
concerning  the  deposit  account,  and  should 
be  introduced  with  the  minimum  disclo- 
sures and  the  identity  of  the  entity  con- 
ducting the  nondeposit  transaction. 

AdvertJsenfnts  and  Other  Promotional 
Material.  Advertisements  and  other  promo- 
tional and  sales  material,  wrinen  or  other- 
wise, about  nondeposit  investment  prod- 
ucts sold  to  retail  customers  should  con- 
spicuously include  at  least  the  minimum 
disclosures  discussed  above  and  must  not 
suggest  or  convey  any  inaccurate  or  mis- 
leading impression  about  the  nature  of  the 
product  or  its  lack  of  FDIC  insurance.  The 
minimum  disclosures  should  also  be  em- 
phasized in  telemarketing  contacts.  Any 
third  party  advertising  or  promotional  ma- 
terial should  clearly  identify  the  company 
selling  the  nondeposit  investment  product 
and  should  not  suggest  that  the  depository 
institution  is  the  seller.  If  brochures,  signs, 
or  other  written  material  contain  informa- 
tion about  both  FDIC-insured  deposits  and 
nondeposit  investment  products,  these 
materials  should  clearly  segregate  informa- 
tion about  nondeposit  investment  products 
from  the  information  about  deposits. 

Additional  Diaeloaurma.  Where  applicable, 
the  depository  institution  should  disclose 
the  existence  of  an  advisory  or  other  ma- 
terial relationship  between  the  institution  or 
an  affiliate  of  the  institution  and  an  invest- 
ment company  whose  shares  are  sold  by 
the  institution  and  any  material  relationship 
between  the  institution  and  an  affiliate 
involved  in  providing  nondeposit  invest- 
ment products.  In  addition,  where  applica- 
ble, the  existence  of  any  fees,  penalties,  or 
surrender  charges  should  be  disclosed. 
These  additional  disclosures  should  be 
made  prior  to  or  at  the  time  an  investment 
account  is  opened  to  purchase  these  prod- 
ucts. 


If  sales  activities  include  any  written  or  oral 
representations  concerning  insurance  cov- 
erage provided  by  any  entity  other  than  the 
FDIC,  e.g.,  the  Securities  Investor  Protec- 
tion Corporation  (SIPC),  a  state  insurance 
fund,  or  a  private  insurance  company,  then 
clear  and  accurate  written  or  oral  explana- 
tions of  the  coverage  must  also  be  provid- 
ed to  customers  when  the  representations 
concerning  insurance  coverage  are  made, 
in  order  to  minimize  possible  confusion 
with  FDIC  Insurance.  Such  representations 
should  not  suggest  or  imply  that  any  alter- 
native insurance  coverage  is  the  same  as  or 
similar  to  FDIC  insurance. 

Because  of  the  possibility  of  customer 
confusion,  a  nondeposit  investment  prod- 
uct must  not  have  a  name  that  is  identical 
to  the  name  of  the  depository  institution. 
Recommending  or  selling  a  nondeposit 
investment  product  with  a  name  similar  to 
that  of  the  depository  institution  should 
only  occur  pursuant  to  a  sales  program 
designed  to  minimize  the  risk  of  customer 
confusion.  The  institution  should  take 
appropriate  steps  to  assure  that  the  issuer 
of  the  product  has  complied  with  any 
applicable  requirements  established  by  the 
Securities  and  Exchange  Commission  re- 
garding the  use  of  similar  names. 

2.  Setting  and  Circumstances 

Selling  or  recommending  nondeposit  invest- 
ment products  on  the  premises  of  a  deposi- 
tory institution  may  give  the  impression 
that  the  products  are  FDIC-insured  or  are 
obligations  of  the  depository  institution. 
To  minimize  customer  confusion  with 
deposit  products,  sales  or  recommenda- 
tiorw  of  nondeposit  investment  products  on 
the  premises  of  a  depository  institution 
should  be  conducted  in  a  physical  location 
distinct  from  the  area  where  retail  deposits 
are  taken.  Signs  or  other  means  should  be 
used  to  distinguish  the  investment  sales 
area  from  the  retail  deposit-taking  area  of 
the  institution.  However,  in  the  limited 
situation  where  physical  considerations 
prevent  sales  of  nondeposit  products  from 
being  conducted  in  a  distinct  area,  the 
institution  has  a  heightened  responsibility 
to  ensure  appropriate  measures  are  in  place 


Comptrolltr't  Handbook  tor  Natonol  Bank  Bxaminan 
Ta/nperary  Intart  —  Fabnjary  1994 


20 


685 


Retail  Nondeposit  Investment  Sales 

Introduction 


Section  413.1 


to  minimize  customer  confusion. 

In  no  case,  however,  should  tellers  and 
other  employees,  while  located  in  the 
routine  deposit-taking  area,  such  as  the 
teller  window,  make  general  or  specific 
investment  recommendations  regarding 
nondeposit  investment  products,  qualify  a 
customer  as  eligible  to  purchase  such 
products,  or  accept  orders  for  such  prod- 
ucts, even  if  unsolicited.  Tellers  and  other 
employees  who  are  not  authorized  to  sell 
nondeposit  investment  products  may  refer 
customers  to  individuals  who  are  specifi- 
cally designated  and  trained  to  assist  cus- 
tomers interested  in  the  purchase  of  such 
products. 

3.  Qualifications  and  Training 

The  depository  institution  should  ensure 
that  its  personnel  who  are  authorized  to 
sell  nondeposit  investment  products  or  to 
provide  investment  advice  with  respect  to 
such  products  are  adequately  trained  with 
regard  to  the  specific  products  being  sold 
or  recommended.  Training  should  not  be 
limited  to  sales  methods,  but  should  impart 
a  thorough  knowledge  of  the  products 
involved,  of  applicable  legal  restrictions, 
and  of  customer  protection  requirements. 
If  depository  institution  personnel  sell  or 
recommend  securities,  the  training  should 
be  the  substantive  equivalent  of  that  re- 
quired for  personnel  qualified  to  sell  securi- 
ties as  registered  representatives.  (Note: 
Savings  associations  are  not  exempt  from 
the  definitions  of  "broker"  and  "dealer"  in 
Sections  3(a)(4)  and  3(a)(5)  of  the  Securi- 
ties Exchange  Act  of  1934;  therefore,  all 
securities  sales  personnel  in  savings  associ- 
ations must  be  registered  representatives.) 

Depository  institution  personnel  with  super- 
visory responsibilities  should  receive  train- 
ing appropriate  to  that  position.  Training 
should  also  be  provided  to  employees  of 
the  depository  institution  who  have  direct 
contact  with  customers  to  ensure  a  basic 
understanding  of  the  institution's  sales 
activities  and  the  policy  of  limiting  the 
involvement  of  employees  who  are  not 
authorized  to  sell  investment  products  to 
customer  referrals.     Training   should   be 


updated  periodically  and  should  occur  on 
an  ongoing  basis. 

Depository  institutions  should  investigate 
the  backgrounds  of  employees  hired  for 
their  nondeposit  investment  products  sales 
prog|rams,  including  checking  for  possible 
disciplinary  actions  by  securities  and  other 
regulators  if  the  employees  have  previous 
investment  industry  experience. 

4.  SuitabiiitY  and  Sales  Practices 

Depository  institution  personnel  involved  in 
selling  nondeposit  investment  products 
must  adhere  to  fair  and  reasonable  sales 
practices  and  be  subject  to  effective  man- 
agement and  compliance  reviewf  with 
regard  to  such  practices.  In  this  regard,  if 
depository  institution  personrwl  recommend 
nondeposit  investment  products  to  custom- 
ers, they  should  have  reasonable  grounds 
for  believing  that  the  specific  product 
recommended  is  suitable  for  the  particular 
customer  on  the  basis  of  information  dis- 
closed by  the  customer.  Personnel  should 
make  reasonable  efforts  to  obtain  informa- 
tion directly  from  the  customer  regarding, 
at  a  minimum,  the  customer's  financial  and 
tax  status,  investment  objectives,  and 
other  information  that  may  be  useful  or 
reasonable  in  making  investment  recom- 
mendations to  that  customer.  This  infor- 
mation should  be  documented  and  updated 
periodically. 

5.  Compensation 

Depository  institution  employees,  including 
tellers,  may  receive  a  one-time  nominal  fee 
of  a  fixed  dollar  amount  for  each  customer 
referral  for  nondeposit  investment  prod- 
ucts. The  payment  of  this  referral  fee 
should  not  depend  on  whether  the  -eferral 
results  in  a  transaction. 

Personnel  who  are  authorized  to  sell 
nondeposit  investment  products  may  re- 
ceive incentive  compensation,  such  as 
commissions,  for  transactions  entered  into 
by  customers.  However,  incentive  com- 
pensation programs  must  not  be  structured 
in  such  a  way  as  to  result  in  unsuitable 
recommendations  or  sales  being  made  to 
customers. 
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Depository  institution  compliance  and  audit 
personnel  should  not  receive  incentive 
compensation  directly  related  to  results  of 
the  nondeposit  investment  sales  program. 

6.  Campliance 

Depository  institutions  should  develop  and 
implement  policies  and  procedures  to  en- 
sure that  nondeposit  investment  product 
sales  activities  are  conducted  in  compliance 
with  applicable  laws  and  regulations,  the 
institution's  internal  policies  and  proce- 
dures, and  in  a  manner  consistent  with  this 
Statement.  Compliance  procedures  should 
identify  any  potential  conflicts  of  interest 
and  how  such  conflicts  should  be  ad- 
dressed. The  compliance  procedures 
should  also  provide  for  a  system  to  monitor 
customer  complaints  and  their  resolution. 
Where  applicable,  compliance  procedures 
also  should  call  for  verification  that  third 
party  sales  are  being  conducted  in  a  man- 
ner consistent  with  the  governing  agree- 
ment with  the  depository  institution. 

The  compliance  function  should  be  con- 
ducted independently  of  nondeposit  in- 
vestment product  sales  and  management 
activities.  Compliance  personnel  should 
determine  the  scope  and  frequency  of  their 
own  review,  and  findings  of  compliance 
reviews  should  be  periodically  reported 
directly  to  the  institution's  board  of  direc- 
tors, or  to  a  designated  committee  of  the 
board.  Appropriate  procedures  for  the 
nondeposit  investment  product  programs 
should  also  be  incorporated  into  the 
institution's  audit  program. 


Supervision  by  Banking  Agencies 

The  federal  banking  agencies  will  continue 
to  review  a  depository  institution's  policies 
and  procedures  governing  recommenda- 
tions and  sales  of  nondeposit  investment 
products,  as  well  as  management's  imple- 
mentation and  compliance  with  such  poli- 
cies and  all  other  applicable  requirements. 
The  banking  agencies  will  monitor  compli- 
ance with  the  institution's  policies  and 
procedures  by  third  parties  that  participate 
in  the  sale  of  these  products.  The  failure 
of  a  depository  institution  to  establish  and 
observe  appropriate  policies  and  procedures 
consistent  with  this  Statement  in  connec- 
tion with  sales  activities  involving 
nondeposit  investment  products  will  be 
subject  to  criticism  and  appropriate  correc- 
tive action. 

Questions  on  the  Statement  may  be  sub- 
mitted to: 

FRB  —  Division  of  Banking  Supervision 
and  Regulation,  Securities  Regu- 
lation Section,  (202)  452-2781; 
Legal  Division,  (202)  452-2246. 
FDIC  —  Office  of  Policy,  Division  of 
Supervision,  (202)  898-6759; 
Regulation  and  Legislation  Sec- 
tion, Legal  Division  (202)  898- 
3796. 
OCC  —  Office  of  the  Chief  National  Bank 
Examiner,  Capital  Markets  Group. 
(202)  874-5070. 
GTS—  Office  of  Supervision  Policy, 
1202)  906-5740;  Corporate  and 
Securities  Division,  (202)  906- 
7289. 

Effective  date:  February  15,  1994 
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To  determine  if  the  bank  has  taken 
reasonable  steps  to  ensure  that  retail 
customers  can  distinguish  between 
insured  deposits  and  uninsured 
nondeposit  investment  products. 

To  determine  if  the  banks'  policies, 
procedures,  and  practices  provide  for 
an  adequate  self-regulatory  system 
that  is  designed  to  ensure  customer 
protections  in  all  aspects  of  the  sales 
programs. 


3.  To  ensure  that  bank  management 
operates  the  bank's  nondeposit 
investment  sales  program  in  a  safe 
and  sound  manner  and  complies 
with  OCC  guidelines,  interagency 
statements,  and  all  applicable  laws 
and  regulations. 

4.  To  initiate  corrective  action  when 
the  bank's  policies,  practices,  proce- 
dures, or  managerial  controls  are 
deficient  or  when  the  bank  has  failed 
to  comply  with  laws,  rules,  regula- 
tions or  OCC  guidelines. 
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All  examiners  should  be  familiar  with  all 
examination  procedures,  and  should  com- 
plete any  steps  they  think  are  necessary. 
However,  there  are  some  reasonable  stand- 
ards for  which  procedures  form  the  basis 
of  review  of  certain  types  of  operations: 

For  a  community  bank  that  use*  an  inda- 
pandent  third  party  vendor  to  operate  its 
retail  sales  program,  examiners  may  find  it 
adequate  to  complete  only  the  Third  Party 
Vendor  section  of  the  ICQs  and  the  related 
examination  procedures. 

For  a  bank  that  operates  its  own  sales  pro- 
gram or  operates  through  a  joint  venture  or 
an  affiliated  broker/dealer,  an  examiner  will 
usually  find  it  necessary  to  complete  all 
sections  at  the  first  examination.  At  sub- 
sequent examinations  of  sales  programs 
with  no  apparent  weaknesses,  completion 
of  only  the  core  examination  procedures 
(indicated  in  bold  type)  may  be  adequate. 
Any  concern  that  surfaces  when  applying 
the  core  procedures  may  be  addressed  by 
expanding  the  examination. 

1.  Complete  the  internal  Control  Ques- 
tionnaire (ICQ).  Note  explanations  for 
any  negative  answers  and  changes 
since  the  last  examination. 

Scope  of  the  Examination 

2.  To  determine  the  scope  of  the  exami- 
nation: 

a.  Meet  with  senior  management  of 
the  bank  or  department  to  discuss 
the  scope  and  direction  of  the  retail 
nondeposit  investment  sales  pro- 
gram. 

b.  Review  the  business  plan  and  poli- 
cy and  procedure  manual  to  gain 
perspective  on  the  nature  of  the 
bank's  program.  Note  any  signifi- 
cant changes  since  the  last  exami- 
nation. 

c.  Review  compliance  and/or  audit 
coverage  and  reports  since  the  last 
examination.   Note: 

—  Previously  identified  strengths 
end  weaknesses,  and 


—  Responses  to  criticisms  in  previ- 
ous audit/compliance  and  exam- 
ination reports. 

Program  Management 

3.  Determine  the  extent  of  management 
involvement  in  the  operation,  and  the 
quality  of  management  of  the  retail 
nondeposit  investment  sales  program. 
Review: 

•  Responses  to  the  Program  Manage- 
ment section  of  the  ICQ. 

•  Resumes  of  key  officials  involved 
in  the  management  of  the  sales 
program  to  determine  their  experi- 
ence and  tenure  with  the  bank. 

•  Written  performance  objectives  and 
performance  appraisals  of  key 
management  personnel  to  deter- 
mine whether  objectives  and  ap- 
praisals incorporate  compliance 
issues,  particularly  compliance  with 
disclosure  and  customer  protection 
standards. 

•  Reports  furnished  to  senior  man- 
agement and  the  board  of  directors 
to  determine  whether  they  are 
sufficiently  timely,  accurate  and 
meaningful  to  permit  effective 
oversight. 

4.  Review  senior  management's  actions 
in  implementing  the  retail  nondeposit 
investment  sales  program  and  in  offer- 
ing any  new  products.  Specifically 
determine  whether  bank  management: 

•  Participated  in  the  development  of 
the  bank's  investment  sales  pro- 
gram strategic  plan. 

•  Conducted  a  risk  and  regulatory  as- 
sessment and  adopted  a  compli- 
ance program  directed  at  ensuring 
compliance  with  all  applicable 
laws,  rules,  regulations,  regulatory 
conditions,  and  the  Interagency 
Statement's  guidelines. 

•  Provided  for  internal  audit/compli- 
ance participation  in  the  develop- 
ment of  the  program. 

•  Adopted  a  program  management 
statement  aimed  at  ensuring  effec- 
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tive  supervision  of  the  individuals 
engaged  in  sales  activities  •  wheth- 
er they  are  employees  of  the  bank 
or  of  another  entity  involved  in 
bank-related  sales  of  investment 
products. 

Determine  how  the  retail  nondeposit 
investment  sales  program  is  managed. 

a.  Analyze  sales  program  growth  and 
earnings  performance  and  deter- 
mine why  certain  products  have 
high  levels  of  performance.  Con- 
sider how  this  performance  relates 
to  incentive  compensation  and  the 
suitability  of  recommendations  to 
customers. 

b.  Review  the  customer  mix  and  mar- 
ket surveys.  Look  at  trends  in 
identifiable  classes  of  customers 
and  be  alert  for  concentrations  by 
types  of  customers.  Also,  try  to 
determine  whether  customers  are 
viewed  as  one-time  buyers  or  are 
being  cultivated  to  establish  longer 
term  relationships. 

c.  Review  the  products  offered  and 
any  market  surveys  and  determine 
the  risk  inherent  in  different  prod- 
ucts. Consider  whether  manage- 
ment has  attempted  to  match 
products  to  investors'  needs  in 
general. 

d.  Review  projections  for  the  sales 
program  and  for  different  products 
and  determine  whether  they: 

—  Are  realistic  in  light  of  the 
bank's  customer  mix; 

—  Relate  to  bank  staffing  and 
training  plans  for  the  sales, 
supervision,  and  compliance 
functions;  and 

—  Are  consistent  with  the  bank's 
overall  strategic  plan. 

e.  Determine  the  effectiveness  of  the 
bank's  self-regulatory  policies  and 
procedures  as  measured  by  the 
number  and  type  of  customer 
complaints  and  by  responses  to  the 
ICQ. 


Product  Selection 

6.  Assess  the  adequacy  of  management 
processes  to  select  and  review  prod- 
ucts sold.   Review: 

•  Responses  to  the  Product  Selection 
section  of  the  ICQ. 

•  Methods  bank  management  uses 
to  select  products  to  meet  cus- 
tomer needs. 

•  Management's  comparison  of  the 
performance  of  the  products  they 
offer  to  general  market  products 
with  similar  objectives. 

7.  Discuss  your  findings  from  the  prod- 
uct selection  review  with  senior  man- 
agement and  make  a  judgement  about 
the  appropriateness  of  management's 
decision  to  continue  to  offer  these 
products. 

Use  of  Customer  Information 

8.  Oetermine  whether  policies  governing 
the  permissible  uses  of  bank  customer 
information  address  the  steps  to  be 
taken  to  reduce  possible  confusion 
among  depositors  who  are  being 
solicited  to  purchase  nondeposit  in- 
vestment products. 

Setting  and  Circumstances  of  Sales 

9.  Determine  whether  bank  management 
has  established  effective  controls  to 
distinguish  retail  deposit-taking  activi- 
ties from  retail  rtondeposit  investment 

-  saies.  Consider  how  the  verious  ele- 
ments of  the  setting  and  circumstanc- 
es may  interect  to  influence  the  cus- 
tomers' perception. 

10.  Where  the  deposit-taking  and  securi- 
tios  aaie  functions  are  performed  by 
the  same  personnel,  determine  if  the 
bank  uses  appropriate  written  and  oral 
disciosures  to  guard  against  customer 
confusion,  and  the  extent  to  which 
bank  staff  ia  trained  to  use,  end  does 
use,  such  disclosurea. 
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Disclosures  and  Advertising 

1 1 .  Review  responses  to  the  Disclosures 
and  Advertising  section  of  the  ICQ 
and  a  representative  sample  of  each 
type  of  advertising  and  promotional 
material. 

a.  Determine  whether  all  of  the  re- 
quired disclosures  are  featured 
conspicuously  in: 

—  All  written  or  oral  sales  presen- 
tations, 

—  Advertising  and  promotional 
materials, 

—  Confirmations  and  account 
statements  that  contain  the 
name  or  the  logo  of  the  bank  or 
an  affiliate,  and 

—  Periodic  statements  that  include 
information  on  both  deposit  and 
nondeposit  products. 

b.  Determine,  where  applicable,  if  the 
bank  has  disclosed  the  existence 
of: 

—  An  advisory  or  other  relation- 
ship between  the  bank  end  any 
affiliate  involved  in  providing 
nondeposit  investment  prod- 
ucts, and 

—  Any  early  withdrawal  penalties, 
surrender  charge  penalties,  and 
deferred  sales  charges. 

c.  Determine  whether  bank-related 
sales  advertisements  are: 

—  Accurate,  and 

—  Not  likely  to  mislead  customers 
sbout  the  nature  of  the  product. 

d.  Review  product  brochures  and 
advertisir>g  to  ensure  tttat  they  do 
not  Imply  that  ttf  bank  stands 
behind  an  Investment  product. 
Also  determine  whether  public 
statements  concerning  the  selec- 
tion of  the  products  a  bank  offers 
ere  reasonable. 

e .  Determine  whettter  personnel  make 
any  written  or  oral  representations 
concerning  insurance  coverage  by 
any  entity  other  than  the  FDIC, 
0.g. ,  Securities  Investor  Protection 
Corporetion  (SIPC);  e  state  insur- 
ance fund;  or  an  insurance  com- 


pany. 

If  representations  about  non-FDIC 
insurance  coverage  are  made, 
determine  whether: 

—  Each  appropriate  person  who 
has  contact  with  customers  is 
trained  concerning  the  differ- 
ences among  those  coverages, 
and 

—  Written  or  oral  explanations  of 
the  differences  in  coverage  are 
provided  to  all  customers. 

Suitability 

1 2.  Judge  whether  systems  in  place  are 
adequate  to  ensure  that  sales  per- 
sonnel make  suitable  recommenda- 
tions and  whether  management  is  dis- 
charging its  responsibilities  under 
these  systems  by  reviewing: 

•  Responses  to  the  Suitability  sec- 
tion of  the  ICQ, 

•  Customer  complaints  and  resolu- 
tions, 

•  Sales  patterns, 

•  Compensation  differentials  that 
may  influence  recommendations, 
and 

•  Compliance  and/or  audit  reports. 

13.  If  your  findings  in  12,  above,  ere 
negative  or  uncertain,  review  a  sample 
of  sales  to  determine  if  transactions 
appear  unsuitable  for  a  customer, 
based  on  responses  to  the  suitability 
inquiries.  The  sample  should  include 
transactions  faivotving: 

•  Customer  complaints, 

-  •   Marketing  programs  that  target  a 
class  of  customers, 

•  First-time  and  risk-averse  investors. 

•  High  or  low  volume  selespersons. 

•  More  volatile  and  newer  products, 
and 

•  Redemptions  of  annuities  or  mutual 
funds  after  relatively  short  holding 
periods. 


14. 


If,  after  the  review  in  13,  above,  you 
are  still  not  certain  that  recommenda- 
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tions  arc  suitable,  direct  banic  manage- 
ment to  conduct  an  ind»p«nd»nt  rm- 
vi»w  o1  all  affected  accounts  and  to 
report  their  findings  to  the  EIC. 

15.  If  you  determine  that  customers  may 
have  been  disadvantaged,  discuss 
appropriate  corrective  action  with 
senior  management.  Such  action 
should  be  designed  on  a  case  by  case 
basis  and  may  include: 

e  Full  explanations  to  customers  and, 
where  appropriate,  offers  to  re- 
scind trade. 

•  A  recommendation  to  bring  in  an 
independent  audit  or  special  coun- 
sel to  perform  further  review  of 
customer  transactions. 

e  Other  action  agreed  upon  between 
bank  management  and  the  EIC. 

Qualifications  and  Training 

16.  Assess  the  bank's  process  for  ensur- 
ing that  supervisory,  investment  sales, 
audit,  and  compliance  personnel  are 
properly  qualified  and  adequately 
trained  by  reviewing  hiring  and  train- 
ing practices  and  future  plans  and 
determining  whether  they  are: 

•  Designed  around  the  complexity 
and  risks  of  the  investment  prod- 
ucts being  offered,  and 

•  Consistent  with  the  organization's 
projections  for  growth  and  product 
line  expansion. 

Compensation 

1 7.  Review  the  compensation  plan  and  as- 
sess the  steps  management  has  taken 
to  ensure  that  compensation  programs 
are  not  structured  in  a  way  that  result 
in  unsuitable  recommer>dations  or 
sales  being  made  to  customers. 

a.  Be  alert  to  increases  in  the  sales 
volume  of  a  particular  product,  to 
customer  complaints,  arKJ  to  suit- 
ability problems  that  may  relate  to 
the  incentive  compensation  system 
and/or  changes  in  compensation. 

b.  Determine  whether  supervision  of 


sales  programs  or  of  individual 
product  offerings  increases  as 
incentive  compensation  increases. 

c.  Determine  whether  referral  fees 
are,  in  any  way,  based  on  a  sale 
being  made. 

d.  Review  written  performance  objec- 
tives and  a  sample  of  performance 
appraisals  for  salespersons  and 
determine  if  the  system  for  moti- 
vating and  rewarding  salespersons 
strikes  a  reasonable  balance  be- 
tween profitability  and  the  need  to 
protect  customer  interests. 

Sales  to  Fiduciary  Accounts 

18.  Determine  whether,  on  retail  nonde- 
posit investment  transactions  involv- 
ir>g  the  bank's  fiduciary  accounts,  the 
bank  has  complied  with  all  applicable 
state  and  federal  restrictions,  includ- 
ing the  Employee  Retirement  Income 
Security  Act  of  1 974. 

a.  If  proprietary  or  private  label  sales 
to  trust  accounts  were  executed 
through  the  bank's  nondeposit 
investment  sales  program,  deter- 
mine if  the  transactions  were  expr- 
essly authorized  under  state  law  or 
if  authorization  were  obtained  by 
the  bank. 

b.  Determine  whether  management's 
justification  of  any  transfer  of  trust 
account  investments  to  invest- 
ments acquired  through  the  bank's 
rwndeposrt  investment  sales  pro- 
gram has  taken  into  account  all 
relevant  circumstances,  account  by 
acccout.  Relevant  circumstances 
include: 

—  The  provisions  of  the  trust  ac- 
count, 

—  The  beneficiaries'  needs, 

—  The  quality  of   fund   manage- 
ment, 

—  The  fee  structure, 

—  Risk  diversification,  and 

—  Rates  of  return. 

c.  Determine  whether  the  trust  de- 
partment   conducts    periodic    re- 
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views  of  the  ongoing  prudence  of 
the  investment.  Such  reviews 
should  cover: 

—  The  quality  of  the  holdings, 

—  The  compatibility  of  investment 
objectives,  and 

—  The  availability  of  competing  in- 
vestments, including  non-propri- 
etary products,  which  might 
better  meet  the  fiduciary  ac- 
count's investment  objectives. 

Compliance  Program 

19.  Determine  how  effecth^e  the  bank's 
compliance  program  is  by  reviewing: 

•  Responses  to  the  Compliance  Pro- 
gram section  of  the  ICQ, 

•  The  independence  of  compliance 
personnel, 

•  Training  provided  to  compliance 
personnel, 

•  Automated  exception  reporting 
systems,  and 

•  The  scope,  frequency,  and  findings 
of  compliance  reviews,  and  re- 
sponses to  findings. 

20.  Determine  whether  results  of  periodic 
reviews  are  formally  communicated  to 
senior  managers  independent  of  the 
sales  function,  and  whether  a  follow- 
up  system  tracks  management  re- 
sponses to  noted  exceptions. 

21.  If  prior  examination  findinga,  compli- 
ance reports,  a  pattern  of  customer 
complaints,  or  routine  oversight  by 
bank  management  identifies  the  pos- 
sibility that  suitability  problems  may 
exist,  determine  if  bank  management 
has  conducted  e  thorough  review  of 
all  affected  accounta  and  instituted 
appropriate  corrective  actions. 


Third  Party  Vendors 

22.  Determine  the  effectiveness  of  the 
bank's  oversight  program  and  whether 
bank  management  has  discharged  its 
responsibilities  under  the  program. 


a.  Review  responses  under  the  Third 
Party  Vendor  section  of  the  ICQ 
and  the  text  of  the  bank's  over- 
sight program. 

b.  Review  the  scope  and  frequency  of 
completed  and  scheduled  oversight 
reviews  and  reviews  of  customer 
complaints  and  their  resolution. 

c.  Review  bank  management's  re- 
sponse to  recommendations  made 
during  past  examinations. 

d.  Review  the  third  party  vendor 
agreement  and  determine: 

—  Whether  it  specifies  that  such 
entities  will  comply  with  all 
applicable  requirements,  includ- 
ing those  in  the  Interagency 
Statement. 

—  How  bank  management  assures 
Itself  that  third  party  vendors 
comply  with  the  terms  of  the 
agreement. 

e.  Review  how  bank  management 
determined  the  adequacy  of  the 
steps  a  third  party  vendor  takes  to 
avoid  customer  confusion  about 
the  nature  of  the  product  and  the 
bank's  role  in  the  sales  process. 

f.  Determine  whether  bank  manage- 
ment understands  and  agrees  with 
the  way  the  third  party  vendor 
selects  products. 

After  making  a  judgment  about  the 
effectiveness  of  the  oversight  of  third 
party  vendor  sales,  complete  any 
other  examination  procedures  that 
appear  appropriate. 

Summary 

24.  Determine  if  bank  management  has 
demonstrated  by  its  actions  whether 
it  believes  cuatomers'  interests  are 
critieal  to  all  aspects  of  its  nondeposit 
investment  product  sales  programs. 

25.  Discuss  significant  findings  with  the 
BC  and  bank  management  and  pre- 
pare written  comments. 


23. 
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Program  Management 

1 .  Has  the  bank's  board  of  directors 
adopted  a  program  management 
statement  that  addresses: 

•  The  features  of  the  sales  program? 

•  The  associated  risks? 

•  The  roles  of  bank  employees? 

•  The  roles  of  third  party  entities? 

2.  Do  the  bank's  policies  address  the 
following  issues: 

•  Program  objectives? 

•  Strategies  to  be  employed  to 
achieve  objectives? 

•  Supervision  of  personnel  involved 
in  nondeposit  investment  sales  pro- 
grams? 

•  Supervisory  responsibilities  of  third 
party  vendors  who  are  selling  on 
bank  premises? 

•  Selection  of  the  products  the  bank 
will  sell? 

•  Permissible  uses  of  bank  customer 
information? 

•  Communications  with  customers? 

•  The  setting  and  circumstances  of 
nondeposit  product  sales? 

•  Disclosures  and  advertising? 

•  Suitability  of  recommendations? 

•  Employee  qualifications  and  train- 
ing? 

•  Employee  compensation  systems? 

•  A  compliance  program? 

3.  Do  written  supervisory  procedures 
assign  a  manager  the  responsibility 
for: 

•  Reviewing  and  authorizing  each 
sale? 

•  Accepting  each  new  account? 

•  Reviewing  and  authorizing  all  sales- 
or  account-related  correspondence 
with  customers? 

•  Reviewing  and  authorizing  all  ad- 
vertising and  promotional  matenals 
prior  to  use? 

4.  Does  the  bank  use  written  job  descrip- 
tions to  assign  management  responsi- 
bilities? 


5.  Do  policies  and  procedures  for  person- 
nel who  are  not  directly  involved  in 
nondeposit  investment  product  sales 
detail  what  the  employees  may  say 
and  not  say  about  investment  prod- 
ucts? 

Product  Selection 

6.  Does  the  bank  select  the  products  to 
be  offered? 

7.  If  so,  does  the  selection  process  make 
use  of  predetermined  criteria  that 
consider  the  customers'  needs? 

8.  Does  a  qualified  committee  or  an 
analyst  who  is  independent  of  the 
sales  function  make  the  product  selec- 
tions? 

9.  If  the  bank  uses  outside  consultants 
to  help  select  products,  does  bank 
management  determine  if  the  consult- 
ant receives  compensation  from  prod- 
uct issuers  or  wholesalers? 

1 0.  If  the  product  selection  analysis  is  per- 
formed by  another  party,  such  as  a 
clearing  broker  or  third  party  vendor, 
does  bank  management  understand 
and  agree  with  the  analysis  method? 


1 1 .  Does  the  bank  conduct  continuing  re- 
views of  product  offerings  to  assure 
that  they  remain  acceptable  and  are 
such  reviews  done  at  least  annually? 

1 2.  Does  bank  management  consider,  as 
part  of  the  selection  process,  the 
product  issuer's  contingency  plans  for 
dealing  with  unusual  surges  in  re- 
demptions? 

1 3.  Are  these  contingency  plans  based  on 
various  market  scenarios? 

14.  Do  the  contingency  plans  include: 

•  Emergency  staffing? 

•  Additionaicommunicationscapabil- 
ities? 
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•   Enhanced  operational  support? 

1 5 .  Does  the  analysis  of  fixed  and  variable 
rate  annuities  include  a  determination 
of  the  credit  quality  of  the  issuing 
insurance  company? 

16.  Does  the  analysis  of  fixed  and  variable 
rate  annuities  include  determining 
w/hether  the  issuing  insurance  com- 
pany can  sell  or  simply  transfer  the 
annuity  contract  to  another  insurance 
company? 

Use  of  Customer  Information 

1 7.  Do  written  policies  concerning  the  use 
of  information  about  bank  customers 
address: 

•  The  minimum  standards  or  criteria 
for  identifying  a  customer  for  so- 
licitation? 

•  Acceptable  calling  times? 

•  The  number  of  times  a  customer 
may  be  called? 

•  The  steps  to  be  taken  to  avoid 
confusing  depositors  about  the 
nature  of  the  products  being  of- 
fered? 

Setting  and  Circumstances  of 
Nondeposit  Sales 

18.  Has  a  bank  officer  been  assigned 
responsibility  for  reviewing  all  current 
and  planned  nondeposit  Investment 
sales  locations  to  determine  whether 
appropriate  measures  are  in  place  to 
minimize  customer  confusion? 

Are  nondeposit  investment  products 
sold  only  at  locations  distinct  from 
where  deposits  are  accepted? 

Are  sales  locations  distinguished  by 
use  of: 

•  Separate  desks? 

•  Distinguishing  partitions,  railings, 
or  planters? 

•  Signs? 

21 .     If  personnel  both  accept  deposits  and 


19. 


20. 


sell  nondeposit  investment  products, 
do  operating  procedures  address  safe- 
guards to  prevent  possible  customer 
confusion? 

22.  Are  the  people  who  sell  nondeposit  in- 
vestment products  distinguished  from 
people  who  accept  deposits  by  such 
means  as: 

•  Name  tags  or  badges? 

*  Business  cards? 

23.  Do  operating  procedures  prohibit 
tellers  from  offering  investment  ad- 
vice, making  sales  recommendations, 
or  discussing  the  merits  of  any  nonde- 
posit investment  product  with  cus- 
tomers? 

24.  Does  the  bank  offer  nondeposit  in- 
vestment products  with  product 
names  that  are  nor. 

•  Identical  to  the  bank's  name? 

•  Similar  to  a  deposit  product? 
(Example:  XYZ  Money  Market  Fund 
vs.  XYZ  Money  Market  Account.) 

25.  Does  the  bank  avoid  using  the  words 
"Insured,"  "bank,"  or  "national"  in 
product  names? 

Disclosures  and  Advertising 

26.  Has  bank  management  designated  an 
officer  to  be  responsible  for  ensuring 
that  bank-prepared  investment  adver- 
tise, nenis  and  advertisements  pre- 
pared by  any  other  party  are  accurate 
and  include  all  required  disclosures? 

27.  Is  a  signed  statement  acknowledging 
disclosures  obtained  from  each  cus- 
tomer at  the  time  that  a  retail  non- 
deposit  investment  account  is 
opened? 

28.  For  accounts  established  prior  to  the 
issuance  of  the  Interagency  State- 
ment, are  procedures  in  place  to  en- 
sure that  such  a  signed  statement  is 
obtained  prior  to,  or  at  the  time  of, 
the  next  transaction? 
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29.  Is  there  a  tracking  system  designed  to 
monitor  and  obtain  missing  acknowl- 
edgments? 

30.  Are  all  salespeople  provided  written 
disclosure  guidelines  for  oral  presenta- 
tions? 

31.  Do  the  guidelines  for  oral  presenta- 
tions clearly  direct  the  speaker  to: 

•  State  the  required  disclosures? 

•  Clarify  the  bank's  role  in  the  sales 
process? 

32.  If  ratings  are  used  in  promoting  cer- 
tain products,  does  bank  policy  indi- 
cate whether  the  bank  will  disclose 
ratings  changes? 

33.  If  so,  does  policy  indicate  how  such 
disclosures  will  occur? 

34.  If  the  bank  is  selling  annuities  which 
can  be  transferred  to  another  obligor, 
is  this  possibility  disclosed  to  prospec- 
tive customers? 

Suitability 

35.  Has  a  bank  officer  been  assigned 
responsibility  for  implementing  and 
monitoring  the  suitability  system? 

36.  Are  systems  in  place  to  ensure  that 
any  salespeople  involved  in  bank- 
related  sales  obtain  sufficient  informa- 
tion from  customers  to  enable  them  to 
make  a  judgment  about  the  suitability 
of  recommendations  for  particular 
customers? 

37.  Do  suitability  inquiries  include  informa- 
tion concerning  the  customer's: 

•  Financial  and  tax  status? 

•  Investment  objectives? 

•  Other  information  such  as  date  of 
birth,  employment,  net  worth  (net 
of  residential  real  estate),  income, 
current  investments,  or  risk  toler- 
ance? 

38.  Are  customer  responses  to  suitability 


inquiries  documented  on  a  standard 
form  or  any  other  method  that  permits 
ready  review? 

39.  Is  there  a  tracking  system  designed  to 
monitor  and  obtain  missing  suitability 
information? 

40.  Are  new  accounts  reviewed  and  for- 
mally accepted  by  a  manager  before 
the  first  transfer  is  finalized? 

41.  Does  the  new  account  acceptance 
process  include  a  review  of  the  suit- 
ability  inquiry    and   customer   re- 
sponses? 

42.  Is  each  sale  approved  in  writing  by  a 
designated  manager? 

43.  Are  breakpoints  considered  in  both 
the  initial  recommendation  and  in  the 
review  of  the  suitability  of  those  rec- 
ommendations? 

44.  Is  suitability  information  for  active  ac- 
counts updated  periodically? 

45.  If  the  bank  uses  software  programs  to 
assist  salespersons  in  making  suitabil- 
ity judgments,  does  the  program: 

•  Weight  bank  proprietary  products 
and  bank  deposits  similarly  to  other 
products? 

•  Consider  breakpoints? 

46.  If  8  software  program  is  not  used,  has 
-  management  identified  which  prod- 
ucts meet  certain  investment  objec- 
tives, or  has  management  generally 
categorized  products  as  suitable  for 
either  unsophisticated,  sophisticated, 
or  risk-averse  customers? 

47.  Does  the  bank  use  suitability  guide- 
lines that  would  limit  certain  transac- 
tions with  first  time  or  risk-averse 
investors,  or  would  require  a  higher 
level  of  approval? 

48.  Is  a  bank  officer  who  is  independent 
of  the  sales  force  assigned  responsi- 
bility for  reviewing  complaints   and 
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their  resolution? 
Qualifications  and  Training 

49.  Does  the  bar>k's  stsffing  plan  consider 
its  nondeposit  investment  sales  pro- 
gram? 

50.  Does  the  bank  seek  to  employ  dedi- 
cated investment  specialists  and  not 
platform  generalists  as  sales  represen- 
tatives? 

5 1 .  Does  management  have  written  quali- 
fication requirements  for  outside  hires 
of  salespeople  and  sales  program 
managers? 


52. 


53. 


54. 


55. 


56. 


57. 


is  a  system  in  place  to  document 
background  inquiries  made  about  new 
bank  sales  employees  who  have  previ- 
ous securities  industry  experience  to 
check  for  a  possible  disciplinary  histo- 
ry? 

Has  a  bank  officer  been  assigned 
responsibility  for  ensuring  that 
adequate  training  is  provided  to  bank 
staff? 

Does  the  bank  have  a  formal  training 
program  for  individuals  who: 

•  Make  customer  referrals  for  non- 
deposit  products? 

•  Are  engaged  in  retail  sales  of  non- 
deposit  investment  products? 

•  Are  responsible  for  supervising 
people  who  make  referrals  and/or 
who  engage  in  selling? 

is  this  training  offered  as  part  of: 

•  Initial  training? 

•  Continuing  training? 

Is  there  a  training  manual  showing  the 
objectives  of  each  initial  and  subse- 
quent training  session? 

Have  lesson  plans  been  developed  for 
in-house  programs? 


58.     Are  tellers  trained: 


•  To  not  accept  orders  or  sell  nonde- 
posit investment  products? 

•  To  avoid  offering  investment  ad- 
vice? 

•  To  not  make  recommendations? 

•  To  not  discuss  the  merits  of  any 
securities  with  customers? 

59.  Does  the  bank  provide  training  that 
addresses  suitability  issues? 

60.  Doas  suitability  training  specifically 
address  customer  protection  issues 
associated  with  the  most  vulnerable 
classes  of  investors  who  may  actually 
prefer  the  'no  investment  risk"  aspect 
of  insured  bank  deposits? 

61.  Is  product  training  provided  to: 

•  Compliance  staff? 

•  Audit  staff  7 

62.  Does  the  bank  have  a  formal  plan  to 
meet  future  retail  nondeposit  invest- 
ment product  sales  training  needs? 

Compensation 

63.  Are  compensation  systems  set  up  to 
avoid  paying  the  same  people  incen- 
tive compensation  for  the  sale  of 
nondeposit  investment  products  when 
no  incentives  are  paid  for  renewing 
certificates  of  deposit? 

64.  Do  supervisory  policies  control  incen- 
tive compensation  increases  associ- 
ated with  sales  contests  or  the  intro- 
duction of  new  products? 

65.  Are  referral  programs  designed  so  that 
employees,  including  tellers,  may 
receive  a  one-time  nominal  fee  of  a 
fixed  dollar  amount  for  each  customer 
referred,  without  regard  for  whether 
the  sale  is  made? 

66.  Do  policies  prohibit  tellers  from 
participating  in  contests  or  other  pro- 
motional programs  in  which  prizes  are 
based  on  successful  sales  to  custom- 
ers referred? 
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67.  Oo  policies  and  procedures  preclude 
incentive  compensation  based  on  the 
profitability  of  individual  trades  by,  or 
accounts  subject  to  the  review  of, 
bank  employees  who: 

•  Review    and    approve    irxlividual 
sales? 

•  Accept  new  accounts? 

•  Review  established  customer  ac- 
counts? 

68.  Do  policies  and  procedures  preclude 
payment  of  incentive  compensation  to 
department  auditors  or  compliance 
personnel? 

69.  Does  the  management  structure  pre- 
clude control,  audit  or  compliance 
personnel  from  reporting  to  managers 
whose  compensation  is  based  on 
profits  from  nondeposit  investment 
products  sales? 

70.  Does  the  compensation  program 
reduce  remuneration  to  sales  program 
managers  whose  accounts  show: 

•  Missing  documents? 

•  Unreported  customer  complaints? 
e  Reversed  or  'bad'  sales? 

•  Compliance  problems? 

Compliance  Program 

71 .  Do  audit  or  compliance  personnel: 

•  Determine  the  scope  and  frequency 
of  their  own  nondeposit  investment 
sales  program  reviews? 

•  Report  their  findings  directly  to  the 
board  of  directors  or  an  appropriate 
committee  of  the  board? 

•  Have  their  performance  evaluated 
by  persons  ir>dependent  of  the 
investment  product  sales  function? 

•  Receive  compensation  that  in  no 
way  is  connected  to  the  success  of 
investment  product  sales? 

•  Receive  training  in  products  and 
customer  protection  issues? 

e  Keep  abreast  of  emerging  develop- 
ments in  banking  and  securities 
laws  and  regulations  through  ongo- 
ing training? 


72.  Does  the  bank's  written  compliance 
program  call  for  periodic  reviews  to 
determine  compliance  with  policies, 
procedures,  applicable  laws  and  regu- 
lations, and  the  Interagency  State- 
ment?  Oo  those  reviews  cover: 

•  Customer  complaints  and  their 
resolution? 

•  Customer  correspondence? 

•  Transactions  with  employees  and 
directors  or  their  business  inter- 
ests? 

•  All  advertising  and  promotional 
materials? 

•  Scripts  or  written  guidelines  for 
oral  presentations? 

•  Training  materials? 

•  Regular  and  frequent  reviews  of 
active  customer  accounts? 

•  Customer  responses  to  suitability 
inquiries  and  a  periodic  comparison 
of  those  responses  to  the  type  and 
volume  of  account  activity,  with 
the  goal  of  determining  whether 
the  activity  in  an  account  is  appro- 
priate? 

73.  Does  the  compliance  program  call  for 
compliance  personnel  to  perform 
continuing  reviews  of: 

•  Changes  in  the  system  for  report- 
ing customer  complaints  and  reso- 
lutions? 

•  Changes  in  previously  approved 
standard  correspondence  with 
customers? 

•  New  advertising  and  promotional 
materials  prior  to  use? 

-•  Changes  in  existir>g  training  pro- 
grams or  new  training  programs? 

•  Changes  in  incentive  compensation 
systems? 

•  New  products  under  development? 

74.  Does  the  timing,  scope,  and  frequency 
of  compliance  reviews  consider  fac- 
tors such  as: 

•  Changes  or  differences  in  incentive 
compensation  paid  on  different  or 
new  products? 

•  Sales  or  referral  contests? 

•  Patterns  of  sales  for  specific,  espe- 
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Retail  Nondeposit  Investment  Sales 
Internal  Control  Questionnaire 


Section  413.4 


cialiy  new,  products? 

Panerns  of  sales  to  customers  who 

have  been  identified  as  risk-averse 

investors? 

New  salespeople? 

Customer  complaints? 


75.  Does  the  bank  have  a  system  for 
ensuring  that  all  complaints  (written 
and  oral)  receive  bank  management's 
attention? 

76.  is  that  system  periodically  tested  by 
internal  audit  to  determine  whether 
bank  management  receives  notice  of 
all  complaints? 

77.  Does  the  bank  use  automated  excep- 
tion reporting  systems  to  flag  poten- 
tial compliance  problems? 

78.  Do  reports  list: 

•  Sales  by  product? 

•  Significant  or  unusual  (for  the  cus- 
tomer) individual  sales? 

•  Sales  of  products  the  bank 
considers  more  volatile  to  custom- 
ers whose  suitability  inquiry  re- 
sponses indicate  an  aversion  to 
risk? 

•  Customer  compiaints  by  product, 
salesperson,  and  reason,  so  that 
patterns  can  be  discerned? 

•  Unusual  performance  by  salesper- 
sons, e.g.,  high  or  low  volume  or 
single  product  sales? 

•  Significant  volumes  of  annuity  or 
mutual  fund  redemptions  after 
short  holding  periods? 

79.  Do  reports  provide  adequate  informa- 
tion to  conduct  specific  suitability 
reviews  for  customers  such  as: 

•  Risk-averse  investors? 

•  First-time  investors? 

•  Customers  with  other  narrow  in- 
vestment objectives? 

80.  Does  the  bank  employ  'testers'  who 
pose  as  prospective  customers  and 
test  the  sales  presentations  for  adher- 
ence to  customer  protection  stand- 
ards? 


81.  Has  the  bank  instituted  a  follow-up 
contact  program  to  verify  whether 
customers  understand  their  invest- 
ment transactions? 

82.  Do  inquiries  in  the  follow-up  contact 
program  include  discussion  of  the 
customer's: 

•  Understanding  of  what  he  or  she 
has  purchased? 

•  Understanding  of  the  investment 
risks  and  the  absence  of  deposit 
insurance  coverage? 

•  Initial  responses  to  the 
salesperson's  suitability  inquiry? 

•  Understanding  of  fees? 

•  Problems  or  complaints? 

•  Understanding  of  the  bank's  role  in 
the  transaction? 

83.  If  the  bank  operates  a  follow-up  con- 
tact program,  are  records  of  custom- 
ers responses  maintained? 

Third  Party  Vendors 

84.  Has  a  bank  officer  been  assigned 
responsibility  for  ensuring  that  the 
bank  adequately  monitors  the  effec- 
tiveness of  customer  protection  sys- 
tems? 

85.  Has  the  bank  developed  a  written 
oversight  program  to  monitor  the 
activities  of  outside  vendors  operating 
bank-related  sales  programs? 

86.  Does  the  governing  agreement  with 
third  party  vendors  include  provisions 
regarding: 

~  •  Training  for  bank  employees? 

•  Methods  of  implementing  the  cus- 
tomer protection  standards  con- 
tained in  the  bank's  policy? 

•  Permission  for  the  OCC  and  the 
bank  to  have  access  to  appropriate 
records  involved  in  bank-related 
sales? 

•  The  scope  and  frequency  of  re- 
ports to  be  furnished? 

87.  Do  reports  furnished  by  third  party 
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88. 


89. 


vendors  include: 

•  A  list  of  all  new  account  openings 
and  initial  trades? 

•  A  list  of  significant  or  unusual  (for 
the  customer)  individual  sales? 

•  A  list  of  all  written  and  oral  cus-  90. 
tomer  complaints  and  their  resolu- 
tion? 

•  Sales  reports  by  product,  salesper- 
son, and  location? 

•  Internal  compliance  reviews  of  ac- 
counts originated  at  the  bank?  91. 

•  Copies  of  reports  furnished  to  the 
third  party  vendor  by  their  regula- 
tor? 

Are  reports  furnished  by  a  third  party 
vendor:  92. 

•  Prepared  by  someone  independent 
of  the  vendor's  sales  force? 

•  Timely  and  sufficiently  detailed? 

Does  bank  management  have  proce- 
dures in  place  to  avoid  reliance  on 


third  party  audit  and  control  systems 
if  the  vendor's  control  personnel  re- 
ceive transaction-based  incentive 
compensation? 

If  the  product  selection  analysis  is  per- 
formed by  another  party,  such  as  a 
clearing  broker  or  third  party  vendor, 
does  bank  management  understand 
and  agree  with  the  analysis  method? 

If  customer  information  is  provided  to 
the  third  party  vendor,  has  a  legal 
opinion  concerning  the  bank's  author- 
ity to  share  customer  information  with 
third  parties  been  obtained? 

Has  a  bank  officer  been  assigned 
responsibility  for  ensuring  that 
adequate  training  Is  provided  to  bank 
staff,  and  for  reviewing  the  hiring  and 
training  practices  of  any  third  party 
vendor? 
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Laws* 


Rtgulalions  * 


Rulings  h 


OCC  ana  Othar 
Issuanets  ' ' 


Customer     disclosure 
requirements 


15  use  77a, 
78a,  and 
80a 


17CFR240 
(Rule  10b-5) 


Use  of  common  names       1 5  USC  80a 


Investments  in 
trust  accounts 


Recordkeeping  and 
confirmation  require- 
ments for  securities 
transactions 


29  USC 
1001 
(ERISA) 


12 


Interagency 
Statement  on 
Retail  Sales  of 
Nondeposit 
Products 
(February  1 5, 
19941 

Interagency 
Statement 

Interagency 
Statement 


Interagency 
Statement 


Antifraud  restrictions 


Uniform  guidelines 


Customer 
rules 


protection 


1 5  USC  77a 
and  78a 


1 5  USC  77a, 
78a,  and 
80a 


1 7  CFR  240 
(Rule  10b-5) 


17  CFR  240 
(Rule  10b-5) 


AL  93-1 1  and 
Interagency 
Statement 

NASD  Rules  of 
Fair  Practice 
and  Interagen- 
cy Statement 


12  USC.  >« 

K  •  hrui«  Cnuar.  K  -  bumnng  Cnuv.  AL  -  AO— y  I 
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B.^.  IfloDSt  of  TvqiresnitariOES 

2>Dbconimin«  on  ©otTBigtit  and  Jnoutigatlonj 

of  ttu 

Commltra  on  Jnrrgg  and  Commmt 

IDuhington,  B£  iojij-mt 

February  23,  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W. 
Washington,  D.C.   20919 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

This  is  to  remind  you  that  your  response  to  the  Subcommit- 
tee's letter  of  January  28,  1994  was  due  by  the  close  of  business 
on  Friday,  February  18,  1994  and  still  has  not  been  received  by 
us.   Furthermore,  your  cooperation  is  requested  in  providing 
responses  to  the  following  additional  questions. 

1.  The  Subcommittee  asked  MBC,  Mellon  Bank,  and  Dreyfus 
whether  they  had  any  enforcement  actions  filed  against 
them  during  the  past  10  years,  and  whether  these 
entities  had  entered  into  any  agreements  with  their 
respective  regulators  concerning  compliance-related 
matters.   A  copy  of  the  index  to  their  response  is 
enclosed.   Please  review  it  and  advise  the  Subcommittee 
of  any  material  omissions  with  respect  to  matters  under 
your  agency's  jurisdiction.   Also  please  advise  us  of 
any  patterns  involving  compliance  problems  or 
violations  about  which  we  should  be  aware. 

2.  We  note  your  decision  to  solicit  public  comment  on  this 
transaction  as  well  as  on  the  proposal  of  First  Union 
Corp.  of  North  Carolina  to  acquire  Lieber  &  Associates, 
the  manager  of  the  Evergreen  family  of  funds.   Mellon's 
Legal  Memorandum  notes  at  page  36  that  "[i]t  has  been 
reported  that  Chase  Manhattan  has  acquired  a  mutual 
fund  advisory  complex,  presumably  with  the 
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Comptroller's  acquiescence  or  approval."   Please 
provide  the  Subcommittee  with  a  list  of  any  and  all 
such  transactions  pending  before  OCC  or  already 
consummated  with  OCC  approval  or  acquiescence.   Please 
explain  what  conditions  or  limitations  (e.g.,  see  the 
Mellon-Dreyfus  Policy  Statement) ,  if  any,  have  been 
imposed  by  OCC  heretofore  in  connection  with  mergers 
involving  advisory  services  and  sales  and  marketing  of 
mutual  funds  and  other  noninsured  investment  products 
in  order  to  eliminate  consumer  confusion,  protect  the 
safety  and  soundness  of  the  bank  and  the  Federal 
deposit  insurance  funds,  and  for  the  protection  of 
investors,  and  how  compliance  with  those  conditions  and 
limitations  is  implemented,  examined  for  and  enforced. 

Thank  you  for  your  cooperation  and  attention  to  this 
request. 


John  D.  Dingell 


S'^^ 


Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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Comptroller  of  the  Currency  ENCRG)  AND  COHHEKCI 

Administrator  of  National  Banks  U-S.  HOUSE  DF  REPRESENTATIVES 


Washington,  DC    20219 


March  3,  1994 

The  Honorable  John  D.  Dingell 

Chainnan 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  DC   20515 

Dear  Chairman  Dingell: 

Thank  you  for  your  February  23,  1994  letter  in  which  you  request  additional  information  to 
assist  in  your  review  of  the  proposed  acquisition  by  Mellon  Bank,  N.A.  (Mellon)  of  Dreyfus 
Corporation  (Dreyfus).  We  have  compiled  the  information  you  requested  and  are  pleased  to 
provide  it  to  you. 

I.  You  have  asked  the  OCC  to  review  the  index  of  enforcement  actions  submitted  by 
Mellon  and  advise  you  as  to  whether  the  list  is  comprehensive  and  accurate  with 
respect  to  matters  under  our  jurisdiction.    You  have  also  asked  the  OCC  to 
advise  you  of  any  patterns  involving  compliance  problems  or  violations  about 
which  you  should  be  aware. 

We  have  reviewed  the  list  of  enforcement  actions  submitted  by  Mellon  and  we  believe  it  is 
accurate  and  complete  as  to  matters  under  the  OCC's  jurisdiction  during  the  past  ten  years. 
The  August  11,  1992  letter  of  reprimand  was  based  on  repeated  violations  of  12  C.F.R. 
§  9.12(a)  relating  to  Mellon's  inadequate  disclosure  of  its  relationship  to  the  Laurel  Funds. 
Mellon  corrected  this  compliance  problem  following  the  issuance  of  the  letter  of  reprimand, 
and  the  OCC  did  not  initiate  any  further  enforcement  action.    The  OCC  is  not  aware  of  any 
other  patterns  involving  compliance  problems  or  violations. 

II.  You  have  asked  the  OCC  to  provide  you  with  a  list  of  all  transactions  in  which  a 
national  bank  has  acquired  a  mutual  fund  advisory  business  with  the 
acquiescence  and  approval  of  the  OCC.    You  further  ask  the  OCC  to  explain 
what  conditions  or  limitations  have  been  imposed  in  connection  with  such 
transactions  and  how  the  OCC  monitors  and  enforces  compliance  with  those 
conditions. 

The  OCC  has  compiled  a  list  of  all  approvals  granted  since  1985  (the  year  our  database 
began  collecting  such  information)  for  national  banks  to  engage  in  investment  advisory 
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services  through  operating  subsidiaries.    (Attachment  A).     The  list  includes  both  acquired 
and  de  novo  advisory  operations  in  national  bank  operating  subsidiaries.   This  list  does  not 
include  the  smaller  number  of  national  banks  engaged  in  these  activities  directly  through  the 
bank  or  through  a  trust  company.   In  general,  these  activities  reflect  expansions  of  trust 
business  rather  than  acquisitions  by  the  parent  bank.  The  Chase  Manhattan  transaction  to 
which  you  refer  involved  the  acquisition  by  Chase  Manhattan's  Vista  fund  family  of  six 
fiinds  from  Olympus  Asset  Management,  rather  than  the  acquisition  of  a  mutual  fund 
advisory  company.    According  to  Lipper  Analytical  Services,  in  1993,  113  banks  or  bank 
subsidiaries  advised  943  mutual  funds. 

In  connection  with  the  approval  of  national  bank  acquisitions  of  a  mutual  fund  advisory 
business,  the  OCC  has  generally  imposed  written  conditions.    The  conditions  set  forth  in 
Attachment  "B"  represent  conditions  that  the  OCC  has  imposed  in  past  approvals.    The  OCC 
also  approves  such  acquisitions  subject  to  the  representations  and  voluntary  commitments 
made  in  the  national  bank's  proposal  and  set  forth  in  the  OCC's  approval  letter.   These  types 
of  representations  and  voluntary  commitments  are  described  in  Attachment  "C  to  this 
response.    More  recent  approvals  also  instruct  the  bank  and  its  operating  subsidiary  to 
comply  with  Banking  Circular  274,  now  superseded  by  the  Interagency  Statement  on  Retail 
Sales  of  Nondeposit  Instruments. 

If  in  the  course  of  ongoing  bank  supervisory  activities,  OCC  examiners  identify  instances  of 
noncompliance  with  conditions,  representations  or  commitments  in  an  approval  letter,  the 
OCC  is  to  require  appropriate  steps  to  correct  the  compliance  problem.    Such  action  can 
include  the  initiation  of  formal  enforcement  action,  such  as  cease  and  desist  proceedings,  if 
the  national  bank  violated  a  written  condition  or  if  it  engaged  in  an  unsafe  or  unsound 
practice.    For  less  significant  compliance  problems,  the  OCC  may  use  an  informal  action, 
such  as  obtaining  the  bank's  written  commitment  to  correct  the  identified  compliance 
problem.    Failure  to  abide  by  a  condition  imposed  in  an  approval  letter  or  a  representation 
made  or  a  commitment  undertaken  in  an  application  could  also  result  in  a  violation  of  12 
C.F.R.  §  5.34  and  subject  the  bank  to  appropriate  enforcement  action. 

We  hope  this  letter  is  responsive  to  your  inquiry. 

Very  truly  yours, 

Eugene  A.  Ludwig  / 

Comptroller  of  the  Currency 
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ATTAChMEMT  "A 


March  2,  1994 

OPERATING  SUBSIDIARY  APPROVALS  AND  PENDING  CASES  TO  ENGAGE  IN 
INVESTMENT  ADVISORY  SERVICES  AND/OR  MUTUAL  FUNDS 


Bank  Name.  Location 


AmSouth  Bank,  NA,  Birmingham,  AL 

Bank  of  America,  San  Francisco,  CA 

Bank  of  Oklahoma,  NA,  Tulsa,  OK 

Bank  One,  Columbus,  NA,  Columbus,  OH 

Bank  One,  Indianapolis,  NA,  Indianapolis,  IN 

Bank  One,  Milwaukee,  NA,  Milwaukee,  WI 

Chemical  Bank  New  Jersey,  NA,  Morristown,  NJ 

Chemical  Bank,  NA,  Jericho,  NY 

Commerce  Bank  -  St.  Louis,  NA,  Clayton,  MO 

Deposit  Gty  NB,  Jackson,  MS 

First  of  America  Bank  Michigan,  NA,  Kalamazoo,  MI 

First  Tennessee  Bank,  NA,  Memphis,  TN 

First  Union  NB  of  N.  Carolina,  Charlotte,  NC 

Firstar  Bank,  Milwaukee,  NA,  Milwaukee,  WI 

Firstar  Bank  West,  NA,  Naperville,  IL 

Fleet  National  Bank,  Providence,  RI  , 

Island  NB  &  TC,  Palm  Beach,  PL 

Key  Bank  USA,  NA,  Albany,  NY 

LaSalle  National  Trust,  NA,  Chicago,  IL 

Mellon  Bank,  NA,   Pittsburgh,  PA 

Michigan  NB,   Farmington  Hills,  MI 

National  Bank  of  Commerce  Trust  &  Savings  Assoc,  Lincoln,  NE 
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Nationsbank  of  Georgia,  NA,   Atlanta,  GA 
Nationsbank  of  N.  Carolina,  NA,  Charlotte,  NC 
Northwest  National  Bank,  Clark  County,  WA 
PNC,  Pittsburgh,  PA 

Society  National  Bank,  Cleveland,  OH 
Union  Planters  National  Bank,  Memphis,  TN 
United  States  National  Bank,  Portland,  OR 
U.S.  Bank  of  Washington,  NA,  Seattle,  WA 
Wells  Fargo  Bank,  NA,  San  Francisco,  CA 
Worthen  NB  of  Arkansas,  Little  Rock,  AR 
Zions  First  National  Bank,  Salt  Lake  City,  UT 


Notes; 


o  Based  on  OCC  records  collection  since  1985. 
o  May  include  acquisitions  from  the  bank's  holding  company, 
o  Includes  general  investment  advisory  services, 
o  Does  not  include  operating  subsidiaries  acquired  through 
bank-to-bank  mergers. 
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Comptroller  of  the  Currency  ,y- 

Administrator  of  National  Banks    .i  c  „K' ^''^  COHHf^C''    - 
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Washington,  D.C.  2021 9 

March  3,  1994 


The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  DC  20515 

Dear  Chairman  Dingell: 

Attached  is  a  revised  list  of  operating  subsidiary  approvals  and  pending 
cases  to  replace  the  original  Attachment  A  provided  in  response  to  your 
letter  dated  February  23,  1994.    The  listing  is  expanded  to  include 
additional  de  novo  subsidiaries  that  were  inadvertently  omitted  when  our 
automated  reports  were  merged. 


Very- truly  yours, 


Eugene  A.  Ludwig 
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March  2,    1994  (Revised) 

OPERATING  SUBSIDIARY  APPROVALS  AND  PENDING  CASES  TO  ENGAGE  IN 
INVESTMENT  ADVISORY  SERVICES  TOtD/OR  MUTUAL  FUNDS 


Bank  Name.  Location 

Amcore,  NA,  Sterling,  IL 

AmSouth  Bank,  NA,  Birmingham,  AL 

Bank  of  America,  San  Francisco,  CA 

Bank  of  Oklahoma,  NA,  Tulsa,  OK 

Bank  One,  Columbus,  NA,  Columbus,  OH 

Bank  One,  Indianapolis,  NA,  Indianapolis,  IN 

Bank  One,  Milwaukee,  NA,  Milwaukee,  WI 

Bank  IV,  Kansas,  NA,  Wichita,  KS 

Barnet  Bank  of  Jacksonville,  NA,  Jacksonville,  FL 

Belmont  National  Bank,  St.  Clairsville,  OH 

Chemical  Bank  New  Jersey,  NA,  Morristown,  NJ 

Chemical  Bank,  NA,  Jericho,  NY 

Citizens  National  Bank  of  Hope,  Hope,  AR 

Colorado  National  Bank,  Denver,  CO 

Commerce  Bank  -  St.  Louis,  NA,  Clayton,  MO 

Commercial  National  Bank  in  Shreveport,  Shreveport,  LA 

Continental  Bank,  NA,  Chicago,  IL 

Deposit  Guaranty  NB,  Jackson,  MS 

First  of  America  Bank  Michigan,  NA,  Kalamazoo,  MI 

First  Citizens  National  Bank,  Dyersburg,  TN 

First  Fidelity  Bank,  NA,  Salem,  NJ 

First  National  Bank  &  Trust  Co.,  Ada,  Ada,  OK 
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First  National  Bank  of  Effingham,  Effingham,  IL 

First  National  Bank  of  Maryland,  Baltimore,  MD 

First  National  Bank  of  Phillips  County,  Helena,  AR 

First  National  Bank,  San  Diego,  CA 

First  National  Bank  &  Trust  Co.  of  Rochelle,  Rochelle,  IL 

First  Tennessee  Bank,  NA,  Memphis,  TN 

First  Union  NB  of  N.  Carolina,  Charlotte,  NC 

Firstar  Bank,  Milwaukee,  NA,  Milwaukee,  WI 

Firstar  Bank  West,  NA,  Naperville,  IL 

Fleet  National  Bank,  Providence,  RI 

Founders  National  Trust  Bank,  Fort  Meyers,  FL 

Hawkeye  Bank  of  Dubuque,  NA,  Dubuque,  lA 

Island  NB  &  TC,  Palm  Beach,  FL 

Key  Bank  USA,  NA,  Albany,  NY 

LaSalle  National  Trust,  NA,  Chicago,  IL 

Liberty  National  Bank  &  Trust  Co.,  Kentucky,  Louisville,  KY 

Mellon  Bank,  NA,   Pittsburgh,  PA 

Mercantile  National  Bank,  Los  Angeles,  CA 

Merchants  National  Bank  of  Fort  Smith,  Fort  Smith,  AR 

Michigan  NB,   Farmington  Hills,  MI 

Michigan  Avenue  National  Bank,  Chicago,  IL 

National  Bank  of  Commerce,  Memphis,  TN 

National  Bank  of  Commerce  Trust  &  Savings  Assoc,  Lincoln,  NE 

National  City  Bank,  Indiana,  Indianapolis,  IN 

National  City  Bank,  Kentucky,  Louisville,  KY 

Nationsbank  of  Georgia,  NA,   Atlanta,  GA 

Nationsbank  of  N.  Carolina,  NA,  Charlotte,  NC 
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Natwest  Bank  USA,  New  York,  NY 

Northwest  National  Bank,  Clark  County,  WA 

PNC,  Pittsburgh,  PA 

Resource  Bank,  NA,  DeKalb,  XL 

Riggs  National  Bank  of  Washington,  Washington,  DC 

Rockwell  Bank,  NA,  Oklahoma  City,  OK 

Society  National  Bank,  Cleveland,  OH 

Southern  National  Bank  of  North  Carolina,  Lumberton,  NC 

Southtrust  Bank  of  Alabama,  NA,  Birmingham,  AL 

Third  National  Bank  in  Nashville,  Nashville,  TN 

Union  Planters  National  Bank,  Memphis,  TN 

United  States  National  Bank,  Portland,  OR 

U.S.  Bank  of  Washington,  NA,  Seattle,  WA 

Wells  Fargo  Bank,  NA,  San  Francisco,  CA 

Worthen  NB  of  Arkansas,  Little  Rock,  AR 

Zions  First  National  Bank,  Salt  Lake  City,  UT 


Notes: 

o  Based  on  OCC  records  collection  since  1985. 
o  May  include  acquisitions  from  the  bank's  holding  company, 
o  Includes  general  investment  advisory  services. 
o  Does  not  include  operating  subsidiaries  acquired  through 
bank-to-bank  mergers. 
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ATTACHMENT  "B" 

CONDITIONS  THAT  THE  OCC  HAS  IMPOSED  DM  CONNECTION  WITH 

NATIONAL  BANK  MUTUAL  FUND  ACTIVITIES 

(1)  The  Banking  Entity'  shall  disclose  that  the  investment  products  sold  (a)  are  not  FDIC 
insured;  (b)  are  not  obligations  of  the  bank;  (c)  are  not  guaranteed  by  the  bank;  and  (d) 
involve  investment  risks,  including  possible  loss  of  principal.  These  disclosures  shall  be 
in  the  same  or  substantially  similar  language  to  the  language  above.  The  Banking  Entity 
shall  obtain  at  the  time  an  investment  account  is  established  a  signed  statement 
acknowledging  that  the  customer  has  received  and  understands  these  disclosures. 

(2)  The  disclosures  described  in  (1)  above  must  also  be  conspicuously  disclosed  to  customers 
in  all  written  sales  presentations,  advertising  and  promotional  materials,  confirmation 
forms,  and  periodic  statements. 

(3)  The  Banking  Entity  shall  provide  full  disclosure  to  customers  at  the  time  the  investment 
account  is  established  explaining  the  relationships  between  the  national  bank,  its  operating 
subsidiary(ies),  and  any  other  entities  participating  in  the  mutual  funds  business. 

(4)  The  Banking  Entity  may  not  offer  uninsured  investment  products  with  a  name  identical 
to  the  bank.  The  investment  products  may  not  be  marketed  in  a  manner  that  would 
mislead  or  deceive  customers  as  to  the  products'  uninsured  nature  and  lack  of  any 
guarantee  by  the  bank. 

(5)  The  Banking  Entity  must  maintain  an  operations  manual  and  other  written  materials 
addressing  the  conduct  of  retail  sales  activities,  which  will  be  made  available  for  OCC 
review.  The  materials  must  emphasize  customer  suitability  judgment  procedures  and 
compliance  with  12  C.F.R.  Part  9. 

(6)  The  operating  subsidiary  will  be  adequately  capitalized. 

(7)  The  Banking  Entity  will  be  managed  to  minimize  the  risk  of  piercing  the  corporate  veil. 

(8)  The  partnership  agreement,  if  any,  will  fully  delineate  the  activities  of  the  partnership. 

(9)  The  bank,  through  its  operating  subsidiary,  will  have  veto  power  over  the  activities  of 
a  partnership  and  any  of  its  major  decisions. 

(10)  The  Banking  Entity  will  be  subject  to  OCC  regulation,  supervision,  and  examination. 


The  term  "Banking  Entity"  may  refer  to  the  national  bank,  its  operating  subsidiary, 
and/or  a  partnership  in  which  the  subsidiary  participates  as  a  partner  depending  on  the  corporate 
structure  through  which  the  bank  engages  in  mutual  fiind  advisory  activities. 
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(11)  The  bank's  aggregate  direct  and  indirect  investments  in  and  advances  to  the  operating 
subsidiary  and/or  partnership  shall  not  exceed  an  amount  equal  to  the  bank's  lending 
limit. 

(12)  The  Banking  Entity  will  not  be  obligated  or  committed  to  extend  credit  to  any  customer 
of  the  partnership  for  purposes  of  purchasing  any  product  through  the  partnership.  All 
credit  so  extended  will  be  on  an  arm's  length  basis  and  consistent  with  safe  and  sound 
banking. 

(13)  The  bank  must  submit  a  notice  to  the  OCC  pursuant  to  12  C.F.R.  §  5.34  if  the  operating 
subsidiary  and/or  partnership  at  some  future  time  decides  to  engage  in  new  activities,  i.e. 
activities  not  covered  by  the  bank's  notice  and  the  OCC's  response  thereto.  Such  a 
submission  must  be  made  even  through  the  activities  have  been  found  to  be  permissible 
for  national  banks. 
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ATTACHMENT  "C" 

REPRESENTATIONS  AND  VOLUNTARY  COMMITMENTS  MADE  BY  NATIONAL 

BANKS  IN  CONNECTION  WITH  APPROVALS  OF  MUTUAL  FUND  ACTIVITIES 


(1)  The  Banking  Entity'  will  comply  with  disclosure  obligations  as  contained  in  the 
Interagency  Statement  (superseding  BC-274). 

(2)  The  Banking  Entity  will  not  manage  customer  accounts  on  a  discretionary  basis. 

(3)  The  Banking  Entity  will  not  engage  in  the  underwriting  of  securities  and  will  not  deal  in 
securities. 

(4)  The  Banking  Entity  will  not  purchase  securities  for  its  own  accounts  except  to  the  extent 
that  national  banks  are  permitted  to  do  so  under  applicable  law. 

(5)  The  Banking  Entity  will  not  extend  credit  to  any  mutual  funds  made  available  by  the 
subsidiary. 

(6)  The  Banking  Entity  will  make  all  appropriate  disclosures  and  otherwise  comply  with 
federal  securities  laws  and  the  NASD  Rules  of  Fair  Practice. 

(7)  The  mutual  funds  will  be  sponsored  by  third  parties  independent  of  the  bank,  the 
subsidiary  and  affiliates  thereof. 

(8)  Mumal  funds  will  be  controlled  by  their  board  of  directors  and  not  by  the  bank  serving 
as  investment  advisor. 

(9)  The  Banking  Entity  will  not  offer  uninsured  investment  products  with  a  name  identical 
to  the  bank. 

(10)  The  Banking  Entity's  investment  products  will  not  be  marketed  in  a  manner  that  would 
mislead  or  deceive  consumers  as  to  the  uninsured  nature  and  lack  of  a  guarantee. 

(11)  The  employees  of  the  Banking  Entity  will  sever  any  preexisting  employment  ties  with  the 
national  bank,  its  operating  subsidiary  or  any  mutual  fund  company.  There  will  be  no 
dual  employment. 

(12)  Banking  Entity  will  be  a  registered  broker-dealer  under  Securities  Exchange  Act  of  1934 
and  state  securities  laws 


■'The  term  "Banking  Entity"  may  refer  to  the  national  bank,  its  operating  subsidiary, 
and/or  a  partnership  in  which  the  subsidiary  participates  as  a  partner  depending  on  the  corporate 
structure  through  which  the  bank  engages  in  mutual  fund  advisory  activities. 
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(13)  The  Banking  Entity  will  register  as  an  investment  advisor  under  the  Investment  Advisors 
Act  of  1940. 

(14)  Banking  Entity  will  be  an  NASD  member. 

(15)  The  Banking  Entity's  mutual  fund  business  will  be  physically  separate  from  that  of  the 
bank  with  separations  (plants,  partitions  separating  it  from  the  bank),  separate  signs  and 
logos  to  identify  offices,  and  separate  telephone  numbers. 

(16)  The  bank's  aggregate  direct  and  indirect  investments  in  and  advances  to  the  operating 
subsidiary  and/or  partnership  shall  not  exceed  an  amount  equal  to  the  bank's  lending 
limit. 

(17)  The  Banking  Entity  will  not  be  obligated  or  committed  to  extend  credit  to  any  customer 
of  the  partnership  for  purposes  of  purchasing  any  product  through  the  partnership.  All 
credit  so  extended  will  be  on  an  arm's  length  basis  and  consistent  with  safe  and  sound 
banking. 

(18)  Customer  lists  of  partnership,  if  any,  will  be  kept  confidential.  Nonbanking  partner  will 
not  have  access  to  bank  customer  lists. 

(19)  The  Banking  Entity  will  not  provide  brokerage  services  to  bank's  trust  customers  except 
where  explicitly  authorized  and  in  accordance  with  applicable  law. 
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March  2,  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W. 
Washington,  D.C.   20919 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

This  is  with  reference  to  your  letter  of  February  25,  1994 
responding  to  a  series  of  questions  that  the  Subcommittee  posed 
in  connection  with  our  letter  of  January  28,  1994.   The  OCC 
response  seemed  to  rewrite  some  of  the  questions  and  not  respond 
at  all  to  others.   In  order  to  assist  the  Subcommittee  in  its 
review,  we  respectfully  request  that  you  provide  accurate  and 
complete  responses  in  writing  by  the  close  of  business  on  Friday, 
March  18,  1994.   The  numbers  refer  to  the  original  numbers  in  the 
Subcommittee's  January  28th  letter. 

l.a.   Your  letter  was  somewhat  vague  in  its  response  to  question 
l.a.,  in  which  the  OCC  was  asked  to  compare  the  Federal  Reserve 
Board's  capital  treatment  of  Section  20  affiliates  of  a  bank 
holding  company  with  the  OCC's  capital  treatment  of  securities 
subsidiaries  of  national  banks.   There  appear  to  be  real 
differences  between  these  two  methods.   In  particular,  with 
respect  to  each  of  the  two  methods,  please  discuss  whether  the 
parent's  capital  investment  in  the  subsidiary  is  included  in 
meeting  the  parent  bank  or  holding  company's  regulatory  capital 
standards.   In  addition,  please  explain  the  differences  in  these 
two  methods,  including  the  impact  on  double  leverage,  if  any. 

Moreover,  your  letter  did  not  discuss  at  all  how  the  FDIC 
treats  a  bank's  investment  in  a  securities  subsidiary  for  capital 
purposes  (which  may  be  more  comparable  in  that  it  involves  a 
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direct  bank-subsidiary  relationship) .   Please  include  this 
comparison  in  your  response. 

l.b.   With  respect  to  question  l.b.,  as  a  legal  matter,  is  the 
capital  of  Dreyfus'  broker-dealer  subsidiary  separate  from  the 
capital  of  the  parent  bank?   Your  response  states  that:   "The  OCC 
would  not  permit  Mellon  to  withdraw  capital  from  Dreyfus  so  as  to 
leave  its  subsidiary  undercapitalized."   Please  explain  under 
what  circumstances  the  OCC  would  permit  Mellon  to  withdraw 
capital  from  a  registered  broker-dealer  subsidiary? 

2.  With  respect  to  enhanced  controls,  your  answer  appears  to 
suggest  that  any  such  controls  need  to  be  based  on  the  unique 
facts  and  circumstances  of  a  bank's  participation  in  the  mutual 
fund  business,  rather  than  uniform  controls.   For  example,  the 
OCC  could  require  all  bank  securities  activities  to  be  effected 
in  registered  subsidiaries,  but  has  chosen  not  to  take  such  a 
uniform  approach.   Why  is  that  the  case,  and  doesn't  it  make  bank 
regulation  and  examination  needlessly  complex?   (Requiring  more 
examiners  for  more  facts-and-circumstances  regulations,  etc.) 

3.  Please  support  and  explain  how  Dreyfus  would  be  "the 
bank. .. agent,  or  other  person  participating  in  the  affairs  of 
such  bank"  within  the  scope  of  12  U.S.C.  section  1818(b). 

4.  As  argued  by  the  OCC,  anything  that  is  "incidental  to 
banking"  is  not  proscribed  by  the  Glass-Steagall  Act.   Notably, 
in  the  1970's,  the  OCC  argued  that  running  a  travel  agency  in  a 
bank  was  "incidental  to  banking."   (The  OCC  lost.)   More 
recently,  in  the  context  of  the  VALIC  case,  the  OCC  has  argued 
that  annuities  are  not  insurance  and  that  they  are  "incidental  to 
banking"  because  they  are  the  functional  equivalent  of  an 
investment  product  sold  by  a  bank  (a  CD) ,  even  though  they  are 
commonly  regulated  by  state  insurance  departments.   (The  OCC  has 
lost  in  the  5th  Circuit,  and  is  trying  to  get  the  Solicitor 
General  to  ask  for  cert  in  this  case.) 

Thus,  using  the  OCC's  legal  theory,  it  is  conceivable  that 
the  OCC  could  determine  that  underwriting  was  a  financial  service 
that  was  "incidental  to  banking,"  and  it  would  follow  that  the 
Glass-Steagall  Act  would  not  apply  to  bank  underwriting 
activities.   Please  comment. 

6.    Your  letter  states  that  the  OCC  is  examining  bank 
subsidiaries  that  are  registered  broker-dealers.   Does  the  OCC 
alert  the  SEC  in  advance  to  such  exams  and  routinely  share 
examination  results?   Why  not? 

6. a.   Please  provide  examination  guides  for  compliance  with 
Sections  23A  and  B,  and  explain  how  Mellon's  voluntary  compliance 
with  Sections  23A  and  B  will  be  examined  for  and  enforced. 
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6b.  and  c.   The  OCC  states  that  it  will  pursue  formal  enforcement 
actions  against  bank  sales  personnel  only  if  such  actions 
threaten  the  safety  and  soundness  of  the  bank  or  involve  a 
violation  of  law.   How  will  bank  customers  be  able  to  obtain 
redress  if  the  OCC  does  not  pursue  violations  of  the  Interagency 
Guidelines,  and  no  avenue  exists  for  customer  private  rights  of 
action  or  arbitration  of  bank  customer  disputes? 

7.    Please  explain  what  the  OCC  means  by  an  "appropriate 
suitability  requirement"  and  how  it  differs  from  the  NASD's 
suitability  requirements. 

9.    Please  state  whether  any  of  the  distributor's  activities 
will  be  subcontracted  to  Mellon  or  Mellon  subsidiaries  or 
affiliates.   Since  the  distributor  is  not  itself  selling  mutual 
fund  shares,  who  is  underwriting  the  issuance  of  Dreyfus'  mutual 
fund  shares? 

Thank  you  for  your  cooperation  and  attention  to  this 
request. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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Washington,  DC    20219 


March  24,  1994 

The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S  House  of  Representatives 

Washington,  DC   20515-6116 

Dear  Chairman  Dingell: 

Thank  you  for  your  March  2,  1994  letter  in  which  you  ask  certain  follow  up  questions  to  our 
February  25,  1994  letter  concerning  the  proposed  acquisition  by  Mellon  Bank,  N.A.  ("Mellon") 
of  Dreyfus  Corporation  ("Dreyfus").  We  have  endeavored  to  provide  you  with  the  requested 
information.    The  numbered  answers  below  correspond  to  the  questions  in  your  letter. 

la.  You  have  asked  the  OCC  to  compare  the  Federal  Reserve's  capital  treatment  of 
Section  20  subsidiaries  with  the  OCC's  capital  treatment  of  securities  subsidiaries. 
In  particular,  with  respect  to  both  methods,  you  would  like  to  know  whether  the 
parent's  capital  investment  in  the  subsidiary  is  included  in  meeting  the  parent  bank 
or  holding  company's  regulatory  capital  standards.  You  further  ask  us  to  explain 
the  differences  in  these  two  methods,  including  the  impact  of  double  leverage,  if  any. 
Finally,  you  ask  us  to  discuss  how  the  FDIC  treats  a  bank's  investment  in  a 
subsidiary  for  capital  purposes. 

For  operating  subsidiaries  that  engage  only  in  bank  permissible  activities,  the  Federal  Reserve, 
the  FDIC,  and  the  OCC  require  the  instimtions  they  regulate  to  consolidate  the  assets  and 
liabilities  of  its  operating  subsidiary  and  to  hold  capital  against  the  consolidated  assets  as 
provided  by  GAAP.  Thus,  the  OCC,  Federal  Reserve,  and  FDIC  also  permit  the  parent  bank 
to  count  its  investment  in  such  a  subsidiary  toward  meeting  the  higher  capital  requirement  that 
results  from  the  consolidation  of  assets.  There  is  no  double  leverage  in  the  sense  of  failing  to 
include  assets  corresponding  to  capital  while  including  the  capital  itself  in  any  of  the  bank  capital 
tests.  There  is  also  no  double  leverage  in  the  sense  of  using  a  subsidiary's  capital 
simultaneously  to  address  distinct  risks  arising  from  the  activities  of  a  subsidiary  and  its  parent. 
Consolidated  bank  capital  standards  assume  banks  are  engaged  in  all  permissible  activities, 
including  securities  activities. 


719 


-2- 

The  Federal  Reserve  and  the  FDIC  apply  a  different  rule  to  securities  subsidiaries  that  engage 
in  underwriting.  The  Federal  Reserve  applies  the  risk-based  capital  test  to  a  holding  company 
under  two  different  standards.  It  applies  the  test  to  the  parent  with  the  assets  and  capital  of  its 
Section  20  subsidiary  included  (including  the  parent's  investment  in  the  subsidiary)  and  applies 
the  test  again  after  subtracting  the  subsidiary's  asset  and  capital  from  the  parent's  balance  sheet. 
In  addition,  the  holding  company,  including  the  capital  investment  in  the  Section  20  subsidiary, 
must  meet  the  minimimi  leverage  test. 

The  Federal  Deposit  Insurance  Corporation  ("FDIC")  applies  both  the  risk-based  and  leverage 
capital  test  to  nonmember  state  banks  without  consolidating  assets  and  capital  of  bona-fide 
securities  subsidiaries  that  engage  in  underwriting.  Twelve  U.S.C.  §  325.5(c)  provides  that  the 
assets  and  liabilities  of  a  securities  subsidiary  of  a  state  bank  shall  not  be  consolidated  with  its 
bank  parent  and  any  investment  therein  shall  be  deducted  from  the  parent's  Tier  1  capital  and 
total  assets'.  The  deduction  of  the  parent's  investment  in  the  subsidiary  is  linked  to  the 
nonconsolidaticn  of  the  subsidiary's  assets  and  liabilities. 

lb.  You  ask  whether  the  capital  of  Dreyfus'  broker-dealer  subsidiary  would  be  legally 
separate  from  the  capital  of  the  parent  bank.  You  also  question  under  what 
circumstances  the  OCC  would  permit  Mellon  to  withdraw  capital  from  a  registered 
broker-dealer  subsidiary. 

Upon  acquisition,  the  capital  of  a  national  bank  operating  subsidiary  is  consolidated  with  that 
of  the  parent  bank  for  reporting  purposes.  While  the  capital  of  the  two  entities  may  be  held  in 
separate  accounts,  those  capital  accounts  are  not  totally  segregated.  Once  a  national  bank 
acquires  an  operating  subsidiary,  excess  capital  of  either  the  bank  or  the  subsidiary  may  be 
moved  to  the  other  as  necessary.  Nevertheless,  the  national  bank  is  required  to  ensure  that  both 
the  bank  itself  and  its  operating  subsidiary  meet  their  regulatory  capital  requirements.  Thus,  a 
national  bank  would  not  be  permitted  to  withdraw  capital  from  the  subsidiary  and  leave  it 
undercapitalized  for  regulatory  purposes.  Such  an  action  would  constitute  a  violation  of  law  or 
regulation,  an  unsafe  and  unsound  practice,  and  a  violation  of  a  written  commitment  (if  such  a 
condition  were  included  in  the  approval  letter).  In  other  words,  the  operating  subsidiary  must 
maintain  the  same  minimum  capital  it  is  required  to  hold  on  a  stand-alone  basis. 

2.  You  question  whether  the  enhanced  controls  discussed  in  our  letter  should  be  based 
on  the  unique  circumstances  of  a  bank's  mutual  funds  business  or  more  uniform 
standards. 

The  OCC  requires  national  banks  in  the  mumal  funds  business  to  comply  with  applicable 
uniform  guidelines  and  controls  as  well  as  others  specifically  tailored  to  the  institution  and  the 
level  of  business.  For  example,  the  Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investments  ("Interagency  Statement")  sets  forth  the  uniform  guidelines  and  controls  required 
of  national  banks  participating  in  the  mutual  funds  business.  In  addition,  the  OCC  has  required 
particular  procedures  and  controls  necessary  to  implement  these  guidelines  that  vary  according 
to  the  nature  of  the  bank's  mutual  fund  sales  activities.   Thus,  the  OCC  relies  on  both  uniform 
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and  bank  specific  controls  to  provide  for  effective  and  efficient  regulation  of  national  bank 
mumal  fund  sales  activities.  The  OCC  routinely  reviews,  and  is  currently  reviewing  the 
conditions  of  approval  it  imposes  on  similar  operating  subsidiary  applications  to  determine  which 
conditions  the  agency  should  consider  im[>osing  uniformly  through  rulemaking  without  unduly 
increasing  regulatory  burden. 

3.  You  ask  the  OCC  to  support  and  explain  the  statement  that  Dreyfus  would  be  "the 
bank.  .  .  agent,  or  other  person  participating  in  the  affairs  of  such  bank"  within  the 
scope  of  12  U.S.C.  §  1818(b). 

Twelve  U.S.C.  §  1818(b)  gives  the  OCC  jurisdiction  to  initiate  cease  and  desist  proceedings 
against  "any  insured  depository  instimtion,  depository  institution  which  has  insured  deposits,  or 
any  institution-affiliated  party."  This  language  replaced  the  "participating  in  the  affairs  of  the 
bank"  language  after  the  enactment  of  the  Financial  Instimtion,  Reform,  Recovery  and 
Enforcement  Act  of  1989. 

This  broad  jurisdiction  authorizes  the  OCC  to  initiate  enforcement  proceedings  against  a  national 
bank  if  the  bank  or  its  operating  subsidiary  participates  in  a  violation  of  law,  an  unsafe  or 
unsound  practice,  or  a  violation  of  a  written  agreement.  In  this  sense,  operating  subsidiaries  are 
treated  as  divisions  or  departments  of  their  parent  insured  depository  instimtions.  OCC 
regulations  provide  that  "[ujnless  otherwise  provided  by  statute  or  regulation,  all  provisions  of 
the  Federal  banking  laws  applicable  to  the  operations  of  the  parent  bank  shall  be  equally 
applicable  to  the  operations  of  its  operating  subsidiary."  12  C.F.R.  §  5.34(d)(2).  Operating 
subsidiaries  also  are  subject  to  the  examination  and  supervision  of  the  OCC.  12  C.F.R. 
§  5.34(d)(3).  If,  therefore,  the  OCC  determines  that  the  subsidiary  has  operated  in  an  unsafe 
and  unsound  manner  or  has  violated  the  law  or  a  written  condition,  then  the  OCC  may  order  the 
bank  to  take  remedial  action  under  12  U.S.C.  §1818,  including  disposal  of  the  subsidiary.  See 
12  C.F.R.  §  5.34(d)(3). 

4.  You  ask  whether  it  is  conceivable  that  the  OCC  would  determine  that  underwriting 
was  a  financial  service  "incidental  to  banking,"  and  whether  it  would  follow  that  the 
Glass-Steagall  Act  would  not  apply  to  bank  underwriting  activities. 

The  Glass-Steagall  Act  specifically  provides  that  national  banks  "shall  not  underwrite  any  issue 
of  securities  or  stock."  12  C.F.R.  §  24(7).  This  specific  prohibition  makes  it  clear  that  such 
underwriting  is  not  a  permissible  banking  activity.  In  contrast,  the  sale  of  annuities,  which  the 
OCC  argues  is  incidental  to  the  business  of  banking,  is  not  specifically  proscribed  by  Glass- 
Steagall.  Indeed,  we  note  that  the  Glass-Steagall  Act  expressly  permits  banks  to  sell  securities 
as  agent.    See  12  U.S.C.  §  27(7). 

6.  You  ask  whether  the  OCC  alerts  the  SEC  prior  to  examining  bank  operating 
subsidiaries  registered  as  broker-dealers  and  whether  we  routinely  share  examination 
results. 
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The  OCC  has  invited  the  SEC  to  participate  in  joint  examinations  of  banks'  operating 
subsidiaries  involved  in  mutual  fund  sales  activities.    The  OCC  and  SEC  staffs  have 
discussed  developing  general  guidelines  for  handling  these  examinations.    The  OCC  shares 
examination  information  and  materials  with  the  SEC  upon  request  and  refers  violations  of  law 
identified  during  examinations  to  the  SEC  as  appropriate. 

6a.  You  have  asked  the  OCC  to  provide  examination  guides  for  compliance  with 
Sections  23A  and  23B  and  explain  how  Mellon's  voluntary  compliance  with  those 
sections  will  be  examined  for  and  enforced. 

We  have  attached  for  your  review  those  sections  of  the  Comptroller's  Handbook  for  National 
Bank  Examiners  that  discuss  compliance  with  Sections  23A  and  233  of  the  Federal  Reserve  Act. 
If  OCC  examiners  reviewing  transactions  between  the  bank  and  its  subsidiary  identify 
noncompliance  with  the  voluntary  commitments  made  in  connection  with  an  operating  subsidiary 
approval,  the  OCC  could  initiate  enforcement  action  to  correct  problems,  including  formal 
enforcement  action  for  the  violation  of  the  written  condition  or  an  unsafe  or  unsound  practice. 

Mellon  has  represented  that  it  would  not  object  if  its  voluntary  commitments,  such  as  the 
commitment  to  comply  with  Sections  23A  and  238,  were  included  as  conditions  of  approval. 
If  the  OCC  were  to  approve  this  proposed  acquisition,  it  would  likely  iiKlude,  at  a  minimum, 
the  written  conditions  set  forth  in  the  policy  statement. 

6b&c.  You  have  asked  how  bank  customers  will  obtain  redress  for  violations  of  the 
Interagency  Statement. 

The  OCC  has  previously  stated  that  it  will  take  action  to  correct  violations  of  the  Interagency 
Statement  or  other  compliance  problems  identified  during  an  examination.  The  OCC  would 
consider  initiating  formal  action  if  the  misconduct  constituted  a  violation  of  law,  an  unsafe  or 
unsound  practice,  or  a  violation  of  a  written  commitment.  For  less  serious  violations,  the  OCC 
would  use  informal  enforcement  remedies,  such  as  obtaining  management's  written  commitment 
to  correct  the  identified  problem.  Further  noncompliance  could  then  subject  the  bank  to  formal 
action. 

While  the  Interagency  Statement  does  not  include  a  private  right  of  action,  customers  seeking 
redress  have  other  ways  to  seek  relief.  If  the  violation  of  the  Interagency  Statement  constitutes 
fraud,  for  example,  the  customer  may  have  a  private  right  of  action  under  section  10(b)  of  the 
Securities  Exchange  Act  of  1934.  The  customer  may  also  forward  the  complaint  to  the  OCC 
for  investigation  and  possible  enforcement  action.  If  the  OCC  initiates  formal  enforcement 
action  based  on  a  customer  complaint,  the  OCC  has  broad  remedial  authority,  including  the 
authority  to  seek  reimbursement  for  the  aggrieved  customer(s)  in  appropriate  circumstances. 

Trade  associations  for  the  banking  industry  recently  joined  together  to  publish  guideliiKS  on 
retail  investment  sales  by  banks.  Those  guidelines  provide  that  banks  may  wish  to  resolve 
disputes  with  customers  involving  securities  transactions  through  arbitration.    The  publication 
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includes  sample  arbitration  forms  to  use  in  such  disputes.  The  CX^C  supports  arbitration  as  a 
dispute  resolution  mechanism. 

7.  You  have  asked  us  to  explain  what  we  mean  by  an  "appropriate  suitability 
requirement"  and  how  it  diners  from  the  NASD's  suitability  requirements. 

The  OCC  used  the  term  "appropriate  suitability  requirement"  in  reference  to  the  suitability 
requirement  contained  in  the  Interagency  Statement.  That  requirement  is  substantially  similar 
to  the  one  contained  in  the  NASD  Rules  of  Fair  Practice.  The  difference  between  the  two 
provisions  relates  to  the  suitability  analysis  required  of  sales  personnel  in  connection  with  the 
sale  of  money  market  mutual  funds.  The  Interagency  Statement  requires  bank  sales  personnel 
to  make  reasonable  efforts  to  obtain  customer  information  including  the  customer's  financial 
status,  tax  status  and  investment  objectives  to  support  the  suitability  analysis.  The  NASD  Rules 
specifically  exempt  money  market  mutual  funds  from  this  requirement. 

9.  You  have  asked  whether  any  of  the  distributor's  activities  will  be  subcontracted  to 
Mellon  or  Mellon  subsidiaries  or  afTdiates.  You  further  ask  who  is  underwriting  the 
issuance  of  Dreyfus'  mutual  fund  shares. 

The  Notice  does  not  suggest  that  any  of  the  distributor's  activities  will  be  subcontracted  to 
Mellon  or  Mellon  subsidiaries  or  affiliates.  Mellon  has  also  represented  in  a  lener  to  you  dated 
February  18,  1994  that  it  does  not  contemplate  that  the  third  party  distributor  will  subcontract 
any  services  to  any  Mellon  entity.  Mellon  has  also  represented  that  neither  Mellon  nor  Dreyfus 
would  underwrite  shares.  The  Notice  does  not  involve  any  entity  that  would  make  a  firm 
commitment  to  purchase  a  fixed  nimiber  of  shares  at  a  fixed  price  from  the  issuer,  and  would 
arrange  separately  for  the  sale  of  purchased  shares  to  the  public. 

I  hope  this  information  is  useful  to  you.  If  you  have  any  further  questions,  please  contact  me 
at  (202)  874-4900  or  David  Apgar  at  (202)  874-4890. 


Eugene-^.  Ludwig 
Comptroller  of  the  Currency 


E  MaAGOuES^EZVINSKT  CAmos  J  HoOKmUS" CAurOWtU 
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VDashinsnm,  BC  20515-6116 

March  2.  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W 
Washington,  DC.   20919 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of  Representatives,  and  our 
continuing  oversight  of  securities  and  exchanges,  we  are  investigating  the  facts  and 
circumstances  surrounding  the  proposed  merger  between  the  Dreyfus  Corporation  (Dreyfus) 
and  l^ellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will  be  acquired  by  twiellon  Bank.  N,A, 
(Mellon  Bank)  as  a  separate  operating  subsidiary. 

In  connection  with  the  Subcommittee  hearings  today  and  tomorrow  on  this  matter, 
serious  concerns  have  been  raised  regarding  the  adequacy  of  the  protections  that  the 
banking  laws  afford  customers  who  purchase  securities  or  investment  advice  in  banks. 
Accordingly,  I  am  transmitting  the  enclosed  55-page  draft  table  comparison  of  the  regulation 
of  broker -dealers  and  investment  advisers  under  the  federal  securities  laws  versus  under  the 
federal  banking  laws.  The  table  summarizes  the  principal  relevant  statutes,  regulations,  and 
guidelines  administered  by  the  Securities  and  Exchange  Commission  and  by  the  federal 
banking  agencies    The  Subcommittee  will  be  keeping  the  hearing  record  open  for  30  days  to 
accommodate  our  request  that  you  carefully  review  this  document  and  submit  any  corrections 
you  deem  necessary  to  make  this  table  accurate  and  complete 

If  you  have  any  questions  about  this  request,  please  contact  Consuela  M  Washington 
of  the  staff  at  (202)  225-31 47.   Thinl^rnw  fnr^riir  cooperation  and  assistance  with  the  work 
of  the  Subcommittee. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Enclosure 

cc:        The  Honorable  Dan  Schaefer 
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March  31,  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W. 
Washington,  D.C.    20919 

Dear  Comptroller  Ludwig: 

This  is  with  reference  to  the  Subcommittee's  letter  of  March  2,  1994  asking  you  to 
review  our  draft  table  comparing  the  regulation  of  broker-dealers  and  investment  advisers 
under  the  federal  securities  laws  and  under  the  federal  banking  laws.   The  table  does  not 
include  all  the  federal  securities  laws  and  rules,  nor  does  it  address  the  regulation  of  banks 
as  transfer  agents,  municipal,  or  government  securities  dealers.   This  is  consistent  with  the 
scope  of  the  Subcommittee's  inquiry  as  well  as  the  table's  stated  scope. 

At  the  request  of  the  Office  of  the  Comptroller  of  the  Currency,  we  are  extending 
the  deadline  for  your  responses  to  the  close  of  business  on  Friday,  April  8,  1994,  at  which 
time  we  will  be  closing  the  hearing  record  and  taking  the  steps  to  go  to  prompt  printing.  It 
would  be  helpful  if  the  recipients  of  the  March  2  letter  would  meet  and  discuss  (and  where 
possible  coordinate)  your  responses.  In  any  event,  your  transmittal  letters  for  your 
corrections  should  indicate  the  name  and  phone  number  of  a  contact  person  on  your  staff, 
in  the  event  that  we  have  questions  about  your  submission. 

The  Subcommittee  greatly  appreciates  your  cooperation  and  assistance  with  our 
work.   We  firmly  believe  that  these  issues  are  of  vital  importance  to  the  protection  of  the 
public. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


The  Honorable  Dan  Schaefer 
The  Honorable  Alan  Greenspan 
The  Honorable  Andrew  C.  Hove 
The  Honorable  Arthur  Levitt 


T  DUKCTOftXHIIf  C 
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May  10,  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.  W. 
Washington,  D.  C.   20219 

Dear  Comptroller  Ludwig: 

This  is  in  reference  to  your  letter  of  April  8,  1994  trans- 
mitting a  memorandum  from  your  Chief  Counsel  commenting  on  our 
draft  table  comparing  the  regulation  of  broker-dealers  and 
investment  advisers  under  the  federal  securities  laws  and  the 
federal  banking  laws. 

To  the  extent  that  your  comments  suggest  substantive  correc- 
tions, we  are  making  the  necessary  revisions  to  the  final  table 
and  greatly  appreciate  your  assistance.   In  some  cases,  however, 
your  staff  memorandum  raises  points  that  are  already  noted  in  the 
table  or  are  beyond  its  scope.   Finally,  we  would  note  that  the 
final  table  will  not  reflect  your  memorandum's  pejorative  com- 
ments about  securities  self-regulatory  organizations  (SROs)  and 
the  status  of  SRO  rules  and  disciplinary  proceedings  under  the 
federal  securities  laws,  nor  its  objection  to  the  comparison  of 
securities  regulation  with  bank  regulation,  or  its  suggestion 
that  the  use  of  similarly  highly  detailed  regulations  by  federal 
thrift  regulators  led  to  the  S&L  crisis.   We  would  be  pleased  to 
consider  these  views  in  the  context  of  the  debate  surrounding 
functional  regulation,  and,  if  it  is  true  that  only  a  small 
percentage  (13-15  percent)  of  securities  sales  in  banks  occur 
outside  the  registered  broker-dealer  framework,  such  a  comparison 
would  be  highly  relevant.   We  regret  the  decision  of  your  Chief 
Counsel  (noted  on  page  11  of  the  memorandum)  to  render  less  than 
total  cooperation  due  to  his  decision  that  the  stipulated  compar- 
ison of  securities  and  banking  law  protections  was  inherently 
biased. 

In  connection  with  our  review  of  the  OCC's  comments,  the 
Subcommittee  requests  your  responses  to  the  following  by  the 
close  of  business  on  Friday,  May  20,  1994  so  that  we  may  complete 
our  edits  to  the  comparison  table: 
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1.  The  OCC  fflemorandum  cites  12  C.F.R.  Part  9  in  numerous 
places  as  providing  customer  protection  to  investors  who  purchase 
securities  through  banks.   For  example,  in  commenting  on  section 
I.D  of  the  table  (sales  practices),  the  OCC  memorandum  notes  that 
"OCC  regulation  9.7(d),  12  C.F.R.  S  9.7(d),  provides  that  every 
national  bank  exercising  fiduciary  powers  shall  adopt  written 
policies  and  procedures  to  ensure  compliance  with  the  Federal 
securities  laws  in  connection  with  any  decision  or  recommendation 
to  purchase  or  sell  any  security."   (OCC  Memorandum  at  7)   The 
OCC  memorandum  also  cites  Part  9  in  commenting  on  the  registra- 
tion, Chinese  walls,  recordkeeping  and  confirmation,  and  examina- 
tion requirements  applicable  to  bank  brokerage  activities. 

The  Subcommittee  has  reviewed  the  Interagency  Statement  and 
OCC  Bulletin  94-13,  and  has  researched  OCC  letters  authorizing 
brokerage  activities  for  national  banks.   We  do  not  know  of  any 
instance  in  which  the  OCC  determined  that  such  activities  require 
approval  as  fiduciary  activities  subject  to  12  U.S.C.  92a  and  12 
C.F.R.  Part  9.^  Moreover,  we  are  not  aware  of  any  OCC  require- 
ment that  a  customer  enter  into  a  trust  agreement  with  a  bank 
prior  to  brokerage  services  being  made  available.   We  therefore 
request  that  you  provide  citations  to  orders  or  releases  in  which 
the  OCC  has  advised  banks  that  their  brokerage  activities  are 
subject  to  section  92a  and  12  C.F.R.  Part  9. 

2.  Your  letter  cites  an  OCC  proceeding.  In  the  Matter  of 
Thelma  Elizabeth  Pollard  (1992),  as  an  example  of  the  OCC's  use 
of  12  C.F.R.  §  1818  to  reach  violations  of  the  antifraud  provi- 
sions of  the  federal  securities  laws. 

We  are  aware  that  the  SEC  filed  and  settled  a  complaint 
against  Ms.  Pollard  for  violation  of  section  17(a)  of  the  Securi- 
ties Act  of  1933  in  October  1991.   (See  SEC  Litigation  Release 
No.  13033,  Oct.  9,  1991.)   The  SEC  alleged  that  Ms.  Pollard 
prematurely  "broke"  bank  customers'  time  deposits  and  invested 
the  funds,  without  the  customers'  knowledge  or  consent,  in 
commercial  paper  of  the  bank's  holding  company. 

Subsequently,  the  OCC  initiated  civil  money  penalty  and 
removal  and  prohibition  proceedings  against  Ms.  Pollard  pursuant 
to  §  1818  on  December  4,  1991.   Ms.  Pollard  entered  into  a 
stipulation  and  consent  order  with  the  OCC  on  May  19,  1992.   (See 
1992  OCC  Enf.  Dec.  No.  625.)   On  the  basis  of  OCC  records  avail- 


In  this  connection,  we  note  that  the  OCC  memorandum 
states  that  the  "OCC  has  developed  two  distinct  cadres  of  examin- 
ers who  specialize  in  securities  activities  and  in  fiduciary 
activities."   (OCC  Memorandum  at  3)   This  statement  appears  to 
acknowledge  that  national  bank  brokerage  activities  are  separate 
from  the  trust  function.   If  not,  please  amplify  and  clarify. 


727 


The  Honorable  Eugene  A.  Ludwig 
Page  3 

able  through  LEXIS  and  similar  research  sources,  however,  we 
cannot  determine  what  charges  the  OCC  brought  against  Ms. 
Pollard,  or  what  Ms.  Pollard  stipulated  to  in  the  May  1992  order. 
Accordingly,  we  request  that  you  provide  the  Subcommittee  with  a 
copy  of  the  record  in  the  OCC's  Pollard  case.   In  addition,  we 
request  that  you  describe  those  respects  in  which  the  OCC's 
action  overlapped  with  or  differed  from  the  SEC's  action  of  an 
earlier  date. 

3.    Please  provide  the  Subcommittee  with  copies  of:   the 
Comptroller's  Handbook  for  National  Banks,  the  Comptroller's 
Handbook  for  Compliance,  and  the  Comptroller's  Handbook  for 
Fiduciary  Activities. 

Thank  you  for  your  cooperation  and  attention  to  this  re- 
quest. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Enclosure 

cc:   The  Honorable  Dan  Schaefer 
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Comptroller  of  the  Currency                                       .  -rly:.  rn  ['rESfNTMlVE'.: 
Administrator  of  National  Banks "  "  

Washington,  DC    20219 

June  1,   1994 


The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  DC.  20515-6115 

Dear  Chairman  Dingell: 

I  am  responding  to  your  May  10,  1994,  letter  in  which  you  requested  additional  information 
and  clarifications  concerning  the  Subcommittee's  comparison  chart  of  the  treatment  of 
broker-dealers  and  investment  advisers  under  the  federal  securities  laws.    The  numerical 
references  in  our  responses  below  correspond  to  those  used  in  your  May  10  letter. 

1 .         You  have  asked  if  the  OCC  has  determined  whether  brokerage  activities  require 
approval  as  fiduciary  activities  subject  to  12  U.S.C.  §  92a  and  12  C.F.R.  Part  9. 
When  a  national  bank  simply  provides  brokerage  services,  without  exercising 
investment  discretion  or  furnishing  investment  advice,  the  bank  is  not  considered  to 
be  engaging  in  fiduciary  activities.    However,  when  brokerage  activities  are  combined 
with  investment  discretion  or  investment  advice,  the  requirements  of  12  U.S.C.  §  92a 
and  12  U.S.C.  Part  9,  relating  to  the  exercise  of  trust  powers,  become  applicable. 
You  have  also  asked  that  we  provide  citations  to  orders  or  releases  in  which  the  OCC 
has  advised  banks  that  their  brokerage  activities  are  subject  to  section  92a  and  12 
C.F.R.  Part  9.    Attachment  I  contains  copies  of  several  orders  and  releases  where  the 
OCC  has  advised  banks  conducting  securities  brokerage  activities  in  conjunction  with 
investment  advisory  activities  that  they  must  comply  with  these  provisions. 

♦  Decision  of  the  Comptroller  of  the  Currency  on  Application  from  American 
National  Bank  of  Austin,  Austin,  Texas,  to  Establish  an  Operating  Subsidiary 
to  Provide  Investment  Advice,  [1983  -  1984  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  1  99,732. 

♦  Letter  to  R.C.  Gallagher,  President,  Kellog-Citizens  National  Bank  of  Green 
Bay  from  Judith  A.  Walter,  Senior  Deputy  Comptroller  for  National 
Operations,  [1985  -  1987  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 

1  85,540. 
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♦  Letter  dated  July  30,  1985  from  Deborah  S.  Hechinger,  Director,  Securities  & 
Corporate  Practices  Division,  [1985  -  1987  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  1  85,523. 

In  footnote  1  of  your  letter  you  ask  whether  because  the  OCC  has  developed  two 
distinct  cadres  of  examiners  who  specialize  in  securities  activities  and  in  fiduciary 
activities  this  is  an  acknowledgment  by  the  OCC  that  national  bank  securities  activities 
are  separate  from  the  trust  function.    As  the  letters  cited  above  indicate,  the  OCC 
does  not  view  these  activities  as  separate.    It  is  correct  to  say,  however,  that  where 
the  OCC  believes  that  specialized  expertise  is  required  to  improve  the  examination 
process,  the  agency  utilizes  its  resources  to  acquire  the  specialized  expertise  that  is 
needed. 

You  have  requested  that  we  provide  you  with  the  record  for  In  the  Matter  of  Thelma 
Elizabeth  Pollard  (1992).    Attachment  II  consists  of  the  Notice  of  Charges  ("Notice") 
and  Stipulation  and  Consent  Order  ("Order")  for  the  Pollard  case.    Since  the  case 
settled  at  an  early  stage,  I  am  transmitting  the  Notice  rather  than  the  full  record, 
because  the  Notice  fully  describes  the  OCC's  action  and  the  record  is  voluminous  and 
contains  material  not  relevant  to  your  inquiry. 

You  have  asked  us  to  describe  those  respects  in  which  the  OCC's  action  overlapped 
with  or  differed  from  the  SEC's  action  of  an  earlier  date.    Both  actions  were  similar, 
and  concerned  allegations  of  securities  fraud.    Our  action  was  brought  under  12 
use.  §  1818(e)  and  alleged  violations  under  §  17(a)  of  the  Securities  Act  of  1933, 
15  use.  §  77q(a),  stemming  from  the  fraudulent  ttansfer  of  customer  funds  from 
deposit  instruments,  including  federally  insured  certificates  of  deposit,  and  the  sale  of 
commercial  paper  issued  by  the  subject  issuing  bank's  holding  company  without  the 
customer's  knowledge,  authority  or  consent.    The  SEC's  action  also  alleged  violations 
under  §  17(a). 

The  OCC  imposed  and  collected  a  civil  money  penalty  from  Ms.  Pollard,  and  for  a 
two  year  period  from  the  date  of  settlement  of  the  case,  prohibited  her  from  engaging 
in  activities  with  or  related  to  depository  institutions,  as  noted  on  pages  3-5  of  the 
Order.   The  SEC's  release  indicates  that  the  SEC  entered  a  final  judgment 
permanently  enjoining  Ms.  Pollard  from  violations  of  Section  17(a)  of  the  1933  Act. 

Attachment  III  contains  copies  of  the  following  requested  materials  - 

♦  Comptroller's  Handbook  for  National  Banks 

♦  Comptroller's  Handbook  for  Compliance 

♦  Comptroller's  Handbook  for  Fiduciary  Activities 
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I  hope  these  clarifications  and  materials  provide  you  and  your  staff  with  the  information  you 
are  seeking.   Should  you  need  any  additional  information,  please  let  me  know. 

Sincerely, 


Eugene  A.  Ludwig  / 

Comptroller  of  the  Currenqy 

Attachments 
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muMnston,  BC  205i5-tn6 

March  17,  1994 


The  Honorable  Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
250  E  Street,  S.W. 
Washington,  D.C.   20919 

Dear  Comptroller  Ludwig: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  *-.he  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  whereby  Dreyfus  will  be 
acquired  by  Mellon  Bank,  N.A.  as  a  separate  operating  subsidiary. 

In  connection  with  your  testimony  at  the  Subcommittee 
hearing  on  March  3,  1994,  this  is  to  request  that  you  provide  for 
inclusion  in  the  record  the  following  responses,  information  and 
documents  by  the  close  of  business  on  Thursday,  March  31,  1994. 

1.  Please  support  and  explain  your  interpretation  (Tr.  pp.30- 
33)  that  12  CFR  Part  9  protects  investors  in  a  mutual  fund 
or  purchasers  of  other  securities  in  a  bank.   Mutual  funds 
obviously  are  not  the  trusts  or  estates  contemplated  by  Part 
9.   How  are  they  encompassed  within  the  definitions  of 
"account,"  "fiduciary,"  and  "fiduciary  powers"  in  12  CFR  S 
9.1(a),  (b) ,  and  (c) ?   As  requested  (Tr.  pp.  32,  33),  please 
cite  and  explain  every  instance  where  you  have  used  Part  9 
in  connection  with  misbehaviors  in  connection  with  mutual 
fund  sales. 

2.  You  were  asked  (Tr.  p.  34)  whether  OCC  had  ever  sanctioned 
any  bank  for  any  impropriety  in  connection  with  mutual  fund 
sales.   You  responded  that  you  had  required  banks  to  change 
their  practices.   For  the  period  during  which  the  OCC  has 
permitted  national  banks  to  sell  mutual  funds  and  other 
securities,  please  provide  for  the  record  a  list,  with  an 
explanation  of  the  alleged  wrongdoing  and  the  sanction 
applied,  of  OCC  enforcement  actions  where  sanctions  have 
been  applied  against  banks  or  their  employees  in  connection 
with  mutual  fund  sales.  If  there  are  none,  so  state. 
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Provide  similar  information  where  OCC  merely  has  required 
the  violators  to  change  their  practices. 

3.  As  requested  (Tr.  p.  36),  please  provide  copies  of  the  14 
consumer  complaints  filed  with  OCC  last  year  involving 
mutual  funds.   Please  advise  us  of  the  final  disposition  of 
these  complaints.   With  respect  to  the  seven  complaints  that 
resulted  in  restitution  to  the  customer  (Tr.  p.  144),  please 
describe  the  nature  of  the  violation  involved,  and  whether 
restitution  was  voluntarily  offered,  or  was  required  by  the 
OCC. 

4.  As  requested  (Tr.  pp.  45,  49),  please  provide  information  on 
how  many  instances  and  involving  what  program  areas  or 
violations  (i.e.,  fraud  against  customers,  insider  trading, 
etc.)  OCC  has  made  enforcement  referrals  to  the  SEC.   Please 
explain  your  policy  in  this  area  and  provide  us  with  copies 
of  any  written  guidelines. 

5.  As  requested  (Tr.  p.  63) ,  please  advise  the  Subcommittee  how 
many  ban)cs  have  a  suitability  program,  what  these  programs 
entail,  how  they  are  examined  and  enforced,  and  how  these 
programs  differ  from  the  requirements  of  the  NASD 
suitability  rule  (see  NASD  Manual  —  Rules  of  Fair  Practice, 
Art.  Ill,  §  2  1  2152  (Recommendations  to  Customers)). 
Please  inform  us  (Tr.  p.  65)  whether  all  300  banks  examined 
by  OCC  this  year  have  adopted  the  NASD  requirements  as  their 
program,  and,  if  not,  how  many  have  done  so. 

6. a.  You  testified  (Tr.  p.  112)  that  12  USC  §  1818  authorized  OCC 
to  enforce  the  federal  securities  laws  and  the  rules  and 
regulations  thereunder.   Please  support  and  explain  that 
statement.   In  particular,  please  explain  how  violations  of 
the  federal  securities  laws  by  a  bank,  its  securities 
subsidiary,  or  a  third  party  broker-dealer  can  be  considered 
"unsafe  and  unsound  banking  practices."   Also,  please  advise 
whether  any  court  has  ever  considered  12  USC  1818  to  reach 
violations  of  the  federal  securities  laws  and  the  rules  and 
regulations  thereunder. 

b.  As  requested  (Tr.  p.  137) ,  please  submit  a  report  on  all  the 
actions  taken  by  OCC  against  banks  or  their  employees  for 
violations  of  the  federal  securities  laws.   Please  segregate 
cases  brought  against  banks  in  their  capacity  as  municipal 
securities  and  government  securities  dealers,  and  as 
transfer  agents,  and  those  where  the  violations  involve  bank 
mutual  fund  or  securities  sales.   Your  report  also  should, 
by  reference  to  the  attached  table  from  the  SEC's  annual 
report  to  Congress,  explain  in  general  the  persons  subject 
to,  acts  constituting,  and  basis  for  the  enforcement  action 
as  well  as  what  sanctions  OCC  can  bring  to  bear.   Please 


733 


The  Honorable  Eugene  A.  Ludwig 
Page  3 

compare  and  contrast  your  investor  protection  enforcement 
program  with  the  program  administered  by  the  SEC. 

c.  Please  submit  for  the  record,  as  requested  (Tr.  pp.  14  6, 
147) ,  copies  of  the  specific  rules  that  OCC  has  with  regard 
to  the  rights  (e.g.,  arbitration,  private  rights  of  action) 
of  aggrieved  individuals  in  connection  with  bank  securities 
activities,  and  explain  the  application  of  these  remedies. 
Please  state  for  the  record  whether  it  is  the  position  of 
the  OCC  that  the  National  Bank  Act  pre-empts  the  application 
of  the  federal  securities  laws,  and,  in  particular,  the 
OCC's  view  on  Simpson  v.  Mellon  Bank.  NA  (ED.  Pa.  1993). 

d.  SEC  enforcement  actions  are  made  public  by  the  preparation 
of  litigation  releases  (sample  copy  enclosed)  which  are 
publicized  under  news  releases  (significant  cases  are  then 
reported  in  the  press)  and  by  publication  in  the  weekly  SEC 
Docket  (sample  copy  enclosed) .   The  NASD  maintains  an  800- 
number  that  allows  the  public  to  check  on  a  registered 
broker-dealer's  disciplinary  history  before  making  a 
decision  to  do  business  with  him.   Moreover,  the  self- 
regulatory  organizations,  i.e.,  the  exchanges  and  the  NASD, 
are  required  to  discipline  their  members  and,  as  you  may 
have  observed,  those  actions  are  reported  in  the  Wall  Street 
Journal  and  New  York  Times.   We  have  established  this  system 
so  that  customers  can  protect  themselves  in  part  by  having 
access  to  the  enforcement  and  disciplinary  histories  of 
broker-dealers.   Please  advise  us  of  the  OCC's  program  in 
this  regard,  providing  us  with  copies  for  the  record  of  the 
documents  you  publish  on  OCC  enforcement  actions  in 
connection  with  beink  sales  of  mutual  funds  or  other 
securities.   If  you  have  no  such  program,  please  so  state. 
How  can  a  potential  customer  find  out  if  there  is  a  pattern 
of  examiner  requests  that  a  particular  bank  or  its  employees 
"change  their  practices"  (Tr.  p.  34)  in  this  area? 

7.    As  requested  (Tr.  p.  134),  please  submit  a  report  on  the 

progress  of  the  OCC  and  SEC  in  coordinating  your  respective 
examination  and  enforcement  programs.   Your  report  should 
include  a  list  of  the  dates,  participants,  and  summaries  of 
any  and  all  interagency  meetings  on  this  subject,  and  copies 
of  any  memoranda  of  understanding  between  OCC  and  SEC  with 
respect  to  the  terms  and  conditions  of  such  joint 
examination  and  enforcement  programs.   Are  there  any  joint 
enforcement  efforts  currently  pending  between  the  SEC  and 
the  OCC? 


80-222  0-94-24 
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If  you  have  any  guestions  about  this  reguest,  please  contact 
Consuela  M.  Washington  of  the  staff  at  (202)  225-3147.   Thank  you 
for  your  cooperation  and  assistance  with  the  work  of  the 
Subcommittee. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Enclosures 

cc:   The  Honorable  Dan  Schaefer 
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Comptroller  of  the  Currency                                                                            ,,  j  wrV.-'- rrV- '•■^'^''tSCf 
Administrator  of  National  Bariks ■  -■•■c  l.:  '''JHlSEHJ/tliVf; 

Washington,  DC    20219 


April  8,  1994 

The  Honorable  John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight  and  Investigations 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  DC   20515-6116 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  of  March  17,  1994,  in  which  you  requested  additional  information 
on  issues  arising  from  the  proposed  merger  between  the  Dreyfus  Corporation  (Dreyfus)  and 
Mellon  Bank  Corporation.    We  have  endeavored  to  provide  you  with  the  requested 
information. 

1.        Hovf  does  12  C.F.R.  Part  9  ("Part  9")  protect  investors  in  a  mutual  fund  or 

purchasers  of  other  securities  in  a  bank?   Has  the  OCC  ever  used  its  12  C.F.R. 
Part  9  ("Part  9")  authority  to  protect  investors  in  a  mutual  fund  or  purchasers  of 
other  securities  in  a  bank? 

Part  9  protects  investors  as  well  as  trust  customers  who  receive  investment  advice  and 
purchase  mumal  funds  or  other  securities  from  a  national  bank  or  its  employees.    National 
banks  that  provide  investment  advice  must  first  apply  to  and  receive  authorization  from  the 
OCC  to  exercise  fiduciary  powers  pursuant  to  12  U.S.C.  §  92a.    See,  e.g.,  Decision  of  the 
Comptroller  of  the  Currency  Concerning  an  Application  by  American  National  Bank,  Austin, 
Texas,  to  Establish  an  Operating  Subsidiary  to  Provide  Investment  Advice  (1983),  reprinted 
in  [1983  -  1984  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  S  99,732;  Interpretive  Letter 
No.  367  (1986).  reprinted  in  [1985  -  1987  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
H  85,537. 

Part  9  contains  provisions  governing  the  treatment  of  funds  awaiting  investment  or 
distribution,  the  investment  of  funds  held  as  fiduciary,  prohibitions  against  self-dealing,  and 
compensation  of  bank  fiduciaries.    Part  9  requirements  also  apply  to  any  investments  made 
by  a  national  bank  trustee,  including  mutual  fund  investments,  and  prohibits  self-dealing  by 
fiduciaries.    Bank  trustees  may  not  purchase  pi<)prietary  or  bank-advised  mutual  funds  unless 
authorized  by  state  law,  trust  instrument,  court  order,  or  consent,  and  only  when  appropriate 
for  the  account. 
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The  OCC  may  take  enforcement  action  against  a  national  bank,  its  employees,  or  any 
institution-affiliated  party'  who  violate  the  self-dealing  or  other  relevant  provisions  of  Part  9 
when  providing  investment  advice  to  customers.    Although  the  OCC  has  not  yet  used  Part  9 
to  bring  a  mutual  fund-related  formal  enforcement  action,  the  OCC  has  brought  enforcement 
actions  against  national  banks  for  improprieties  in  the  administration  of  collective  investment 
funds.    For  example,  in  1989,  the  Comptroller  revoked  a  national  bank's  trust  powers  when 
a  trust  officer  purchased  stock  (in  which  the  bank's  president  and  a  director  had  a  conflicting 
interest)  for  the  bank's  common  trust  fund,  in  violation  of  the  conflict  of  interest  prohibition 
in  12  C.F.R.  §  9. 12.   In  the  Matter  of  Central  National  Bank  of  Mattoon,  AA-EC-87-83 
(1989).   The  Comptroller  also  found  that  the  bank  violated  12  C.F.R.  §  9.18  for  its  failure  to 
value  trust  assets  properly. 

2.         Please  provide  a  list,  with  an  explanation  of  the  aUeged  wrongdoing  and  the 

sanction  applied,  of  OCC  enforcement  actions  where  sanctions  have  been  applied 
against  banks  or  their  employees  in  connection  with  mutual  fund  sales.   Provide 
similar  information  where  OCC  merely  has  required  the  violators  to  change  their 
practice. 

As  I  stated  during  the  March  3  hearing,  the  OCC  has  not  initiated  final,  formal 
administrative  action  against  national  banks  or  national  bank  employees  expressly  in 
connection  with  mutual  fund  sales  activities.   The  OCC,  however,  has  undertaken  significant 
steps  to  ensure  that  national  bank  mutual  fund  activities  are  conducted  in  accordance  with 
applicable  law  and  are  protective  of  customer  interests. 

Where  the  OCC  finds  less  significant  compliance  issues,  we  address  them  through 
examination  criticisms,  letters  to  bank  boards,  and  other  informal  enforcement  mechanisms. 
Where  national  banks  fail  to  adequately  respond  to  these  criticisms,  the  OCC  is  committed  to 
seeking  all  appropriate  formal  enforcement  remedies.    As  stated  in  the  our  Securities 
Activities  Enforcement  Policy  (Attachment  A),  the  OCC  believes  that  formal  enforcement 
action  is  particularly  appropriate  to  address  cases  involving  customer  abuse,  fraud,  and  other 
deceptive  or  unfair  practices  in  mutual  fund  or  other  securities  sales.    When  pursuing  formal 
enforcement  actions,  the  OCC  generally  seeks  remedies  based  on  comparable  SEC  actions. 
Id. 

Since  January  1993,  the  OCC  has  reviewed  the  mutual  fund  activities  of  250  conununity 
banks  and  approximately  75  bank  holding  companies,  controlling  430  national  banks.   During 


'Under  federal  banking  law,  the  term  "institution-affiliated  party"  includes:  1)  directors, 
officers,  employees,  controlling  stockholders,  or  agents  of  an  insured  depository  institution; 
2)  any  other  person  who  has  filed  a  change  in  control  notice;  3)  shareholders,  consultants, 
joint  venture  partners,  or  other  persons  who  participate  in  conducting  an  insured  depository 
instimtion's  affairs;  and  4)  independent  contractors,  including  attorneys  and  accountants.    12 
U.S.C.  §  1813(u). 
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the  course  of  the  review  of  the  community  banks,  the  OCC  criticized  some  aspect  of  mutual 
fund  activities  in  34  banks.    With  respect  to  those  34  banks,  the  OCC  criticized  mutual  fund 
practices  in  one  or  more  of  the  following  areas;  (i)  adequacy  of  disclosures  and  advertising  - 
25  banks;  (ii)  adequacy  of  munial  fund  policies  and  procedures  -  13  banks;  (iii)  adequacy  of 
suitability  management  and  documentation  -  11  banks;  (iv)  program  management  -  10  banks; 
(v)  oversight  of  third  party  vendors  -  8  banks;  (vi)  adequacy  of  audit  function  -  6  banks; 
(vii)  appropriateness  of  incentive  compensation  systems  -  3  banks;  and  (viii)  overall  setting 
and  circumstances  -  3  banks.    During  the  course  of  the  review  of  the  bank  holding 
companies,  the  OCC  criticized  some  aspect  of  mutual  fund  activities  in  39  bank  holding 
companies.    With  respect  to  those  39  companies,  the  OCC  criticized  mutual  fund  practices  in 
one  or  more  of  the  following  areas:  (i)  adequacy  of  disclosures  and  advertising  -  29 
institutions;  (ii)  adequacy  of  mumal  fund  policies  and  procedures  -  13  institutions; 
(iii)  program  management  -  10  instimtions;  (iv)  adequacy  of  suitability  management  and 
documentation  -  9  institutions;  (v)  appropriateness  of  incentive  compensation  systems  -  7 
institutions;  (vi)  adequacy  of  audit  function  -  6  institutions;  (vii)  overall  setting  and 
circumstances  -  5  institutions;  and  (ix)  product  selection  -  5  institutions. 

With  respect  to  many  of  the  criticisms  noted  above,  corrective  action  was  undertaken 
immediately;  in  the  others,  bank  management  committed  to  correct  the  deficiencies.    In 
accordance  with  OCC  policy,  examiners  will  go  on-site  at  each  institution  offering  mutual 
funds  within  the  present  12-  or  18-month  supervisory  cycle,  or  sooner  if  warranted,  to  ensure 
that  appropriate  corrective  action  has  been  taken.    In  the  event  corrective  action  was  not 
implemented,  the  OCC  will  seek  all  appropriate  enforcement  remedies. 

3.         Please  provide  copies  of  customer  complaints  filed  with  the  OCC  last  year 
involving  mutual  funds.   Please  advise  us  of  the  final  disposition  of  these 
complaints.    With  respect  to  the  complaints  that  resulted  in  restitution  to 
customers,  please  describe  the  nature  of  the  violation  involved,  and  whether 
restitution  was  voluntarily  offered,  or  required  by  the  OCC. 

Pursuant  to  your  request,  we  have  attached  copies  of  the  customer  complaints  filed  with  the 
OCC  involving  mutual  funds  (Attachment  B).    A  review  of  complaints  filed  with  all  OCC 
offices  revealed  that  18  complaints  involving  mutual  funds  were  filed  with  the  OCC  from 
January  1,  1993  through  the  first  quarter  of  1994.    Customer  and  bank  names  have  been 
redacted  from  the  attached  copies. 

As  the  attached  copies  will  indicate,  2  of  the  17  complaints  are  unresolved,  9  cases  resulted 
in  reimbursement  to  the  customer,  3  cases  failed  to  result  in  reimbursement,  and  3  cases 
sought  no  reimbursement.    The  8  cases  that  resulted  in  reimbursement  involved 
customer/bank  disputes  in  one  or  more  of  the  following  areas:  (i)  failure  to  disclose 
terms/risks  of  the  investment  -  5;  (ii)  suitability  -  2;  and  (iii)  unauthorized  purchase  -  1.    In 
each  complaint  listed  above,  the  OCC  contacted  the  bank  concerning  the  specific  customer 
complaint.    The  restitution  provided  was  voluntarily  offered  by  the  bank. 
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4.  In  how  many  instances  and  involving  what  program  areas  or  violations  has  the 
OCC  made  enforcement  referrals  to  the  SEC?   What  is  OCC  policy  in  this  area? 

Since  1991,  the  OCC  has  made  24  referrals  to  the  SEC  for  violations  of  the  federal  securities 
laws.    The  OCC  made  referrals  in  these  instances  for  possible  violations  such  as  insider 
trading,  violations  of  Rule  144,  improper  transfer  agent  activities,  and  inaccurate  reporting  of 
financial  statements  and  other  disclosure  problems  by  bank  holding  companies.    In  that  time, 
the  OCC  also  has  granted  the  SEC  access  to  information  collected  and  maintained  by  the 
OCC  in  22  instances.    The  OCC's  revised  Securities  Activities  Enforcement  Policy  describes 
the  OCC's  policy  of  making  appropriate  referrals  to  the  SEC  and  other  regulatory  agencies 
and  cooperating  with  such  agency's  investigation  and  prosecution  of  securities  law  violations. 
Examining  Issuance  252  (July  26,  1990)  (Attachment  C)  details  procedures  for  referring 
transfer  agent  violations  to  the  SEC.    When  the  OCC  uncovers  incidents  of  noncompliance 
with  the  federal  securities  laws  that  are  not  under  its  jurisdiction,  the  OCC  refers  such 
allegations  to  the  SEC  and  cooperates  with  the  SEC's  investigation  and  prosecution. 

5.  How  many  national  banks  have  a  suitability  program?   What  do  national  bank 
suitability  programs  entail?  How  are  national  bank  suitability  programs 
examined  and  enforced?   How  do  national  bank  suitability  programs  differ  from 
the  requirements  of  the  NASD  suitability  rules? 

The  vast  majority  of  the  sales  of  retail  nondeposit  investment  products  in  banks  occur  in 
either  bank  subsidiaries,  affiliated  non-banks,  or  unaffiliated  broker/dealers  operating  under 
agreement  with  the  bank.    Each  of  the  above  listed  entities  is  required  to  be  registered  as  a 
broker/dealer  with  the  SEC  and  is  subject  directly  to  the  NASD's  Rules  of  Fair  Practice. 
Sales  of  retail  nondeposit  investment  products  occurring  directly  in  banks  are  subject  to  a 
supervisory  scheme  designed  to  achieve  the  same  protections  accorded  by  NASD  rules.     The 
OCC  expects  all  national  banks  to  adopt  suitability  programs  at  least  as  comprehensive  as 
that  required  under  the  Rules  of  Fair  Practice. 

Under  existing  OCC  policy,  all  national  banks  engaging  in  the  sale  of  retail  nondeposit 
investment  products  are  expected  to  determine,  consistent  with  the  NASD  Rules  of  Fair 
Practice  ("NASD  Rules"),  whether  each  recommended  investment  product  is  an  appropriate 
investment  for  the  customer.    The  Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investment  Products  ("Interagency  Statement")  sets  forth  suitability  standards  that  track  the 
language  of  the  NASD  Rules  {see  Attachment  D,  which  compares  the  language  of  the 
Interagency  Statement  and  the  NASD  Rules).    In  addition,  OCC  examination  procedures 
("Examination  Procedures")  specifically  reference  the  NASD  standards  as  appropriate  for 
national  banks.    See  Comptroller's  Handbook  for  National  Bank  Examiners  §  413.1.    Banks 
should  ensure  that  any  salespeople  involved  in  the  sale  of  retail  nondeposit  investment 
products  obtain  sufficient  information  from  customers  to  enable  the  salesperson  to  make  a 
judgment  about  the  suitability  of  the  recommendation  for  particular  customers.   As  detailed 
in  the  Examination  Procedures,  "[a]t  a  minimum,  suitability  inquiries  should  be  made 
consistent  with  the  Rules  of  Fair  Practice  concerning  the  customer's  financial  and  tax  status. 


739 


investment  objectives,  and  any  other  factors  that  may  be  relevant,  prior  to  making 
recommendations  to  the  customer."   OCC  policy  requires  that  this  information  be 
documented  and  updated  as  necessary.    The  OCC  views  banks  operating  a  retail  securities 
business  without  appropriate  suitability  procedures  to  be  engaging  in  an  unsafe  and  unsound 
practice.    As  detailed  in  the  response  to  question  6a,  unsafe  and  unsound  practices  may 
constitute  a  violation  of  12  U.S.C.§  1818  potentially  subjecting  the  bank  to  the  full  range  of 
OCC  enforcement  remedies. 

You  have  also  inquired  how  national  bank  suitability  programs  are  examined.  During  the 
present  supervisory  cycle,  the  OCC  will  be  reviewing  the  activities  of  every  national  bank 
offering  mutual  fund  products.    A  detailed  review  of  bank  suitability  systems  will  be  a 
principle  focus  of  the  OCC's  review.    As  set  forth  expressly  in  OCC  examination  guidelines, 
examinations  of  national  bank  suitability  programs  should  include,  among  other  actions,  a 
review  of  the  systems  the  bank  has  in  place  to  make  suitability  inquiries,  suitability 
judgments,  and  periodic  account  reviews.    Additionally,  examiners  should  investigate 
marketing  programs  that  target  a  class  of  customers,  customer  complaints,  sales  to  first-time 
and  risk  adverse  investors,  sales  made  by  high-  or  low-volume  salespersons,  volatile  and  new 
products,  and  the  existence  of  mutual  fund  redemptions  after  relatively  short  testing  periods. 

An  inquiry  into  the  examination  of  suitability  programs,  by  necessity,  requires  an  analysis  of 
not  only  applicable  written  regulations  or  policies,  but  also  a  review  of  personnel  available  to 
examine  and  enforce  those  written  programs.    As  is  more  fully  detailed  in  a  memorandum 
attached  under  a  separate  cover  to  you  this  date,  a  comparison  of  persormel  resources  of  the 
SEC  with  the  OCC  and  other  Federal  banking  agencies  makes  it  clear  that  the  bank 
regulators  have  far  greater  staff  resources  to  police  the  operations  of  banks  involved  in 
mutual  fund  activities.    The  OCC  has  devoted  considerable  supervisory  attention  to  bank 
involvement  in  mutual  funds.    As  stated  above,  the  OCC  will  examine  the  activities  of  every 
national  bank  offering  mutual  fund  products  during  the  present  supervisory  cycle. 

6a.       How  does  12  U.S.C.  §  1818  authorize  the  OCC  to  enforce  the  federal  securities 

laws  and  the  rules  and  regulations  thereunder?    How  can  violations  of  the  federal 
securities  laws  by  a  bank,  its  securities  subsidiary,  or  a  third-party  broker-dealer 
be  considered  "unsafe  and  unsound  practices"?   Has  any  court  ever  considered  12 
U.S.C.  §  1818  to  reach  violations  of  the  federal  securities  laws  and  the  rules  and 
regulations  thereunder? 

There  are  two  ways  that  section  1818  authorizes  the  OCC  to  enforce  the  federal  securities 
laws.    First,  section  1818  authorizes  the  imposition  of  cease-and-desist  orders,  removals,  and 
civil  money  penalties  for  violations  of  any  law,  rule,  or  regulation,  or  any  condition  imposed 
in  writing.    The  plain  language  of  section  1818  permits  the  OCC  to  act  to  remedy  violations 
of  any  law,  rather  than  violations  of  only  banking  laws.    Administrative  enforcement 
decisions  have  upheld  such  an  interpretation  of  section  1818's  scope.    See,  e.g..  In  the 
Matter  of  Robert  J.  Aulie,  Brooklyn  Savings  Bank,  Danielson,  Connecticut,  Docket  No. 
FDIC-91-189e.    Second,  the  "unsafe  or  unsound  practices"  authority  in  section  1818  provides 
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.another  basis  for  bringing  actions  for  violations  of  the  federal  securities  laws.   The  legislative 
history  to  the  Financial  Institutions  Supervisory  Act  of  1966  defined  "unsafe  or  unsound 
practice"  as  "any  action,  or  lack  of  action,  which  is  contrary  to  generally  accepted  standards 
of  prudent  operation,  the  possible  consequences  of  which,  if  continued,  would  be  abnormal 
risk  or  loss  or  damage  to  an  institution,  its  shareholders,  or  the  agencies  administering  the 
insurance  funds."    112  Cong.  Rec.  26474  (1966).    Federal  courts  have  consistently  relied  on 
this  definition  in  determining  what  constitutes  an  unsafe  or  unsound  banking  practice. 
Improper  conduct  of  securities  activities  exposes  banks  to  significant  litigation  risk  and  could 
in  fact  constimte  an  unsafe  and  unsound  banking  practice.   Therefore,  conduct  that  violates 
the  federal  securities  laws  also  may  constimte  an  unsafe  or  unsound  practice. 

6b.       Please  submit  a  report  on  all  actions  taken  by  the  OCC  against  banks  or  their 

employees  for  violations  of  the  federal  securities  laws.   How  many  actions  has  the 
OCC  brought  against  banks  in  their  capacity  as  municipal  securities  and 
government  securities  dealers;  transfer  agents;  and  for  mutual  fund  or  other 
securities  sales?   How  does  the  OCC's  investor  protection  enforcement  program 
compare  and  contrast  with  the  SEC's  investor  protection  enforcement  program? 

We  note  that  the  efficacy  of  our  enforcement  program  cannot  be  measured  solely  by  the 
number  of  formal  actions  brought.    Because  of  the  OCC's  ongoing  examination  presence  in 
national  banks,  we  can  identify  operational  areas  needing  enhancement  and  criticize 
instiwtions  for  their  regulatory  shortcomings  through  reports  of  examinations.    These  steps 
often  prevent  more  serious  compliance  problems.    The  OCC  also  relies  on  informal 
enforcement  efforts,  such  as  supervisory  letters,  to  remedy  successfully  supervisory 
concerns.    Although  we  often  address  supervisory  concerns  informally,  the  OCC  is  fully 
committed  to  bringing  formal  enforcement  actions  whenever  appropriate.    When  a  bank  fails 
to  comply  with  previous  OCC  directives  or  respond  to  examination  criticisms,  or  engages  in 
a  serious  violation  of  law  or  unsafe  and  unsound  practice,  formal  enforcement  actions  are 
particularly  appropriate  to  remedy  improper  practices  or  violations  and  impose  proper 
penalties. 

Since  1983,  the  OCC  has  brought  67  formal  actions  against  national  banks  for  violations  of 
the  federal  securities  laws  (see  Attachment  E).    This  total  does  not  include  informal  actions 
that  the  OCC  often  has  taken  to  correct  federal  securities  law  violations  that  it  uncovers 
through  its  supervision  of  national  bank  securities  activities.    The  attached  list  represents  our 
best  efforts  at  full  disclosure  but  we  may  have  undercounted  the  number  of  actions  brought. 

The  OCC  has  brought  seven  actions  against  national  banks  for  municipal  securities-related 
violations  and  33  actions  for  government  securities-related  violations.    The  OCC  has  brought 
five  actions  for  transfer  agent-related  violations.    The  other  34  actions  found  in  our  review  of 
enforcement  records  include  actions  brought  for  violations  of  anti-fraud,  reporting,  proxy, 
tying,  and  beneficial  ownership  provisions  of  the  federal  securities  laws. 

You  have  also  requested  that  we  comment  on  the  OCC's  authority  to  bring  enforcement 
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actions,  with  reference  to  a  table  describing  the  SEC's  administrative  sanctions  and  persons 
subject  to  them.    We  believe  that  the  OCC  authority  to  address  violations  of  law  under  our 
jurisdiction,  pursuant  to  both  the  federal  securities  laws  and  federal  banking  laws,  is  at  least 
comparable  to  that  of  the  SEC.    The  OCC  is  empowered  to  bring  the  same  actions  under  the 
federal  securities  laws  as  the  SEC  in  many  circumstances,  e.g.  municipal  securities  dealers, 
government  securities  brokers  and  dealers,  transfer  agents,  and  national  banks  subject  to 
Section  12(i)  of  the  1934  Act.    The  OCC  is  also  empowered  pursuant  to  12  U.S.C.  §  1818  to 
sanction  violations  of  any  securities  laws,  such  as  the  anti-fraud  provisions,  applicable  to 
institutions  and  individuals  under  our  jurisdiction.    The  OCC  additionally  uses  Section  1818 
to  enforce  banking  regulations  governing  securities  activities  of  banks,  including  12  C.F.R. 
Parts  9  and  12. 

Finally,  the  OCC  possesses  plenary  authority  under  Section  1818  to  sanction  any  unsafe  or 
unsound  banking  activity,  including  securities  activities,  by  institutions  and  individuals 
subject  to  our  jurisdiction.    This  exceptionally  broad  grant  of  authority  does  not  have  a 
parallel  under  federal  securities  laws.    With  respect  to  the  sanctions  referenced  for  self- 
regulatory  organizations  in  the  SEC's  table,  it  should  be  noted  that  the  OCC  does  not  rely  on 
industry  associations  to  enforce  banking  laws  and  regulations.    Through  our  staff  of  nearly 
3,000  bank  e.xaminers,  we  take  direct  responsibility  for  supervision  of  bank  activities, 
including  securities  activities,  and  directly  sanction  improper  conduct. 

The  sanctions  available  to  the  OCC  under  Section  1818  include  cease  and  desist  orders, 
orders  of  restitution,  civil  money  penalties,  and  removals  and  suspensions  of  individuals. 
The  Securities  Enforcement  Remedies  and  Penny  Stock  Enforcement  Act  of  1990  ("1990 
Act")  reinforced  the  SEC's  enforcement  ability  by  providing  the  SEC  with  remedies  for 
violations  of  federal  securities  laws  that  were  modelled  after  the  sanctions  long  available  to 
federal  banking  regulators  under  Section  1818.    The  legislative  history  of  the  1990  Act  notes 
that  the  new  authority  granted  to  the  SEC  was  based  on  powers  that  were  already  available  to 
the  federal  banking  agencies.    H.R.  Rep.  No.  101-616,  101st  Cong.,  2d  Sess.,  15-16,  23 
(1990),  reprinted  m  1990  U.S.C.C.A.N.  1382-83,  1390.    ' 

6c.       What  rules  does  the  OCC  have  with  regard  to  the  rights  of  aggrieved  individuals 
in  connection  with  bank  securities  activities?   Is  it  the  OCC's  position  that  the 
National  Bank  Act  preempts  the  application  of  the  federal  securities  laws?   What 
is  the  OCC's  view  on  Simpson  v.  Mellon  Bank  (E.D.  Pa.  1993)? 

There  are  a  number  of  ways  for  aggrieved  individuals  to  seek  redress  for  any  injury  resulting 
from  securities  activities  at  national  banks  or  their  subsidiaries  or  affiliates:  arbitration, 
private  rights  of  action,  and  complaints  to  the  OCC.    Many  registered  subsidiaries  or 
affiliates  provide  an  arbitration  clause  in  their  standard  investment  account  contracts.    Banks 
that  directly  sell  securities  also  may  enter  into  arbitration  agreements  with  customers. 

Bank  customers  also  may  institute  litigation  alleging  a  violation  of  the  anti-fraud  provisions 
of  the  federal  securities  laws.    Courts  have  long  recognized  an  implied  private  right  of  action 
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under  these  provisions.    See,  e.g..  Fischman  v.  Raytheon  Manufacturing  Co.,  188  F.2d  783 
(2d  Cir.  1951);  Affiliated  Ute  Citizens  v.  U.S.,  406  U.S.  128  (1972);  Herman  &  MacUan  v. 
Huddleston.  459  U.S.  375  (1983).    Noncompliance  with  the  Interagency  Statement  (February 
15,  1994)  may,  in  certain  cases,  also  constitute  fraudulent  conduct.    For  example,  if  a 
national  bank  employee  represented  that  a  customer's  investment  in  a  mutual  fund  was  FDIC- 
insured,  this  misrepresentation  would  contravene  both  the  Interagency  Statement  and  the  anti- 
fraud  provisions  of  the  Exchange  Act.    Investment  company  shareholders  also  may  bring  a 
private  action  alleging  violations  of  the  Investment  Company  Act  of  1940. 

For  banks  that  offer  nondeposit  investment  products  through  registered  subsidiaries  or 
affiliates,  aggrieved  customers  also  can  bring  grievances  to  the  NASD  or  the  Municipal 
Securities  Rulemaking  Board.    Aggrieved  customers  also  may  complain  to  the  OCC  about  a 
bank's  securities  sales  practices.    The  OCC  investigates  such  complaints  and,  in  instances 
where  it  finds  that  the  complaint  is  meritorious,  can  order  reimbursement,  restitution,  or 
other  appropriate  remedies. 

You  also  asked  whether  it  is  the  OCC's  position  that  the  National  Bank  Act  preempts  the 
federal  securities  laws.    The  OCC  does  not  believe  that  the  National  Bank  Act  preempts  the 
federal  securities  laws.    In  fact,  the  OCC's  Securities  Activities  Enforcement  Policy  makes 
clear  that  the  OCC  generally  will  seek  penalties  similar  to  those  imposed  on  non-bank  entities 
for  violations  of  the  federal  securities  laws.    The  OCC  often  has  brought  actions  against 
national  banks  for  violations  of  these  laws. 

The  Simpson  v.  Mellon  Bank  decision  addressed  whether  bank  products  offered  to  fiduciary 
customers  are  subject  to  regulation  under  the  federal  securities  laws.    In  defining  securities, 
courts  have  considered  a  number  of  factors,  including  whether  a  comprehensive  regulatory 
scheme  exists  for  such  products,  rendering  urmecessary  the  application  of  the  federal 
securities  laws.    See  Reves  v.  Ernst  <6  Young.  494  U.S.  56  (1990).    For  example,  courts  have 
held  that  certificates  of  deposit  issued  by  federally  regulated  banks  which  are  subject  to  a 
comprehensive  set  of  regulations  are  not  securities  subject  to  the  federal  securities  laws. 
Marine  Bank  v.  Weaver,  455  U.S.  551  (1982).    Collective  investment  funds  similarly  are 
subject  to  a  comprehensive  system  of  regulation  under  12  U.S.C.  §  92a,  12  C.F.R.  Part  9, 
and  other  federal  banking  laws.    Because  federal  banking  law  generally  provides  the 
necessary  framework  for  regulation  of  most  collective  investment  fund  activities,  the  Simpson 
court  refused  to  subject  such  funds  to  regulation  under  the  federal  securities  laws. 

6d.       Does  the  OCC  make  its  enforcement  actions  public?   How  can  a  potential 

customer  fmd  out  if  there  is  a  pattern  of  examiner  requests  that  a  particular 
bank  or  its  employees  "change  their  practices"  in  this  area? 

The  OCC  publishes  a  list  of  formal  enforcement  actions  (such  as  cease  and  desist  orders  and 
civil  money  penalties)  it  has  taken  in  its  monthly  publication.  Interpretations  and  Actions. 
The  OCC  discloses  the  nature  of  the  enforcement  action,  the  bank  and/or  individuals 
involved,  and  the  date  of  the  action.   The  OCC's  Communications  Division  makes  available 
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copies  of  decisions  or  senlement  documents.    The  OCC  also  issues  press  releases  on 
significant  enforcement  actions. 

Individuals  researching  any  OCC  securities-related  actions  may  write  or  telephone  us  for 
information.    The  OCC  also  refers  public  inquiries  concerning  securities  industry 
professionals  to  the  NASD.    The  OCC  does  not  disclose  to  potential  bank  customers  whether 
an  individual  examiner  has  requested  that  a  bank  or  its  employees  "change  their  practices". 
Because  individual  examiner  judgments  and  communications  are  dynamic  and  often  informal, 
these  communications  generally  are  not  disclosed  to  the  public.    However,  significant 
problems  resulting  in  formal  enforcement  actions  would  be  publicly  disclosed  as  discussed 
above.    The  OCC's  practices  concerning  the  disclosure  of  examination  material  are 
substantially  the  same  as  those  of  other  regulatory  bodies,  including  the  NASD. 

7.         What  progress  are  the  OCC  and  SEC  making  in  coordinating  their  examination 
and  enforcement  programs?   Are  there  any  joint  enforcement  efforts  currently 
pending  between  the  SEC  and  the  OCC?   Please  submit  a  list  of  the  dates, 
participants,  and  summaries  of  any  and  all  interagency  meetings  on  examination 
and  enforcement  issues. 

The  OCC  and  the  SEC  have  coordinated  examination  and  enforcement  programs  in  many 
respects. 

In  1990,  the  SEC  formed  two  task  forces  to  focus  on  compliance  with  federal  securities  laws 
by  financial  instimtion  holding  companies  that  operate  under  the  SEC's  jurisdiction.    The 
OCC  assisted  the  SEC's  task  forces  in  reviewing  the  adequacy  and  accuracy  of  Exchange  Act 
and  Securities  Act  disclosures  filed  with  the  SEC  by  registered  financial  institution  holding 
companies.    The  OCC  also  provided  examination  and  other  information  to  support  SEC 
investigations  and  enforcement  efforts.    The  OCC  also  issued  a  banking  circular,  BC-245 
(Attachment  F),  to  inform  national  banks  of  the  work  of  these  task  forces  and  OCC  efforts  to 
assist  them. 

The  SEC  and  the  OCC  have  conducted  joint  transfer  agent  examinations  for  a  number  of 
years,  and  have  cooperated  in  examining  investment  advisers,  as  well.    The  OCC  also  has 
invited  the  SEC  more  broadly  to  conduct  joint  examinations  of  entities  subject  to  both 
agencies'  oversight.    We  currently  are  developing  guidelines  for  such  examinations. 

In  addition,  the  OCC  and  the  SEC  have  brought  various  joint  enforcement  actions.    One 
example  of  this  cooperation  was  the  1992  Government  Securities  Dealers  case,  where  the 
OCC,  the  FRB,  and  the  SEC  jointly  brought  actions  against  98  government  securities  brokers 
and  dealers  for  failure  to  file  required  reports  of  lost  or  stolen  securities  as  mandated  by  the 
Government  Securities  Act.    The  OCC  and  the  SEC  currently  are  jointly  pursuing  several 
enforcement  actions  involving  securities  law  violations.    As  noted  above,  the  OCC  also 
routinely  makes  enforcement  referrals  to  the  SEC  when  it  discovers  possible  violations  of  the 
federal  securities  laws  that  fall  under  SEC  jurisdiction. 
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SEC  representatives  are  participants  in  the  Bank  Fraud  Working  Group,  a  group  of  bank 
regulatory  and  other  governmental  agencies  that  meets  on  a  monthly  basis  to  coordinate 
regulatory  and  enforcement  efforts  against  bank  fraud,  and  discusses  how  to  improve  agency 
coordination  and  cooperation. 

Per  your  request,  please  find  a  list  of  meetings  held  between  OCC  and  SEC  representatives 
on  enforcement  and  regulatory  issues.    The  list  is  limited  to  meetings  conducted  since  I 
became  Comptroller  of  the  Currency  in  April,  1993,  and  represents  our  best  effort  to 
reconstruct  all  such  meetings.    The  list  may  not  be  all-inclusive  and  does  not  irKlude 
telephone  calls. 

•  March  17,  1994:  Edward  Dumas  and  Mike  Brosnan  (OCC)  participated  in  meeting  of 
the  Working  Group  on  Financial  Markets  (members  include  Treasury,  SEC,  FRB, 
CFTC;  OCC  is  not  a  member)  to  discuss  bank  internal  risk  controls. 

•  March  16,  1994:  William  P.  Bowden,  Jr.,  Robert  B.  Serino,  and  Ellen  Broadman 
(OCC),  met  with  Joseph  Goldstein  (SEC)  to  discuss  making  OCC  examiners  available 
to  testify  in  an  action  being  brought  by  the  SEC. 

•  March  15,  1994:  Meeting  between  Julie  Olson,  Joe  Malott,  and  Donald  Lamson 
(OCC)  and  SEC  representatives,  to  discuss  government  securities  recordkeeping. 

•  March  14,  1994:  Edward  Dumas  and  Karen  Epps  (OCC)  participated  in  meeting  of 
the  Working  Group  on  Financial  Markets  to  deliver  presentation  on  derivatives-related 
disclosures  by  the  Federal  Accounting  Standards  Board. 

•  March  14,  1994:  Ralph  Sharpe  and  John  Shockey  (OCC)  met  with  Tom  Hammill  and 
Joseph  Goldstein  (SEC)  to  discuss  coordination  of  alerts  on  improper  activities  by  off- 
shore banks.   The  two  agencies  agreed  to  continue  to  exchange  information,  as 
appropriate. 

•  March  9,  1994:  Doug  Harris  and  Karen  Epps  (OCC)  participated  in  meeting  of  the 
Working  Group  on  Financial  Markets  to  discuss  derivatives-related  accounting  issues. 

•  March  9,  1994:  Owen  Carney  and  David  Nebhut  (OCC)  observed  a  focus  group 
assessing  mutual  fund  disclosures  in  BaUimore,  MD,  with  SEC  staff. 

•  March  4,  1994:  Doug  Harris  and  Ellen  Broadman  (OCC)  participated  in  meeting  of 
the  Working  Group  on  Financial  Markets  to  discuss  multilateral  nening  issues. 

•  February  28,  1994:  Doug  Harris,  Edward  Dumas,  and  Mark  Winer  (OCC) 
participated  in  meeting  of  the  Working  Group  on  Financial  Markets  to  discuss 
activities  of  the  Interagency  Task  Force  on  Bank-Related  Derivatives  Activities 
(members  include  OCC.  FRB,  FDIC,  OTS). 
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February  25,  1994:  Doug  Harris  (OCC)  participated  in  meeting  of  the  Working 
Group  on  Financial  Markets  to  discuss  derivatives-related  issues. 

February  22,  1994:  Ellen  Broadman,  William  Dehnke,  and  Rachel  Romyn  (OCC)  met 
with  Barry  Barbash  and  other  SEC  representatives,  and  OTS  and  FRB  representatives, 
to  discuss  mutual  fund  disclosure  and  examination  issues. 

February  17,  1994:  Rachel  Romyn  and  David  Nebhut  (OCC)  met  with  Susan 
Woodward  and  staff  (SEC)  to  discuss  the  objectives  of  a  broad  mutual  funds  survey. 

February  3.  1994:  Donald  Lamson  (OCC)  and  C.  Parrish  and  P.  Gerlach  (SEC)  met 
to  review  SEC  case  against  national  bank.    OCC  requested  copies  of  documentation. 

February  3,  1994:  Donald  Lamson  (OCC),  L.  Lee,  T.  Lawson,  Joseph  Goldstein 
(SEC),  and  bank  attorneys  met  to  discuss  possible  consensual  resolution  to 
enforcement  action. 

February  2,  1994:  Donald  Lamson  (OCC)  and  Judy  Gelber  (SEC)  met  to  provide 
SEC  staff  access  to  information  supporting  a  prior  OCC  referral  involving  possible 
illegal  insider  trading.    The  OCC  provided  the  SEC  with  hard  copies  of  supporting 
data  on  February  7,  1994. 

February  2,  1994:  David  Apgar  and  David  Nebhut  (OCC)  met  with  Susan  Woodward 
of  the  SEC  to  discuss  surveying  bank  customers  directly  about  mutual  fund  issues. 

January  26,  1994:  David  Nebhut  (OCC)  met  with  SEC  staff  to  discuss  results  of 
Richmond  focus  group. 

January  18,  1994:  Meeting  between  Susan  Woodward  of  the  SEC,  several  members 
of  her  staff,  a  representative  from  the  Federal  Trade' Commission,  representatives 
from  an  outside  consulting  staff,  David  Apgar,  Beth  Kirby,  Owen  Carney,  Julie 
Olson,  William  Dehnke,  and  Pat  Eggleston  (OCC),  to  discuss  the  results  of  focus 
group  meetings  held  jointly  by  the  OCC  and  the  SEC.    There  was  discussion  about 
how  to  design  a  joint  OCC/SEC  survey,  how  to  address  customer  complaints  about 
investments  purchased  through  banks,  and  registered  broker-dealers  working  in  banks. 

January  11,  1994:  Donald  Lamson  and  Sharon  Gilstrap  (OCC),  L.  Lee,  M.  Mashbum 
(SEC),  and  bank  representatives  met  to  discuss  possible  consensual  resolution  to  an 
enforcement  action. 

January  11.  1994:  William  Dehnke,  Suzette  Greco,  Keith  Larkin  (OCC),  Gene 
Gohlke,  and  Richard  Jackson  (SEC)  met  to  discuss  examinations  of  mutual  funds, 
including  examinations  of  the  Dreyfus  Corporation. 
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•  January  6,  1994:  David  Apgar,  Owen  Carney,  and  William  Dehnke  (OCC)  anended  a 
mutual  funds  focus  group  meeting  in  Richmond,  VA,  with  Barry  Barbash  and  Susan 
Woodward  (SEC). 

•  January  4,  1994:  William  P.  Bowden,  Jr.,  and  Ellen  Broadman  (OCC),  met  with 
Barry  Barbash,  Tom  Harmon,  and  Barbara  Green  of  the  SEC  to  discuss  mutual  fund- 
related  issues. 

•  December  20,  1993:  William  P.  Bowden,  Jr.,  Stephen  R.  Steinbrink,  David  Apgar, 
and  I  (OCC)  met  with  Arthur  Levitt,  Chairman,  SEC,  to  discuss  sales  of  mutual  funds 
at  national  banks. 

•  December  13,  1993:  David  Apgar,  William  Dehnke,  and  David  Nebhut  (OCC)  met 
with  SEC,  FRB,  and  FTC  staff  to  discuss  results  of  first  SEC  mumal  fund  survey,  the 
possibility  of  a  joint  survey,  and  plans  for  focus  groups. 

•  November  29,  1993:  T.  Lawson,  L.  Lee,  M.  Mashbum  (SEC),  Donald  Lamson, 
Carolyn  Amundson  (OCC),  and  two  bank  attorneys  met  to  discuss  possible  settlement 
terms  to  an  administrative  enforcement  action. 

•  November  23,  1993:  Meeting  between  William  P.  Bowden,  Jr.  (OCC)  and  Simon 
Lome  (SEC),  to  discuss  issues  of  interest  to  the  two  agencies. 

•  November  18,  1993:  Ellen  Broadman,  William  Dehnke,  Suzette  Greco  (OCC),  Cliff 
Kirsch,  and  Wendall  Faria  (SEC)  met  to  discuss  SEC  regulation  of  variable  annuities. 

•  November  5,  1993:  Stephen  Steinbrink,  William  P.  Bowden,  Jr.,  and  I  (OCC),  met 
with  Arthur  Levitt,  Chairman,  SEC,  to  discuss  coordination  between  the  two 
agencies. 

•  October  13,  1993:  Jimmy  Barton  and  Merrill  Hendricks  (OCC)  met  with  SEC 
officials  to  discuss  an  OCC  enforcement  case. 

•  August  13,  1993:  I  met  with  Arthur  Levitt,  Chairman,  SEC,  to  discuss  coordination 
between  the  two  agencies. 

8.         What  are  the  OCC's  rules  against  frontrunning? 

Although  there  is  no  specific  regulation  defining  or  prohibiting  frontrunning  under  the  federal 
securities  laws,  the  practice  is  generally  prohibited  by  the  antifraud  provisions  of  the 
Securities  Act  of  1933  and  the  Securities  Exchange  Act  of  1934  when  insider  trading  or  fraud 
is  involved.    As  such,  both  the  SEC  and  the  federal  bank  regulatory  agencies,  including  the 
OCC,  could  bring  enforcement  actions  when  frontrutming  involves  such  practices. 
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Frontrunning  also  may  violate  federal  banking  laws  where,  for  example,  the  practice  involves 
a  breach  of  fiduciary  duty.    The  OCC  also  could  bring  an  action  under  12U.S.C.  §1818to 
remedy  such  violations  or  if  it  determined  that  frontrunning  constituted  an  unsafe  and 
unsound  practice. 

OCC  regulations  address  certain  aspects  of  frontrunning.    For  example,  OCC  regulations 
require  bank  officers  and  employees  who  make  investment  recommendations  or  decisions  for 
the  account  of  customers,  participate  in  the  determination  of  such  recommendations,  or 
obtain  information  concerning  securities  purchases  and  sales,  to  report  transactions  exceeding 
$10,000  in  securities  made  by  them  or  on  their  behalf,  every  calendar  quarter.    12  C.F.R. 
§  12.6(d).    If  the  OCC  discovered  discrepancies  between  the  trades  reported  and  those 
acmally  made,  the  OCC  could  bring  an  action  for  improper  reporting  of  securities 
transactions  under  Part  12.    In  addition,  through  review  of  these  records,  the  OCC  could 
identify  frontrunning  that  violated  federal  banking  or  securities  laws. 

Furthermore,  a  bank's  activities  as  investment  adviser  to  an  investment  company  are  subject 
to  anti-fraud  provisions  and  disclosure  requirements  in  the  Investment  Company  Act.    Rule 
17J-1  makes  it  unlawful  for  mutual  fund  investment  advisers  to  engage  in  a  fraud  or  deceit 
perpetrated  upon  the  investment  company  or  to  engage  in  any  manipulative  practice.    Rule 
17j-l(c)  also  includes  a  quarterly  disclosure  requirement  for  all  investment  advisers, 
requiring  them  to  disclose  dates,  titles,  number  of  shares,  and  principal  amount  of  securities 
transactions,  the  price  at  which  the  transaction  was  effected,  and  whether  the  transaction 
involved  a  purchase,  sale,  or  other  type  of  acquisition  or  disposition.    Those  disclosures 
enable  the  investment  company  and  regulators  to  identify  improper  personal  trading  by 
investment  advisers  that  may  constitute  a  manipulative,  fraudulent,  or  deceptive  practice. 
The  OCC  has  asked  the  SEC  to  coordinate  efforts  to  address  frontrunning  by  investment 
advisers. 

I  hope  this  information  is  useful  to  you.    If  you  have  any  further  questions,  please  contact  me 
at  (202)  874-4900  or  David  Apgar,  Senior  Policy  Advisor, 'at  (202)  874-4890. 


Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
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Attachment  A-  PPM-5310-5   (Rev.) 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Section:  Bank  Supervision  Subject:  Securities  Activities 

Enforcement  Policy 


TO:   Deputy  Comptrollers,  District  Administrators,  Department  and 
Division  Heads,  District  Counsel,  and  all  Examining  Personnel. 

I.  PURPOSE 

This  issuance  discusses  the  OCC's  use  of  administrative  enforcement 
authority  in  federal  securities  enforcement  actions.  It  replaces 
PPM  5310-5,  dated  October  6,  1988.  This  policy  is  designed  to 
provide  firm,  prompt,  and  fair  action  on  matters  involving  use  of 
OCC  enforcement  authority.  The  policy  serves  the  additional 
function  of  ensuring  protection  of  the  investing  public,  compliance 
with  applicable  laws,  and  the  safety  and  soundness  of  the  national 
banking  system.  The  OCC's  securities  activities  enforcement  policy 
is  separate  from  the  agency's  general  enforcement  policy  contained 
at  PPM  5310-3. 

This  policy  and  these  procedures  are  internal  guidelines  for  the 
use  of  the  OCC  and  do  not  create  any  substantive  or  procedural 
rights  enforceable  at  law  or  in  any  administrative  proceeding,  or 
affect  the  authority  of  other  governmental  agencies. 

II.  POLICY  AND  SCOPE 

A.    AUTHORITY 

The  OCC  uses  a  number  of  tools  to  carry  out  its  obligations  to 
enforce  the  federal  securities  laws  as  they  apply  to  national  banks 
and  individuals  who  are  subject  to  the  jurisdiction  of  the  OCC. 
The  OCC  has  the  power  to  institute  enforcement  proceedings  under 
the  federal  securities  laws  and  12  U.S.C.  1818  for  violations  of 
federal  securities  laws.  The  OCC  may  bring  actions  for  violations 
of  the  Securities  Exchange  Act  of  1934  (Exchange  Act)  registration, 
reporting  and  disclosure  provisions,  and  provisions  governing  (i) 
national  bank  municipal  securities  dealers,  (ii)  national  bank 
government  securities  brokers  and  dealers,  and  (iii)  national  bank 
transfer  agents.  Actions  may  also  be  based  on  violations  of  12 
C.F.R.  Part  16,  the  Securities  Act  of  1933,  the  Securities  Exchange 
Act  of  1934,  the  Investment  Company  Act  of  1940,  the  Investment 
Advisers  Act  of  1940,  the  Trust  Indenture  Act  of  1939,  and  other 
laws  regulating  the  securities  activities  of  national  banks.  In 
cases  where  a  violation  of  the  federal  securities  laws  also 
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adversely  affects  a  national  bank's  capital  level,  the  OCC  retains 
the  right  to  institute  Prompt  Corrective  Action  (PCA)  proceedings 
pursuant  to  its  regulatory  authority. 

B.    POLICY 

The  OCC's  securities  enforcement  policy  is  designed  to  serve  the 
following  purposes,  as  appropriate:  1)  to  be  preventive;  2)  to  be 
remedial/corrective;  3)  to  be  disciplinary;  and  4)  to  be  a 
deterrent.  These  purposes  are  often  related  and  are  not  meant  to 
be  mutually  exclusive.  The  OCC  uses  a  range  of  enforcement 
remedies,  including  civil  money  penalties,  cease  and  desist  orders, 
injunctions,  censures,  suspensions,  bars,  removals,  limitations, 
and  a  variety  of  other  remedies  depending  on  the  nature  of  the 
violation.  The  Securities  Enforcement  Remedies  and  Penny  Stock 
Reform  Act  of  1990,  15  U.S.C.  78u-2  and  78u-3  (Securities  Remedies 
Act) ,  provided  to  the  OCC  new  remedies  for  certain  federal 
securities  laws  violations,  including  both  civil  money  penalties 
and  cease  and  desist  orders.  These  remedies  supplement  existing 
remedies  available  to  the  OCC  under  the  securities  and  banking 
laws  . 

The  OCC  will  respond  promptly  and  firmly  to  actual  or  potential 
problems  or  violations  of  law  in  an  individual  bank  or  group  of 
banks,  or  committed  by  persons  associated"  with  the  institution 
(associated  person)  or  an  institution  affiliated  party  or  parties. 
(An  "associated  person"  is  not  necessarily  the  same  as  an 
"institution-affiliated  party,"  although  some  overlap  may  exist. 
An  "institution-affiliated  party"  generally  encompasses  a  wider 
range  of  individuals.) 

The  OCC  enforces  the  federal  securities  laws  as  they  relate  to  the 
securities  activities  of  national  banks  in  a  manner  generally 
consistent  with  the  discipline  and  treatment  accorded  similarly 
situated  nonbank  entities  and  their  associated  persons.  The  OCC 
consults,  as  appropriate,  with  other  securities  regulators  (such  as 
the  Securities  and  Exchange  Commission  and  state  securities 
regulatory  authorities) ,  as  well  as  self-regulatory  organizations 
(such  as  the  National  Association  of  Securities  Dealers)  in 
instances  in  which  administrative  enforcement  action  is  being 
considered.     Consultation   concerning   the   appropriateness   of 


Date:  July  7,  1993  Page  2  of  9 


750 


O 


PPM-5310-5    (Rev.) 


[p@Lii€iiES  i  ^^(CEiy^B  mMmi 


Comptroller  of  the  Currency 
Administrator  o(  National  Banks 


Section:  Bank  Supervision  Subject:  Securities  Activities 

Enforcement  Policy 


bringing  an  action  and  the  severity  of  proposed  sanctions  is 
consistent  with  the  principle  of  comparable  regulation  under  the 
federal  securities  laws,  and  is  intended  to  ensure  that  remedies 
sought  by  the  OCC  generally  are  consistent  with  those  required  by 
other  securities  regulators  in  like  circumstances,  unless  alternate 
remedies  are  more  appropriate.  The  OCC  may  pursue  enforcement 
actions  available  under  federal  banking  laws  for  securities  law 
violations,  when  such  actions  provide  a  more  effective  or  efficient 
enforcement  vehicle. 

C.    FORMAL  ENFORCEMENT  ACTIONS 

The  OCC  will  use  formal  securities  enforcement  actions  in  cases 
involving: 

1.  violations  of  the  antifraud  provisions  of  the  federal 
securities  laws,  or  rules  promulgated  thereunder; 

2.  misuse  of  customer  funds  or  securities; 

3.  customer  abuse; 

4.  other  deceptive  or  unfair  practices; 

5.  serious  and/or  repetitive  violations  of  law; 

6.  significant  internal  controls  breakdowns;  or 

7.  the  existence  of  a  likelihood  of  future  violations  if 
formal  enforcement  action  is  not  taken. 

Formal  enforcement  actions  also  may  be  instituted  to  address  other 
situations  involving  violations  of  the  federal  securities  laws, 
including  situations  that  result  in  prompt  corrective  action. 

The  OCC  has  the  discretion  to  seek  remedies  for  securities  law 
violations  under  either  the  federal  securities  laws  or  national 
banking  law,  e.g.,  12  U.S.C.  1818,  depending  on  the  circumstances 
of  a  particular  case.  The  OCC  recognizes  the  desirability  of 
equality  of  securities  law  enforcement  among  securities  regulators, 
but  also  remains  mindful  that,  in  certain  circumstances,  banking 
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law  may  provide  the  most  efficient  and  effective  means  to  address 
securities  law  violations. 

D.  PROMPT  CORRECTIVE  ACTION 

The  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991, 
Pub.  L.  No.  102-242,  requires  federal  financial  institution 
regulators  to  implement  and  enforce  procedures  for  financial 
institutions  to  maintain  minimum  capital  levels.  National  banks 
that  do  not  meet  such  capital  levels  are  subject  to  restrictions  on 
the  activities  in  which  they  may  engage  and  other  limitations.  The 
OCC  issued  regulations  discussing  the  new  capital  categories  and 
procedures  pertaining  to  PCA  in  1992.  See  57  Fed.  Reg.  44,866  et 
sea.  (1992),  codified  at  12  C.F.R.  Parts  6  and  19. 

In  considering  appropriate  prompt  corrective  actions,  the  OCC  may 
consider  securities  violations,  including  those  involving  unsafe  or 
unsound  banking  practices  or  affecting  capital  levels. 

E.  MITIGATIVE  FACTORS 

In  some  instances,  the  OCC  may  wish  to  modify  a  formal  enforcement 
action  in  view  of  the  presence  or  absence  of  one  or  more  mitigative 
factors.  In  such  instances,  the  agency  may  decide  to  make  a 
modified  charge  (or  charges)  or  seek  a  lesser  sanction.  Among  the 
mitigative  factors  to  be  considered  are: 

1.  The  capability,  willingness,  cooperation,  integrity, 
commitment  and  intent  of  bank  management,  the  board  of 
directors,  and/or  ownership  to  correct  the  problems.  The 
OCC  will  consider  the  extent  to  which  meaningful 
corrective  action  has  already  been  taken,  is  being  taken 
(including,  where  appropriate,  restitution  to  customers)  , 
or  can  reasonably  be  expected  to  be  taken. 

2.  The  absence  of  fraud,  scienter,  recklessness,  or 
deliberate  deception  of  the  public.  (The  Supreme  Court 
has  in  certain  cases  defined  "scienter"  as  "a  mental 
state  embracing  intent  to  deceive,  manipulate  or 
defraud."  Certain  courts  of  appeals  have  concluded  that 
scienter  includes  recklessness.) 
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3.  The  gravity  or  extent  of  violations. 

4.  Whether,  and  how  much,  the  public  was  exposed  to  risk. 

5.  The  bank's  previous  compliance  record  and  response  to 
previous  criticisms  or  supervisory  records.  In  the  case 
of  an  individual,  a  respondent's  previous  record  and 
response  to  previous  criticisms. 

6.  The  presence  of  unique  circumstances  that  might  justify 
lesser  sanctions. 

The  presence  of  any  of  these  factors  would  not  per  se  consti1:ute  a 
defense  against  any  enforcement  action  or  warrant  the  imposition  of 
milder  sanctions.  Nor  does  the  consideration  of  any  of  the  above 
factors  lessen  the  OCC's  intention  to  pursue  a  vigorous  securities 
enforcement  policy  to  safeguard  the  investing  public.  Rather, 
every  case  shall  be  evaluated  on  its  own  merits  before  a  decision 
is  made  to  institute  enforcement  action,  make  a  modified  charge  (or 
charges) ,  or  seek  a  modified  sanction. 

The  OCC  also  takes  mitigative  factors  into  account  in  determining 
the  amount  of  civil  money  penalty  that  should  be  assessed.  Civil 
money  penalties  assessed  for  violations  of  the  Exchange  Act 
generally  will  be  determined  under  the "  applicable  categories 
provided  in  the  Exchange  Act,  using  as  a  guide  actions  taken  by  the 
SEC  in  comparable  circumstances. 

III.  PUBLIC  DISCLOSURE  OF  ENFORCEMENT  ACTIONS 

In  order  to  give  effect  to  the  principle  of  competitive  equality 
and  in  light  of  the  practice  of  other  agencies  charged  with 
enforcing  the  federal  securities  laws,  administrative  enforcement 
actions  initiated  in  accordance  with  this  issuance  should  be  made 
public  at  their  inception,  unless  the  Comptroller,  in  his  or  her 
discretion,  determines  it  is  in  the  public  interest  that  such 
proceeding  be  private.  Thus,  a  Notice  of  Charges  or  a  Notice  of 
Assessment  of  Civil  Money  Penalty  is  public  as  of  its  filing.  The 
result  of  this  policy  is  that  a  federal  securities  enforcement 
action  becomes  public  sooner  than  other  types  of  OCC  enforcement 
actions,  which  typically  are  made  public  just  prior  to  hearing. 
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Similarly,  pursuant  to  section  2547  of  the  Crime  Control  Act  of 
1990,  Pub.  L.  No.  101-647,  104  Stat.  4789,  4886-88  (1990),  12 
U.S.C.  1818(u),  hearings  on  the  record  with  respect  to  a  notice  of 
charges  issued  by  the  OCC  in  a  banking  enforcement  action  pursuant 
to  12  U.S.C.  1818  shall  be  open  to  the  public,  unless  the 
Comptroller,  in  his  or  her  discretion,  determines  that  holding  an 
open  hearing  would  be  contrary  to  the  public  interest.  In 
addition,  pursuant  to  section  913  of  the  Financial  Institutions 
Reform,  Recovery,  and  Enforcement  Act  of  1989  (FIRREA),  12  U.S.C. 
1818 (u),  the  OCC  shall  publicize  and  make  available  to  the  public 
any  final  order  issued  with  respect  to  any  administrative 
enforcement  proceeding  initiated  by  such  agency  under  this  section 
or  any  other  provision  of  law. 

The  OCC  is  legally  required  to  publicly  disclose  all  final  cease 
and  desist  orders,  civil  money  penalty  orders,  any  final  orders 
issued  after  an  enforcement  hearing  process,  as  well  as  any 
modification  and/or  termination  of  such  orders,  formal  agreements, 
and  any  condition  imposed  in  writing.  Under  certain  limited 
circumstances,  mandatory  disclosure  may  be  delayed  for  a  reasonable 
period  of  time.  Decisions  to  delay  publication  are  nondelegated 
and  will  be  made  by  the  Comptroller  or  his  or  her  designee  after 
review  by  the  Washington  Supervisory  Review  Committee. 

Once  a  month,  the  OCC's  Communications  Division  will  publish  a  list 
of  enforcement  actions  that  includes  the  name  of  the  individual  or 
bank  involved,  the  type  of  action,  the  date  of  the  action,  and 
whether  the  action  was  by  consent.  The  Communications  Division 
will  maintain  a  file  of  all  final  formal  enforcement  actions  and 
will  provide  copies  of  these  documents  upon  request. 

Nothing  contained  above  is  intended  to  relieve  a  national  bank  of 
its  independent  obligations  to  make  required  disclosures  under  the 
various  securities  laws  and  related  regulations. 

IV.   PROCEDURES 

OCC  staff  who  believe  that  they  have  uncovered  incidents  of 
noncompliance  with  the  federal  securities  laws  should  make  a 
referral  setting  forth  the  alleged  incidents  to  the  Securities, 
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Investments,  and  Fiduciary  Practices  Division  (SIFP) ,  along  with 
appropriate  documentation. 

A.  CONTENTS  OF  ENFORCEMENT  ACTIONS 

Enforcement  actions  should  address  substantive  supervisory  or 
compliance  problems.  Enforcement  actions  need  not  address  every 
supervisory  or  compliance  issue  identified.  However,  all  documents 
should  contain  clear  statements  regarding  any  prohibited  or 
restricted  activities,  remedial  measures  to  be  taken,  and  the  time 
in  which  the  bank,  its  board  of  directors,  or  management  must  act. 
The  document  should  clearly  state  what  action  is  expected  of  those 
parties  subject  to  the  terms  of  the  document. 

B.  SUPPORT  FOR  DECISION 

Decisions  about  whether  to  proceed  with  an  enforcement  action,  and 
about  the  nature  and  severity  of  the  action  should  be  fully 
supported  in  decision  memorandums  by  the  agency's  enforcement  staff 
or  designee  and  made  a  part  of  the  bank's  permanent  file. 

C.  REFERRALS 

The  OCC  makes  referrals  as  appropriate  .to  the  SEC  and  other 
regulatory  agencies  and  cooperates  with  such  agency's  investigation 
and  prosecution.  The  OCC  will  also  provide  the  SEC  or  other 
regulatory  agency  with  access  to  relevant  information  collected  and 
maintained  by  the  OCC  in  appropriate  situations,  provided  that  such 
agency  agrees  to  maintain  appropriate  confidentiality  with  regard 
to  any  relevant  OCC  information. 

Similarly,  the  OCC  receives  referrals  from  the  SEC  and  other 
federal  authorities  of  possible  violations  of  the  federal 
securities  laws  that  fall  under  the  OCC's  jurisdiction.  In  the 
event  of  such  a  referral,  the  OCC  shall  take  all  necessary  steps  to 
maintain  appropriate  confidentiality  with  regard  to  the  information 
forwarded. 


Date:  July  7,  1993  Page  7  ol  9 


755 


O 


PPM-5310-5    (Rev.) 


^©LiKCiis  i  ^^©(CEii^ES  mm^L 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Section:  Bank   Supervision  Subject:  Securities   Activities 

Enforcement  Policy 


D.    TERMINATION  OF  ENFORCEMENT  ACTIONS 

1.  12  U.S.C.  1818 

The  OCC  may  terminate  or  modify  an  enforcement  action  brought  under 
12  U.S.C.  1818  whenever,  in  the  judgment  of  the  agency's 
enforcement  staff,  such  action  is  consistent  with  the  supervisory 
goals  for  the  bank  and  the  OCC.  Such  actions  must  be  supported  by 
substantial  and  sustained  compliance  with  the  action  in  place.  The 
responsible  office  will  fully  support  a  decision  to  terminate  or 
modify  an  enforcement  action  by  decision  memorandums  made  a  part  of 
the  bank's  permanent  file. 

2.  Federal  Securities  Laws 

Administrative  enforcement  actions  brought  under  authority  of  the 
federal  securities  laws  result  either  in  sanctions  that  are  self- 
executing,  such  as  censures,  or  of  a  limited  duration,  such  as 
suspensions  for  periods  of  less  than  one  year,  or  that  are  ongoing 
in  nature.  Examples  of  ongoing  sanctions  include  bars,  the 
imposition  of  continuing  obligations  to  institute  affirmative 
remedial  or  corrective  measures,  or  obligations  to  refrain  from 
certain  activities.  Termination  of  actions  taken  under  authority 
of  the  federal  securities  laws  resulting  in  self-executing 
sanctions  is  not  appropriate.  However,  in  cases  resulting  in 
ongoing  sanctions  or  limitations  of  activities,  the  OCC  may  provide 
relief  from  certain  continuing  obligations  (e.g.,  by  granting 
permission  to  re-enter  the  securities  business,  with  certain 
conditions,  to  persons  previously  barred).  The  OCC  will  consider 
such  requests  on  a  case-by-case  basis,  in  light  of  all  relevant 
circumstances.  See  17  C.F.R.  §  201.29;  Securities  Exchange  Act 
Release  No.  11267  (February  26,  1975),  6  SEC  Docket  346. 

V.    RESPONSIBILITIES 

Each  party  or  individual  charged  with  responsibility  under  this 
policy  shall  ensure  that  appropriate  procedures  are  established  to 
ensure  that  the  OCC's  enforcement  policies  are  applied  promptly, 
fairly,  and  consistently. 


Date:  July  7,  1993  Page  8  of  9 


756 


O 


PPM-5310-6    (Rev. ) 


^©LIKCIIES  i  [P^(0)(Sey[^fi 


Comptroller  o(  the  Currency 
Administrator  ot  National  Banks 


Section:  Bank  Supervision  Subject:  Securities  Activities 

Enforcement  Policy 


The  Senior  Deputy  Comptroller  for  Bank  Supervision  Operations  has 
the  primary  responsibility  to  use  the  OCC s  administrative 
authorities  as  necessary  to  accomplish  supervisory  objectives.  He 
or  she  retains  for  all  national  banks  the  authority  to  initiate, 
negotiate,  execute,  modify,  or  terminate  enforcement  actions 
undertaken  to  enforce  the  securities  laws  whether  or  not  the  bank 
is  otherwise  delegated. 

The  Securities,  Investments,  and  Fiduciary  Practices  Division  is 
responsible  for  handling  securities  enforcement  actions  against 
delegated  and  nondelegated  banks. 

The  Senior  Deputy  Comptroller  for  Bank  Supervision  Operations  shall 
use  the  Supervisory  Review  Committee  to  advise  him  or  her  on  all 
enforcement  actions  involving  bank  securities  activities.  The 
Director  of  the  Securities,  Investments,  and  Fiduciary  Practices 
Division  shall  be  a  member  of  the  Supervisory  Review  Committee  for 
purposes  of  voting  on  securities  enforcement  actions. 


Stepiien  R.  Steinbrink 

Senior  Deputy  Comptroller  for 

Bank  Supervision  Operations 
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TO:   Deputy  Comptrollers,  Department  and  Division  Heads,  and  All 
Examining  Personnel 


This  examining  circular  establishes  procedures  for  processing  transfer 
agent  referrals  to  the  Securities  and  Exchange  Commission  (SEC). 

In  accordance  with  an  understanding  reached  in  1979,  and  pursuant  to 
Section  17(c)(3)  of  the  Securities  Exchange  Act  of  1934,  the  OCC  has 
agreed  to  report  to  the  SEC  significant  violations  of  SEC  transfer 
agent  regulations  or  related  adverse  conditions  disclosed  by  our 
supervisory  process. 

Presently,  the  Compliance  Management  Departanent  processes  transfer 
agent  referrals  based  upon  Fiduciary  Data  Sheet  (FIDS)  and  ROSA 
information.   However,  under  current  supervisory  procedures,  such 
sources  may  not  contain  sufficient  information  to  make  an  appropriate 
determination  for  referral. 


PROCEDURES 

Detailed  information  must  be  available  for  the  OCC  to  determine 
whether  an  item  falls  within  the  understanding  with  the  SEC,  and  for 
the  SEC  to  deteirmine  whether  it  wants  to- investigate  the  activity. 
Therefore,  when  examiners  discover  violations  of  17  CFR  240.17Ad  1-14 
and/or  17  CFR  240.17f-2  during  the  supervisory  process,  they  should 
include  the  following  information  in  the  Analysis  section  comment  of 
SMS: 

o     Issuer  name  and  account  number; 

o    Citation  of  the  regulation  violated; 

o    Narrative  description  of  the  activity  which  resulted  in  a 
violation  of  transfer  agent  regulations;  and 

o    Corrective  action  requested. 
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A  notification  of  the  referral  information  in  SMS  should  be  sent  to 
the  Director  for  Compliance  Programs.   This  notification  and  the 
information  contained  in  the  Analysis  comment  of  SMS  will  be  reviewed 
by  the  Securities  &  Corporate  Practices  Division  and  Compliance 
Programs  Division  prior  to  referral  to  the  SEC.   Supervisory  offices 
will  receive  notification  of  such  referrals  and  any  subsequent  OCC 
enforcement  action. 


ORIGINATING  OFFICE 

Any  questions  concerning  this  circular  may  be  directed  to  the 
Director,  Complalnce  Programs  at  202-447-1731. 


rart 

■'Deputy  Comptroller 
for  Compliance  Management 


July    26,    1990 
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SroE  BY  SIDE,  WORD  FOR  WORD  COMPARISON 
OF  INTERAGENCY  AND  NASD  SUITABILITY  STANDARDS 


INTERAGENCY  STATEMENT 

RULES  OF  FAIR  PRACTICE 

Depository  institution  personnel  involved 
in  selling  nondeposit  investment  products 
must  adhere  to  fair  and  reasonable  sales 
practices  and  be  subject  to  effective 
management  and  compliance  reviews  with 
regard  to  such  practices.    In  this  regard, 
if  depository  institution  personnel 
recommend  nondeposit  investment 
products  to  customers,  they  should  have 
reasonable  grounds  for  believing  that  the 
specific  product  recommended  is  suitable 
for  the  particular  customer  on  the  basis  of 
information  disclosed  by  the  customer. 
Personnel  should  make  reasonable  efforts 
to  obtain  information   direcUy  from  the 
customer  regarding,  at  a  minimum,  the 
customer's  financial  and  tax  status, 
investment  objectives,  and  other 
information  that  may  be  useful  or 
reasonable  in  making  investment 
recommendations  to  that  customer.   This 
information  should  be  documented  and 
updated  periodically. 

(a)  In  recommending  to  a  customer  the 
purchase,  sale  or  exchange  of  any 
security,  a  member  shall  have  reasonable 
grounds  for  believing  that  the 
recommendation  is  suitable  for  such 
customer  upon  the  basis  of  the  facu,    if 
any,  disclosed  by  such  customer  as  to  his 
other  security  holdings  and  as  to  his 
financial  situation  and  needs. 

(b)  Prior  to  the  execution  of  a  transaction 
recommended  to  a  non-institutional 
customer,  other  than  transactions  with 
customers  where  investments  are  limited 
to  money  market  mutual  funds,  a  member 
shall  make  reasonable  efforts  to  obtain 
information  concerning: 

(i)   the  customer's  financial  status; 
(ii)  the  customer's  tax  status; 
(iii)  the  customer's  investment 
objectives;  and 

(iv)  such  other  information  used  or 
considered  to  be  reasonable  and  by 
such  member  or  registered 
representative  in  making 
recommendations  to  the  customer. 
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The  OCC  has  taken  a  number  of  formal  and  informal  enforcement  actions  to  redress 
violations  of  law  relating  to  the  securities  activities  of  national  banks.  This  appendix  contains 
summaries  of  formal  enforcement  actions  the  OCC  has  taken  since  1983  in  each  of  the  several 
major  areas  of  bank  securities  activities  for  which  it  has  enforcement  authority. 

Exchange  Act  Section  12(i) 

1.  OCC  V.  Torrance  National  Bank.  Torrance.  California,  et  al..  C.A.  No.  87-0884.  U.S.D.C. 
D.C.  (1987),  involved  a  complaint  for  permanent  injunctive  relief,  to  which  the  defendant  bank 
and  individual  defendants,  all  bank  directors,  consented,  without  admitting  or  denying  any  of 
the  allegations  in  the  complaint.  The  complaint  contained  allegations  that  the  bank  violated  the 
reporting  requirements  of  section  13  of  the  Exchange  Act  by  failing  to  file  in  a  timely  manner 
required  quarterly  and  annual  reports.  The  complaint  also  contained  allegations  that  several 
directors  individually  violated  the  beneficial  ownership  reporting  requirements  of  sections  13  and 
16  of  the  Exchange  Act  by  failing  to  file  required  reports  of  beneficial  ownership.  The  final 
order  enjoined  the  bank  and  the  directors  from  further  Exchange  Act  violations  and  required  the 
directors  to  file  required  beneficial  ownership  reports. 

2.  OCC  V.  T.  Bertram  Lance  and  Calhoun  First  National  Bank.  C.A.  No.  C86-19R,  U.S.D.C. 
D.Ga.  (1986)  involved  a  complaint  for  permanent  injunctive  relief  for  violations  of  sections 
13(a)  and  14(a)  of  the  Exchange  Act.  The  complaint  alleged  that  the  defendants  failed  to 
disclose  (1)  check  kiting,  nominee  loans,  credit  life  insurance  rebates,  and  other  transactions  that 
benefitted  Lance,  often  to  the  detriment  of  the  bank,  and  (2)  loan  participations  from  other  banks 
that  were  recommended  or  directed  by  Lance  at  a  time  when  he  had  had  a  material  indirect 
interest  in  maintaining  substantial  personal  borrowing  relationships  with  the  banks  selling  those 
participations.  The  bank  consented  to  the  entry  of  a  permanent  injunction,  without  admitting  or 
denying  the  allegations  of  the  complaint,  and  agreed  to  amend  its  securities  filings  to  disclose 
all  information  on  the  above  transactions  required  to  be  disclosed  under  the  federal  securities 
laws.  Lance  also  consented,  without  admitting  or  denying  the  allegations  of  the  complaint,  to 
entry  of  a  permanent  injunction  and  agreed  to  provide  the  bank  with  all  information  on  the  above 
transactions  necessary  to  make  the  required  disclosures. 

3.  Comptroller  of  the  Currency  v.  Farmers  National  Bank  of  Appomattox.  Appomattox. 
Virginia,  C.A.  No.  86-1708,  U.S.D.C.  D.C.  (1986),  involved  a  complaint  for  permanent 
injunctive  relief,  to  which  the  bank  consented  without  admitting  or  denying  any  of  the  allegations 
in  the  complaint.  The  complaint  contained  allegations  that  the  bank  violated  sections  12,  13, 
and  14  of  the  Exchange  Act  by  (1)  distributing  proxy  materials  to  shareholders  without  filing 
these  materials  with  the  OCC  before  distribution,  (2)  distributing  proxy  materials  that  contained 
information  that  was  false  or  misleading,  (3)  failing  to  file  any  of  its  quarterly  or  annual  reports 
on  time  since  the  bank  first  registered  its  securities,  and  (4)  filing  quarterly  or  annual  reports 
that  contained  insufficient  or  misleading  information.  Finally  the  OCC  alleged  that  the  bank 
failed  to  file  its  registration  statement  with  the  OCC  until  11  years  after  its  securities  were 
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required  to  be  registered.  The  final  order  of  permanent  injunction  enjoined  the  bank  from 
further  violations  of  these  provisions  of  the  securities  laws  and  OCC  implementing  regulations, 
required  the  bank  to  rehold  its  1986  annual  meeting  and  required  the  bank  to  file  amendments 
to  various  annual  and  quarterly  reports. 

4.  OCC  V.  New  World  National  Bank.  Pittsburgh.  Pennsvlvania.  C.A.  No.  86-2047.  U.S.D.C. 
D.C.  (1986),  involved  a  complaint  for  permanent  injunctive  relief,  to  which  the  bank  consented 
without  admitting  or  denying  any  of  the  allegations  in  the  complaint.  The  complaint  contained 
allegations  that  the  bank  violated  section  13  of  the  Exchange  Act  by  failing  to  file  on  a  timely 
basis  required  annual  and  quarterly  periodic  reports  of  the  bank's  condition.  Further,  the 
complaint  alleged  that  the  reports,  as  filed,  contained  material  misstatements  of  material  fact. 
The  final  order  of  permanent  injunction  enjoined  the  bank  from  further  violations  of  section  13 
and  OCC  implementing  regulations  and  required  tiie  bank  to  file  amendments  to  various  annual 
and  quarterly  reports. 

5.  Comptroller  of  the  Currency  v.  Industrial  National  Bank  of  East  Chicago.  East  Chicago. 
Indiana.  C.A.  No.  86-0310,  U.S.D.C.  D.C.  (1986),  involved  a  complaint  for  permanent 
injunctive  relief,  to  which  the  bank  consented  without  admitting  or  denying  any  of  the  allegations 
contained  in  the  complaint.  The  complaint  contained  allegations  that  the  bank  violated  sections 
13  and  14  of  the  Exchange  Act  by  (1)  distributing  proxy  materials  to  shareholders  without  filing 
these  materials  with  the  OCC  before  distribution,  (2)  distributing  proxy  materials  that  contained 
information  that  was  false  or  misleading,  (3)  failing  to  file  any  of  its  quarterly  or  annual  reports 
in  a  timely  manner  and,  (4)  in  some  instances,  failing  entirely  to  file  required  periodic  reports. 
The  final  order  of  permanent  injunction  enjoined  the  bank  from  further  violations  of  these 
provisions  of  the  securities  laws  and  OCC  implementing  regulations,  and  required  the  bank  to 
solicit  proxies  and  file  the  required  periodic  reports  in  accordance  with  the  requirements  of  the 
federal  securities  laws  and  regulations. 

6.  OCC  V.  Commonwealth  National  Bank.  Mobile.  Alabama.  C.A.  No.  85-0899,  U.S.D.C.  ' 
DC.  (1985),  involved  a  complaint  for  permanent  injunctive -relief ,  to  which  the  bank  consented 
without  admitting  or  denying  any  of  the  allegations  in  the  complaint.  The  complaint  contained 
allegations  that  the  bank  violated  section  13  of  the  Exchange  Act  by  failing  to  file  on  a  timely 
basis  required  quarterly  periodic  reports  of  the  bank's  condition.  The  final  order  of  permanent 
injunction  enjoined  the  bank  from  further  violations  of  section  13  and  OCC  implementing 
regulations. 

7.  Comptroller  of  the  Currency  v.  Central  National  Bank.  Canaioharie.  New  York.  C.A.  No. 
85-3177,  U.S.D.C.  D.C.  (1985),  involved  a  complaint  for  a  permanent  injunction  against  the 
bank  and  a  number  of  individual  bank  directors  for  violations  of  the  beneficial  ownership  and 
periodic  reporting  and  proxy  solicitation  requirements  of  the  Securities  Exchange  Act  of  1934. 
The  bank  and  the  individuals  consented  to  entry  of  an  order  of  permanent  injunction  without 
admitting  or  denying  the  allegations  of  the  complaint,  prohibiting  them  from  further  violations 
of  sections  13  and  14  of  the  Exchange  Act  and  requiring  the  reholding  of  a  contested  election 
for  directors. 
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8.  Selbv  V.  Huron  National  Bank.  Rogers  Citv.  Michigan.  C.A.  No.  85-2686,  U.S. DC.  D.C. 
(1985),  involved  a  complaint  for  a  permanent  injunction  against  the  bank  for  violations  of 
sections  13  and  14  of  the  Exchange  Act,  to  which  the  bank  consented  without  admitting  or 
denying  the  underlying  allegations.  The  OCC  in  its  complaint  alleged  that  the  bank  failed  to  file 
timely,  accurate  or  complete  annual  and  quarterly  reports  and  proxy  materials  for  distribution 
to  shareholders.  The  final  order  of  permanent  injunction  enjoined  the  bank  from  further 
violations  of  these  provisions  of  the  securities  laws  and  OCC  implementing  regulations,  and 
required  the  bank  to  file  the  required  periodic  reports  in  accordance  with  the  requirements  of  the 
federal  securities  laws  and  regulations. 

9.  Conover  v.  Glenn,  etal..  C.A.  No.  85-1208,  U.S. D.C.  D.C.  (1985),  involved  a  complaint 
for  a  permanent  injunction  against  four  individuals  for  violations  of  sections  13,  14  and  16  of 
the  Exchange  Act,  to  which  the  defendants  consented,  without  admitting  or  denying  the 
underlying  allegations.  The  OCC  in  its  complaint  alleged  that  the  individuals  (1)  acquired  a 
beneficial  ownership  interest  in  approximately  9.9  percent  of  the  shares  of  a  national  bank  that 
were  registered  under  the  Exchange  Act  and  failed  to  file  required  beneficial  ownership  reports; 
(2)  acquired  beneficial  ownership  of  additional  shares  of  bank  stock  and  failed  to  file  required 
statements  of  changes  in  beneficial  ownership;  and  (3)  solicited  proxies  by  means  of  proxy 
solicitation  materials  in  that  such  proxy  statements  were  false  and  misleading  and  failed  to 
contain  required  information  under  OCC  regulations.  The  final  order  of  permanent  injunction 
enjoined  the  defendants  from  further  violations  of  these  provisions  of  the  securities  laws  and 
OCC  implementing  regulations,  and  required  the  individuals  to  refile  proxy  solicitation  materials 
with  the  OCC  should  those  individuals  still  decide  to  seek  election  as  bank  directors. 

10.  SEC  and  OCC  v.  Charles  D.  Eraser.  C.A.  No.  84-2652,  U.S.D.C.  D.C.  (1984),  involved 
a  complaint  brought  jointly  by  both  the  OCC  and  the  SEC  for  permanent  injunction,  to  which 
Eraser  consented  without  admitting  or  denying  any  allegations.  The  complaint  alleged  that 
Eraser,  while  President  of  Eirst  National  Bank  of  Midland,  Midland,  Texas,  violated  the 
antifraud  provisions  of  the  Securities  Exchange  Act  of  1934,  section  10(b),  and  rule  lOb-5 
thereunder  promulgated  by  the  SEC,  and  aided  and  abetted  violations  of  Exchange  Act  section 
13(a)  and  rules  promulgated  thereunder  by  the  OCC  at  12  C.E.R.  Part  11.  In  particular,  the 
OCC  and  SEC  alleged  that  Eraser  caused  the  bank,  with  a  class  of  equity  securities  registered 
under  the  Exchange  Act,  to  overstate  its  earnings  and  understate  its  allowance  for  loan  and  lease 
losses  in  its  financial  sutements,  and  to  fail  to  disclose  adequately  the  risks  in  its  loan  portfolio 
for  a  number  of  reporting  periods.  The  final  order  enjoined  Eraser  from  further  such  violations 
of  the  Exchange  Act. 

Exchange  Act  Section  15B 

1.  In  the  Matter  of  Eirst  Bank  (National  Association).  Milwaukee  and  James  R.  Wartinbee.  Sr. 
(1991).  a  former  senior  vice  president  of  the  bank  consented  to  a  12  month  suspension  from 
association  with  any  municipal  securities  dealer  or  government  securities  dealer  in  any  capacity. 
Moreover,  the  respondent  agreed  to  take  and  pass  the  municipal  securities  representative  and 
principal  qualification  examinations  (series  52  and  53)  administered  by  the  NASD  before 
becoming  associated  with  any  municipal  securities  dealer  in  any  capacity.  The  OCC  found  that 
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Wartinbee  had  violated  the  antifraud  and  other  provisions  of  the  Securities  Exchange  Act  of  1934 
and  rules  of  the  Municipal  Securities  Rulemaking  Board  in  connection  with  sales  of  securities 
to  customers  subject  to  oral  put  options.  Further,  the  OCC  had  found  that  Wartinbee  had  made 
the  securities  sales  while  concealing  from  the  bank  the  volume  of  securities  sold  subject  to  put 
and  failing  to  make  and  keep  current  and  adequate  records  of  the  transactions.  Wartinbee 's  oral 
representations  to  customers  to  repurchase  securities  at  the  same  price  they  had  been  sold, 
without  disclosing  the  arrangement  to  the  bank  put  the  bank  at  financial  risk  and  rendered  the 
bank's  records  inaccurate  and  inadequate.  Wartinbee  also  was  found  to  have  recommended 
transactions  that  were  unsuitable  for  customers,  improperly  guaranteed  customers  against  losses 
in  certain  securities  transactions,  improperly  parked  securities  in  customer  accounts,  shared  in 
the  profits  generated  in  customer  accounts  which  resulted  in  the  charging  of  unreasonable  fees 
to  customers,  and  failed  to  disclose  material  facts  to  customers  in  connection  with  securities 
trades. 

2.  In  the  Matter  of  Bank  of  America.  N.T.  &  S.A..  et  al.  (1987),  the  OCC  entered  under 
authority  of  Exchange  Act  section  15B  and  made  public  an  order  to  which  all  respondents 
consented,  censuring  Bank  of  America,  N.T.  &  S.A.,  and  requiring  it  to  undertake  certain 
remedial  measures,  for  violations  of  the  Exchange  Act  and  rules  of  the  Municipal  Securities 
Rulemaking  Board.  The  OCC  found  that,  in  connection  with  the  conversion  of  the  bank  dealer 
department's  securities  trade  processing  and  recordkeeping  system,  for  at  least  six  months  the 
bank  had  engaged  in  securities  trades  with  customers  without  disclosing  that  it  was  unable  to 
maintain  and  keep  current  accurate  and  adequate  books  and  records  or  an  efficient  back  office 
operation.  Further,  the  OCC  found  that,  for  over  one  year,  the  bank  had  issued  safekeeping 
receipts  in  certain  securities  transactions,  whereby  the  bank  had  sold  securities  to  customer 
accounts  through  the  issuance  of  due  bills,  but  in  fact  had  not  purchased  the  securities  for  those 
customer  accounts.  The  bank  had  engaged  in  the  issuance  of  due  bills  and  used  customer  funds 
without  advising  customers  that  it  had  not  purchased  securities  for  their  accounts.  The  OCC  also 
suspended  for  two  to  five  days  three  supervisors,  all  qualified  as  municipal  securities  principals, 
for  their  failure  to  supervise  with  a  view  to  preventing  these  violations. 

3.  In  the  Matter  of National  Bank  (1987).'    Order  issued  pursuant  to  12  U.S.C.  § 

1818,  to  which  the  bank  consented  without  admitting  or  denying  wrongdoing,  for  violations  of 
15  use.  §  78o-4(c)(l)  and  Municipal  Securities  Rulemaking  Board  rules  G-2,  G-3,  and  G-27 
in  connection  with  purchases  and  sales  of  municipal  securities  while  at  least  24  dealer  department 
employees  were  not  properly  qualified  as  municipal  securities  representatives  or  municipal 
securities  principals,  and  failure  to  supervise  bank  employees  committing  the  cited  violations  of 
law.  The  order  required  the  bank  to  correct  the  cited  violations  of  law  and  adhere  to  all 
applicable  requirements  of  federal  securities  laws  and  MSRB  rules,  and  to  implement  remedial 
measures  designed  to  prevent  recurrence  of  the  cited  violations. 


'The  names  of  the  parties  have  been  omitted  in  private  actions  brought  pursuant  to  12  U.S.C. 
§  1818  prior  to  the  passage  of  the  Financial  Instiwtions  Reform,  Recovery  and  Enforcement  Act 
of  1989  and  the  Comprehensive  Thrift  and  Bank  Fraud  Prosecution  and  Taxpayer  Recovery  Act 
of  1990. 
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4.  In  the  Matter  of  First  National  Bank  and  Trust  Company  of  Tulsa.  Tulsa.  Oklahoma,  et  al. 
(1985),  the  OCC  entered  under  authority  of  Exchange  Act  section  15B  and  made  public  an  order 
to  which  all  parties  consented,  finding  that  the  bank,  through  its  municipal  securities  dealer 
department,  as  well  as  certain  employees,  violated  the  antifraud  provisions  of  the  federal 
securities  laws  and  rules  of  the  Municipal  Securities  Rulemaking  Board  by  engaging  in  a  variety 
of  customer  abuses.  These  violations  included  executing  unauthorized  trades  for  customer 
accounts,  churning  customer  accounts,  switching  profits  among  accounts,  salesmen  sharing  in 
customer  profits,  selling  securities  at  off-market  prices,  and  making  unsuitable  trades.  The  OCC 
also  found  that  the  bank  and  certain  employees  aided  and  abetted  securities  law  violations  and 
failed  to  supervise  employees'  violations  of  these  provisions.  The  OCC  censured  the  bank  and 
imposed  various  remedial  measures,  and  imposed  various  sanctions  against  individuals,  including 
bars  from  acting  in  a  supervisory  capacity  against  several  municipal  securities  principals,  and 
censures,  suspensions  ranging  from  10  to  30  days,  and  a  bar  against  sales  employees. 

5.  In  the  Matter  of  Merchants  National  Bank  of  Indianapolis.  Indiana  (1985),  the  OCC  entered 
under  authority  of  Exchange  Act  section  15B  and  made  public  an  order  to  which  all  parties 
consented,  censuring  the  bank  and  requiring  the  implementation  of  various  remedial  provisions 
arising  from  violations  of  the  antifraud  provisions  of  the  federal  securities  laws  and  rules  of  the 
Municipal  Securities  Rulemaking  Board  through  false  valuations  of  the  bank's  municipal 
securities  trading  account,  resulting  in  overstatements  of  bank  income  in  call  reports  filed  with 
the  OCC  and  for  failure  to  supervise  employees  conunitting  such  violations.  The  OCC  also  took 
action  against  various  individuals,  including  censures,  30  and  45  day  suspensions,  and  bars  from 
.serving  in  a  supervisory  capacity  with  a  municipal  securities  dealer. 

6  In  the  Matter  of  Thomas  Grove  (1985).  the  OCC  entered  under  authority  of  Exchange  Act 
section  15B  and  made  public  an  order  to  which  the  respondent  consented  without  admitting  or 
denying  the  underlying  allegations.  Through  the  order  the  OCC  censured  the  respondent  and 
found  that  he  willfully  violated  MSRB  rule  G-28  by  failing  to  notify  a  registered  broker-dealer 
that  its  employee  had  opened  a  trading  account  as  a  "customer"  of  Packers  National  Bank, 
Omaha,  Nebraska. 

7,  In  the  Matter  of  Garv  Lynn  Moore  (1985),  the  OCC  entered  under  authority  of  Exchange 
Act  section  15B  and  made  public  an  order  to  which  the  respondent  consented  without  admitting 
or  denying  the  underlying  allegations.  Through  the  order  the  OCC  suspended  Moore  from 
association  with  any  municipal  securities  dealer  for  a  period  of  3  days  for  his  willfully  making 
a  false  statement  relating  to  his  prior  disciplinary  history  in  his  application  for  qualification  as 
a  municipal  securities  representative. 

Exchange  Act  Section  15C 

1.  In  the  Matter  of  the  Distribution  of  Securities  Issued  by  Certain  Government  Sponsored 
Enterprises  (1992),  the  OCC,  the  FRB,  and  the  SEC  jointly  brought  enforcement  actions  against 
approximately  98  government  securities  brokers  and  dealers  stemming  from  their  participation 
in  primary  distributions  of  government  sponsored  enterprise  securities.  In  connection  with  those 
distributions,  the  respondent  banks  failed  to  keep  accurate  records  of  customer  orders  for  GSE 
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securities  and/or  offers,  purchases,  or  sales  by  the  respondent  banks  of  such  securities.  The 
three  agencies  independently  adopted  comparable  settlements  with  entities  under  their  respective 
jurisdictions.  They  issued  cease  and  desist  orders  for  the  recordkeeping  violations  and  ordered 
the  affected  entities  to  develop  and  implement  policies  and  procedures  to  prevent  their 
recurrence.  In  addition,  civil  money  penalties  ranging  from  $5,000  to  $100,000  were  assessed 
based  on  the  sales  concessions  received  by  the  broker/dealers  during  a  defined  period.  The  civil 
money  penalties  assessed  by  the  three  agencies  totaled  $5,165  million. 

Exchange  Act  Section  17A 

1 .  In  the  Matter  of  Citibank.  N.A..  New  York.  NY.  AA-SCP-92-141  (1992),  involved  the 
bank's  failure  as  a  registered  transfer  agent  to  properly  cancel  and  store  up  to  3500  boxes  of 
securities  with  a  face  value  of  approximately  $111  billion,  some  of  which  were  subsequently 
presented  for  payment.  The  bank  further  failed  to  report  in  a  timely  manner  the  lost  securities. 
The  OCC  censured  the  bank  and  required  it  to  adopt  remedial  measures,  including:  proper 
safeguarding  of  securities  certificates  in  its  possession;  proper  training  of  bank  personnel 
involved  in  the  securities  cancellation  and  storage  process;  development  of  proper  cancellation 
procedures,  including  perforation  of  securities  certificates;  hiring  of  an  outside  accountant  to 
evaluate  the  bank's  storage  and  cancellation  processes;  and  adopting  and  implementing  proper 
reporting  procedures  in  the  event  misappropriated  securities  are  discovered. 

2.  In  the  Matter  of  First  National  Bank  of  Boston  (1990),  involved  an  order  to  which  the  bank 
consented,  without  admitting  or  denying  any  wrongdoing,  and  which  the  OCC  made  public.  The 
order,  the  first  instimted  by  the  OCC  under  authority  of  Section  17A,  required  the  bank  to 
undertake  certain  remedial  measures  for  alleged  violations  of  the  Exchange  Act  and  rules  of  the 
SEC  applicable  to  registered  transfer  agents.  The  OCC  alleged  that  the  bank,  through  its 
corporate  trust  division,  failed  to  (1)  respond  in  a  timely  manner  to  customer  inquiries 
concerning  items  presented  for  transfer,  requests  for  confirmation  of  possession  of  certificates 
presented  for  transfer,  and  claims  for  interest  payments;  (2)  maintain  current  adequate  records 
of  aged  record  differences^  and  inquiries  received  but  not-  responded  to;  (3)  accurately  and 
promptly  post  and  keep  current  security  holder  files  and  subsidiary  files,  maintain  a  control 
book,  and  resolve  record  differences;  (4)  report  to  the  OCC  buy-ins  of  securities  for  which  it 
acted  as  transfer  agent;  and  (5)  assure  that  all  securities  held  in  safekeeping  or  its  possession 
were  handled  properly. 

3.  Formal  Agreement  by  and  between  National  Bank  and  the  OCC  (1985),  involved  the 
bank's  failure  to  comply  with  certain  transfer  agent  rules  and  OCC  rules  relating  to  fiduciary 
activities  and  required  the  bank,  among  other  things,  to;  (1)  perform  smdies  and  adopt 
procedures  relating  to  the  bank's  fiduciary  activities;  (2)  adopt  procedures  to  and  achieve 
compliance  with  transfer  agent  rules,  including  maintenance  of  appropriate  records,  notification 
of  record  differences,  safeguarding  of  funds  and  securities,  and  fingerprinting  requirements;  (3) 
make  reports  to  issuers  of  aged  record  differences;  (4)  obtain  an  independent  accountant's  report 
of  internal  accounting  controls;  (5)  accept  no  new  transfer  agent  business  pending  correction  of 
deficiencies  noted  in  the  internal  accountant's  report;  and  (6)  reimburse  customers  for  lost 
earnings  suffered  as  a  result  of  the  bank's  failure  to  invest  idle  trust  cash  balances. 
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4.  Agreement  by  and  between Bank  &  Trust  Company.  N.A.  and  the  OCC  (1983), 

involved  the  bank's  failure  to  comply  with  certain  transfer  agent  rules  and  required  the  bank  to: 
document  reconciliations  of  aged  record  differences  of  customer  accounts,  assure  prompt 
processing,  turn-around  and  forwarding  of  all  items  presented  for  transfer,  adopt  various 
remedial  measures,  perform  management  studies,  and  refrain  from  acting  as  transfer  agent  for 
any  issuers  other  than  those  it  already  served  prior  to  complying  with  all  provisions  of  the 
agreement. 

5.  Agreement  by  and  between  Bank  of ,  N.A.  and  the  OCC  (1983),  involved  the 

bank's  failure  to  comply  with  certain  transfer  agent  rules  and  required  the  bank  to:  reconcile 
out  of  proof  conditions  in  shareholder,  general  and  subsidiary  ledgers,  document  reconciliations 
of  all  shareholder  accounts  on  the  day  of  each  transaction,  resolve  existing  record  differences, 
implement  measures  to  assure  prompt  turnaround  of  items  presented  for  transfer,  complete  a 
study  of  management  quality  and  depth,  implement  measures  to  promptly  and  correctly  respond 
to  shareholder  inquiries,  implement  measures  to  reflect  changes  in  outstanding  shares  of  client 
registered  investment  companies,  prevent  unauthorized  access  to  transfer  recordkeeping  systems, 
improve  controls  over  unissued  certificates,  and  implement  proper  audit  procedures  for  the 
transfer  agent  function. 

12  U.S.C.  §  1818 

1.  In  the  Matter  of  Michael  A.  O'Connell.  Former  President  and  Director  of  Metropolitan 
National  Bank.  McAllen.  Texas  (1993),  involved  a  removal  and  order  to  make  $219,108.88  in 
restitution.  The  bank's  former  president  and  director  breached  his  fiduciary  duties  when  he 
pledged  without  permission  a  bank  customer's  security  as  collateral  to  carry  on  unauthorized 
trading  on  margin  in  U.S.  Treasury  bonds,  therby  incurring  substantial  losses  and  substantially 
contributing  to  the  bank's  insolvency.  In  pledging  the  bank  customer's  security  as  collateral, 
the  former  president  wrongly  represented  that  he  was  acting  as  agent  for  the  customer. 

2.  In  the  Matter  of , .  and :_  (1993)  involved  a  memorandum 

of  understanding  entered  jointly  by  the  OCC  and  the  FRB  with  two  national  banks  and  their 
parent  holding  company.  The  MOU  addressed  violations  of  12  U.S.C.  §  1972(1)  where  a 
national  bank  required  a  customer  to  use  an  affiliate  national  bank's  securities  services  to  obtain 
bank  credit. 

3.  In  the  Matter  of  Donald  Coleman.  Former  Chief  Financial  Officer.  National  Bank  of 
Washington  (1991),  involved  a  violation  of  section  5  of  the  Securities  Act  of  1933,  whereby  the 
CFO,  Donald  Coleman,  was  fined  $55,000  for  permitting  the  bank  to  sell  unregistered  holding 
company  commercial  paper  after  its  correspondent  banks  withdrew  their  backup  lines  of  credit, 
making  the  commercial  paper  no  longer  eligible  for  exemption  from  registration.  The  bank 
failed  to  notify  purchasers  of  this  fact  and,  when  the  holding  company  was  unable  to  meet  its 
obligations,  the  purchasers  were  left  with  worthless  commercial  paper. 

4.  In  the  Matter  of  Thelma  Elizabeth  Pollard.  National  Bank  of  Washington  (1991), 
involved  a  violation  of  section  17(a)  (fraudulent  securities  sales)  of  the  Securities  Act  of  1933, 
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whereby  a  bank  trader,  Thelma  Elizabeth  Pollard,  fraudulently  transferred  customer  funds  from 
certificates  of  deposit  into  commercial  paper  to  meet  the  holding  company's  funding  needs.  The 
OCC  assessed  a  $1,000  CMP  against  Pollard  and  removed  her  from  banking  for  a  term  of  two 
years.  The  removal  also  bars  her  from  ever  working  in  a  bank  trading  department  or  trust 
department. 

5.  In  the  Matter  of  L.P.  Palumbo.  (1991),  the  OCC  assessed  a  $5000  civil  money  penalty 
against  Mr.  L.P.  Palumbo,  President  of  Progressive  National  Bank  of  DeSoto  Parish,  Mansfield, 
Louisiana,  for  causing  the  Bank  to  distribute  an  offering  circular  which  had  not  been  declared 
effective  by  the  OCC  pursuant  to  12  C.F.R.  Part  16.  In  addition,  Mr.  Palumbo  caused  the  Bank 
to  offer  securities  in  five  nonpublic  offerings  without  filing  required  notices  with  the  OCC.  The 
OCC  found  that  the  securities  offered  through  the  nonpublic  and  public  offerings  exceeded  the 
number  of  shares  authorized  by  the  Bank's  Articles  of  Association.  The  Bank  subsequently 
rescinded  the  offerings,  returned  subscriptions  for  the  unauthorized  stock,  and  reduced  the 
capital  accounts  of  the  Bank. 

6.  In  the  Matter  of National  Bank.  (1990)  involved  formal  agreements  with  two 

national  banks  under  authority  of  12  U.S.C.  §  1818.  The  banks  agreed,  among  other  things, 
to  ensure  that  in-house  sweep  account  programs  to  sell  parent  holding  company  commercial 
paper  or  other  obligations  comply  with  federal  securities  laws,  including  requirements  to  make 
adequate  disclosures  to  customers,  and  OCC  examining  guidelines.  The  banks  also  agreed  to 
provide  notice  to  the  OCC  and  seek  its  prior  review  before  reintroducing  any  sweep  account 
program  involving  commercial  paper. 

7.  Agreement  bv  and  between  Bank.  N.A.  and  the  OCC  (1988)  involved  the  bank's  (1) 
sale  of  various  securitized  assets  in  a  manner  which  prompted  the  OCC  to  cite  the  bank  for 
having  violated  the  antifraud  provisions  of  the  federal  securities  laws  and  (2)  sale  of  unregistered 
securities  in  violation  of  the  Securities  Act  of  1933.  The  banks  agreed  to  engage  counsel  to 
conduct  various  internal  studies  of  these  sales  practices  and  provide  customers  the  opportunity 
to  rescind  such  purchases,  and  adopt  policies  to  prevent  the-recurrence  of  such  practices. 

8.  Formal  Agreements  bv  and  between and and  the  OCC.    (1987).    Formal 

agreement  issued  under  authority  of  12  U.S.C.  §  1818,  to  which  the  individuals  consented 
without  admitting  or  denying  any  wrongdoing,  for  violations  of  the  antifraud  provisions  of  the 
federal  securities  laws.  The  violations  arose  in  connection  with  the  use  by  the  individuals, 
formerly  bank  employees,  of  customer  securities,  purchased  and  held  through  the  bank's 
discount  brokerage  operation,  as  margin  to  cover  options  trading  obligations  of  the  individuals. 
Pursuant  to  the  orders,  the  individuals  agreed  to  cease  to  act  for  a  period  of  eleven  months  in 
any  position  in  the  bank  or  any  other  financial  instimtion  involving  the  purchase  or  sale  of 
securities,  the  provision  of  fiduciary  services  to  the  public,  or  the  handling  of  customer  trust 
funds  or  securities. 

9.  In  the  Matter  of (1985)  involved  the  assessment  of  a  civil  money  penalty  against  an 

individual  for  alleged  failure  to  comply  with  the  prior  notice  requirements  of  the  Change  in  Bank 
Control  Act  of  1978,  12  U.S.C.  §  1817(j),  in  connection  with  his  acquisition  of  more  than  10 
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per  cent  of  the  stock  of  an  insured  national  bank.  The  individual  consented  to  the  order  without 
admitting  or  denying  having  violated  the  act.  The  OCC  suspended  its  collection  of  the  penalty 
based  on  the  individual's  prior  divestiture  of  bank  stock  to  a  level  that  would  not  constitute  a 
control  interest  in  the  subject  bank  and  his  agreement  not  to  purchase  any  stock  in  any  insured 
bank  without  fu^t  complying  with  the  prior  notice  requirements  of  the  act.  Should  the  individual 
subsequently  be  found  to  have  violated  the  act  within  five  years  of  the  date  of  the  order,  he 
agreed  that  he  would  pay  the  suspended  penalty  ($10,000)  plus  any  other  penalty  that  may  be 
assessed.  , 

10.  In  the  Matter  of National  Bank.  (1985)  involved  a  national  bank's  issuance  of 

securities  in  violation  of  the  OCC's  securities  offering  disclosure  rules  (12  C.F.R.  Part  16)  in 
connection  with  the  bank's  initial  offering  of  securities  prior  to  the  bank's  opening.  The  OCC 
ordered  the  bank,  which  consented  to  the  issuance  of  the  order,  not  to  engage  in  any  acts  or 
practices  constituting  violations  of  Part  16  by  offering  or  selling  securities  without  complying 
with  the  requirements  of  Part  16,  or  by  utilizing  an  offering  circular  which  is  false  and 
misleading  in  any  material  respect. 

11.  In  the  Matter  of  the  First  National  Bank  of  Marvland.  Baltimore.  Marvland.  (1984) 
involved  an  order  to  which  the  bank  consented  without  admitting  or  denying  any  wrongdoing, 
the  existence  of  which  the  OCC  made  public  through  a  press  release.  Pursuant  to  the  order,  the 
bank  was  required  to  refrain  from  borrowing  or  lending  customer  securities  unless  it  first 
complied  with  a  number  of  conditions,  including  clarifying  lending  disclosures  to  securities 
customers  in  safekeeping  agreements,  obtaining  customer  authorization  prior  to  borrowing  or 
lending  customer  securities  held  in  safekeeping,  implementing  policies  addressing  accounting  and 
managerial  controls  over  the  securities  lending  function,  developing  fee  sharing  schedules  for 
securities  lending  for  safekeeping  customers  whose  securities  are  being  lent,  and  conducting  a 
study  to  identify  and  compensate  safekeeping  customers  whose  securities  were  loaned  or 
borrowed  between  January  1982  and  June  1984. 
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Attachnent  F  Be  -  245 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Type      Banking  Circular  SubiKt     SEC  Financial  Institution  Task  Force 


Chief   Executive  Officers  of  all   National   Banks;    Deputy 
Comptrollers;    District  Counsel;    and  all   Exaniinin7 
Personnel 


SUMMARY 

This  circular  advises  national  banks  of  new  initiatives 
undertaken  by  the  Securities  and  Exchange  Commission  (SEC)  on 
disclosure  requirements  and  enforcement  actions  under  federal 
securities  laws.   The  circular  also  describes  the  assistance 
which  the  Office  of  the  Comptroller  of  the  Currency  (OCC)  is 
providing  to  the  SEC. 

SEC  INITIATIVES 

The  SEC  has  recently  formed  two  task  forces  that  will  focus  on 
compliance  with  federal  securities  laws  by  financial  institution 
holding  companies  that  operate  under  the  SEC's  jurisdiction.   The 
task  force  located  in  the  SEC's  Division  of  Corporation  Finance 
will  concentrate  on  reviewing  disclosures  by  registered  financial 
institution  holding  companies  under  the  Securities  Exchange  Act 
of  1934  (Exchange  Act)  and  disclosures  related  to  securities 
offerings  unde'-  the  Securities  Act  of  1933  (Securities  Act) .   The 
task  force  located  in  the  SEC's  Enforcement  Division  will 
investigate  and  prosecute  allegations  of  noncompliance  by 
financial  institution  holding  companies- under  the  federal 
securities  laws. 

1.  SEC  Disclosure  Review  Task  Force 

National  banks  which  are  subsidiaries  of  bank  holding  companies 
should  be  aware  that  the  SEC  has  requested  the  assistance  of  the 
OCC  (and  the  other  federal  banking  regulatory  agencies)  in 
reviewing  the  adequacy  and  accuracy  of  Exchange  Act  and 
Securities  Act  disclosures  filed  with  the  SEC  by  registered 
financial  institution  holding  companies.   In  response  to  this 
request,  the  OCC  is  undertaking  a  limited  review  of  these 
disclosures  referred  by  the  SEC  as  they  relate  to  any  subsidiary 
national  banks. 
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As  part  of  its  initiative  to  review  disclosures  by  financial 
institution  holding  companies,  the  SEC  has  announced  several 
'specific  areas  that  will  be  emphasized: 

o    Adequacy  of  disclosure  of  administrative  actions  taken 
by  banking  regulators; 

o    Treatment  of  loan  loss  reserves  in  disclosures, 

including  the  accuracy,  adequacy  and  timeliness  of 
charges; 

o    Adequacy  of  disclosures  related  to  the  investment 
portfolio,  including  proper  accounting  for  trading; 

o    Accuracy  of  disclosures  related  to  highly  leveraged 
transaction  lending  and  real  estate  lending; 

o    Accuracy  of  disclosures  of  compensation  and  insider 
transactions  including  loans  to  insiders;  and, 

o    Adequacy  of  disclosures  related  to  supervision  and 
regulation  of  financial  institution  subsidiaries, 
including  material  aspects  of  the  Financial 
Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989. 

2 .  SEC  Enforcement  Task  Force 

The  new  task  force  on  financial  institution  holding  companies  in 
the  SEC's  Enforcement  Division  has  announced  that  it  will 
emphasize  these  areas: 

o    Any  allegations  of  noncompliance  by  holding  companies 
with  disclosure  requirements,  including  violations  of 
the  antifraud  provisions,  failure  to  disclose  insider 
transactions  and  other  disclosure  problems  which  may  be 
identified  by  the  Division  of  Corporation  Finance  task 
force; 

o    Sales  by  financial  institutions  on  public  premises  of 
the  institutions'  own  securities  or  their  affiliates' 
securities,  particularly  the  adequacy  of  disclosure 
that  the  security  is  not  a  government  insured  deposit; 
and. 
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o    Securities  trading  by  financial  institution  inriiers 
based  on  nonpublic  information  obtained  from  such 
institution's  customers  (particularly  in  connection 
with  arranging  financing  in  corporate  mergers  and 
acquisitions) ,  and  also  trading  in  a  financial 
institution's  own  securities  by  its  insiders  prior  to 
the  release  of  material  nonpublic  information 
concerning  the  condition  of  such  institution. 

OCC'S  SECURITIES  PROGRAM 

The  OCC  also  continues  to  conduct  its  own  comprehensive 
disclosure  review  and  enforcement  program  for  national  banks' 
securities  offerings  and  for  periodic  filings  by  national  banks 
that  are  registered  with  the  OCC  under  the  Exchange  Act  (See  BC 
213).   The  OCC's  enforcement  authority  under  the  Exchange  Act  is 
found  primarily  in  Section  12 (i)  (registration  and  periodic 
reporting  requirements,  Williams  Act  and  certain  insider 
transactions  reports  and  prohibitions) .   The  OCC  has  additional 
enforcement  authority  under  the  Exchange  Act  relating  to  other 
securities  activities  of  national  banks  in  Section  15B  (municipal 
securities  dealers) ;  Section  15C  (government  securities  brokers 
and  dealers) ;  and  Section  17A  (clearing  agents  and  transfer 
agents) .   The  OCC  also  has  authority  to  enforce  compliance  with 
any  law  or  regulation,  including  the  securities  laws,  under  12 
U.S.C.  1818(b).   Under  this  authority,  "the  OCC  enforces 
compliance  with  its  rules  on  securities  offering  disclosure  at  12 
C.F.R.  Part  16. 

When  the  OCC  uncovers  incidents  of  noncompliance  with  the 
securities  laws  which  are  not  under  this  agency's  jurisdiction, 
the  OCC  will  continue  its  practice  of  referring  allegations  to 
the  SEC  and  cooperating  with  the  SEC's  investigation  and 
prosecution.   The  OCC  will  also  continue  its  policy  of  providing 
the  SEC  with  full  and  prompt  access  to  relevant  information 
collected  and  maintained  by  the  OCC  under  the  OCC's  separate 
statutory  authority  when  (1)  the  SEC  has  reason  to  believe  that  a 
violation  of  law  under  the  SEC's  jurisdiction  has  occurred;  and, 
(2)  the  SEC  agrees  to  maintain  appropriate  confidentiality  with 
regard  to  any  relevant  OCC  information. 
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Additionally,    as   discussed   above,    the   OCC  has   added   a   new  element 
.to    its    securities   program   in   response   to   the   SEC's   recent   recjuest 
for  assistance   in  reviewing  bank  holding  company  securities 
disclosures.      The  OCC   is   now  assisting   the   SEC  by  conducting 
limited  disclosure  review,    as  requested  by  the  SEC,    of  bank 
holding  company   filings  under  the   federal   securities   laws   for 
those   companies  with  national   bank  subsidiaries. 

ORIGINATING   OFFICE 

Questions  concerning  this  Banking  Circular  should  be  directed  to 
the  Office  of  the  Comptroller  of  the  Currency,    Securities  and 
Corporate   Practices   Division,    Washington,    D.C.    20219    (telephone 
(202)     447-1954). 


./^^  y^-^jg^t^y-^/ 


Dean  Marriott 

Senior  Deputy  Comptroller  of  the  Currency 
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aaagtington,  IBC  20515 

December  20,  1993 


Mr.  Frank  V.  Cahouet 

Chairman 

Mellon  Bank  Corporation 

One  Mellon  Bank  Center 

Pittsburgh,  PA    15258 

Mr.  Howard  Stein 

Chairman 

The  Dreyfus  Corporation 

200  Park  Avenue 

New  York,  N.Y.    10166 


Dear  Messrs.  Cahouet  and  Stein: 


Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.  S.  House  of 
Representatives,  and  our  continuing  oversight,  respectively,  of  banks  and  banking, 
including  deposit  insurance,  and  of  securities  and  exchanges,  we  are  writing  in  regard 
to  the  proposed  acquisition  of  The  Dreyfus  Corporation  (Dreyfus)  by  Mellon  Bank 
Corporation  (Mellon  Corp.).  This  proposed  transaction  raises  numerous  legal  and 
public  policy  concerns.  While  we  have  received  initial  briefings  about  the  transaction 
from  various  representatives  of  Mellon  Corp.  and  Dreyfus,  we  have  a  series  of 
questions  we  would  like  you  to  address  in  order  to  help  us  to  evaluate  the  proposed 
transaction  and  the  appropriate  regulator's  review  of  it. 

1 .  Please  describe  in  detail  the  structure  of  the  transaction,  indicating  where  each 
current  subsidiary  of  and/or  function  performed  by  Dreyfus  will  be  housed  in 
Mellon  Corp.  or  any  of  its  subsidiaries.  Describe  which  Dreyfus  subsidiaries 
and/or  functions  will  be  divested. 

2.  What  regulatory  applications  or  notifications  will  be  required?  When  do  you 
plan  to  submit  such  applications  or  notifications? 

3.  A  briefing  paper  (copy  attached)  provided  to  us  by  Mellon  Corp.  states  that, 
"Dreyfus'  distribution  function  will  be  sold  to  an  independent,  third  party 
distributor."  Please  elaborate,  including  a  detailed  description  of  how  the 
distributor  will  be  independent  of  Mellon  Corp.  and  any  of  its  subsidiaries, 
including  the  Dreyfus'  funds'  investment  adviser,  administrator  and  custodian. 
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4.  The  briefing  paper  makes  reference  to  a  Policy  Statement  to  be  created  by 
Mellon  Corp.  addressing  consumer  protection,  conflicts  of  interest,  including 
independence  of  the  various  entities  involved,  and  safety  and  soundness  of  the 
bank  and  the  funds.  Please  provide  us  with  the  most  recent  draft  of  that  policy 
statement. 

5.  Please  describe  any  meetings  or  discussions  you  or  any  representatives  of  your 
respective  organizations  may  have  had  with  any  State  or  Federal  regulators 
regarding  the  proposed  transactions,  including  tfie  date  of  the  meetings,  the 
attendees,  and  a  summary  of  the  discussion. 

Please  provide  the  requested  information  to  our  Committees  by  the  close  of 
business  on  Friday,  January  7,  1994. 

Sincerely, 


'Henrv  B   Gonzalez  John  Dmgell 


Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking, 

Finance  and  Urban  Affairs 


Dinge 
Chairman 

Committee  on  Energy 
and  Commerce 


9*<_ 
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January  7,  1994 

The  Honorable  John  D.  Dingell, 
Chairman, 

Committee  on  Energy  and  Commerce, 
2125  Rayburn  House  Office  Building, 
Washington,  D.C.   20515. 

Re:   Mellon  Bank  Corporation/The 
Dreyfus  Corporation 

Dear  Chairman  Dingell: 

We  are  writing  to  respond  to  your  letter  to  us, 

dated  December  20,  1993,  regarding  the  merger  agreement 

between  The  Dreyfus  Corporation  ("Dreyfus")  and  Mellon  Bank 

Corporation  ("Mellon").   We  hope  that  our  responses  will 

deal  satisfactorily  with  the  legal  and  public  policy 

concerns  set  forth  in  your  letter. 

1.   The  structure  of  the  transaction.   Under  the 

terms  of  the  merger  agreement,  Dreyfus  will  merge  with  a 

subsidiary  of  Mellon  Bank,  N.A.  ("Mellon  Bank"),  which  is 

the  principal  subsidiary  of  Mellon.   As  a  consequence, 

Dreyfus  will  become  an  operating  svibsidiary  of  Mellon  Bank. 

The  various  Dreyfus  subsidiaries  and  operations  will 

simultaneously  be  dealt  with  as  follows: 

(i)   The  principal  operating  Dreyfus 

subsidiaries  will  be  acquired  by  Mellon  Bank.   These 

subsidiaries  will  thereby  become  operating  subsidiaries 

of  Mellon  Bank,  pursuant  to  12  C.F.R.  §  5.34.   The 

principal  functions  of  these  subsidiaries  are  to 
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provide  investment  advice  and  related  administrative 
services  to  registered  investment  companies. 

(ii)   Several  other  Dreyfus  subsidiaries  will 
become  subsidiaries  of  Mellon  or  other  Mellon 
subsidiaries. 

(iii)   Certain  other  subsidiaries  and 
operations  will  be  transferred  to  independent  third 
parties  or  discontinued.   Operations  in  this  third 
category  include  the  distribution  function  for  the 
Dreyfus  Funds.   Annex  A  contains  a  complete  list  of 
these  subsidiaries . 

The  structure  of  the  transaction  is  consistent 
with  the  basic  business  structure  of  Mellon.   The  retail 
operations  of  the  Corporation  are  centered  in  Mellon  Bank, 
with  an  emphasis  on  providing  the  most  convenient  and 
efficient  services  to  consumers.   Accordingly,  Dreyfus,  the 
services  of  which  are  directed  to  the  retail  market,  will  be 
a  subsidiary  of  Mellon  Bank. 

Adoption  of  this  structure  will  enable  Mellon  Bank 
to  utilize,  for  regulatory  and  accounting  purposes,  the 
strong  capital  base  that  Dreyfus  has  accumulated,  while  at 
the  same  time  insulating  Mellon  Bank  by  application  of 
Sections  23A  and  23B  of  the  Federal  Reserve  Act.   A  national 
bank  and  its  subsidiaries  file  consolidated  financial  data. 
Accordingly,  the  proposed  transaction  will  enable  Mellon 
Bank  to  increase  its  various  capital  ratios  by  over  2  00 

-2- 
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basis  points.   In  addition,  Mellon  Bank's  earnings  will  be 
significantly  enhanced  by  Dreyfus'  earnings,  and  Mellon 
Bank's  capital  will  be  further  increased  by  Dreyfus'  future 
retained  earnings. 

The  importance  of  enhanced  capital  at  the  bank 
level  has  extended  beyond  general  standards  of  prudence  and 
safety  and  soundness.   Under  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991,  a  host  of  statutory  and 
regulatory  requirements  relate  to  a  bank's  capital  level. 
These  include  the  assessment  rate  for  deposit  insurance 
premiums,  interbank  liability  exposures,  and  restrictions  on 
interest  rates  on  deposits,  brokered  deposits  and  pass- 
through  deposit  accounts.   The  combined  effect  of  these 
provisions  has  been  to  place  a  high  premium  on  maintenance 
of  a  very  high  level  of  capital  at  each  bank  subsidiary. 

A  further  reason  for  maintenance  of  a  high  level 
of  capital  and  high  earnings  at  the  bank  level  is  the 
increasing  importance  of  various  rating  agencies  which  rate 
bank  deposits  for  safety  and  publicize  (or  make  available  to 
the  public)  their  ratings.   These  ratings  are  based  on  call 
report  data  and  are  heavily  affected  by  a  bank's  reported 
capital  and  earnings.   The  ratings  can  significantly 
influence  a  bank's  cost  of  funds  and,  in  a  ntimber  of  cases, 
are  determinative  of  whether  a  particular  customer  (indivi- 
dual, corporation  or  institution)  will  maintain  any  deposits 
with  the  bank. 
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Finally,  the  increased  capital  at  Mellon  Bank  will 
increase  Mellon  Bank's  capacity  to  make  loans  and  thereby 
contribute  to  an  economic  recovery. 

These  important  business  advantages  could  not  be 
attained  if  Dreyfus  were  a  subsidiary  of  Mellon  rather  than 
of  Mellon  Bank.   This  would  be  true  even  if  Dreyfus'  capital 
were  paid  out  as  a  dividend  to  Mellon,  which  then 
contributed  that  capital  to  Mellon  Bank.   In  the  first 
place,  such  an  approach  would  strip  Dreyfus  of  its  capital 
and  thereby  reduce  the  substantial  protection  provided  by 
that  capital  to  shareholders  of  the  Dreyfus  Funds.   In 
addition,  if  Dreyfus'  earnings  were  not  consolidated  with 
those  of  the  Bank,  the  ratings  of  the  Bank's  deposits  could 
suffer.   Finally,  Mellon' s  retail  services  to  consumers 
would  be  dispersed  rather  than  made  more  efficient. 

2 .    Regulatory  applications  and  notifications. 
Regulatory  applications  and  notifications  have  been  filed 
with  the  Office  of  the  Comptroller  of  the  Currency,  the 
Board  of  Governors  of  the  Federal  Reserve  System  and  the 
Office  of  Thrift  Supervision.   Notifications  for  the 
subsidiaries  listed  in  Part  I  of  Annex  A  were  filed  with  the 
Comptroller  pursuant  to  12  C.F.R.  §  5.34.   Applications  for 
the  subsidiaries  listed  in  Part  II  of  Annex  A  were  filed 
with  the  Federal  Reserve  Board  pursuant  to  Section  4(c) (8) 
of  the  Bank  Holding  Company  Act.   An  application  to  acquire 
Dreyfus  Security  Savings  Bank  was  filed  with  the  GTS.   The 

-4- 


779 


notification  to  the  Comptroller  was  filed  on  December  30, 
1993,  and  the  applications  to  the  Federal  Reserve  Board  and 
OTS  were  filed  on  January  3,  1994.   An  application  for  the 
subsidiaries  listed  in  Part  III  of  Annex  A  will  be  filed 
with  the  Federal  Reserve  later  in  January.   As  noted  in 
Mellon' s  notification  to  the  Comptroller  and  in  Part  IV  of 
Annex  A,  a  number  of  other  Dreyfus  subsidiaries  will  not  be 
acquired  and  will  be  liquidated  or  divested. 

3 .  Independence  of  the  distributor  for  the 
Dreyfus  Funds .   The  third  party  distributor  for  the  Dreyfus 
Funds  will  be  independent  of  Mellon  and  its  subsidiaries 
(including  the  Dreyfus  Funds'  investment  advisor, 
administrator  and  custodian)  for  the  following  reasons: 

(i)  Neither  Mellon  nor  Dreyfus  will  own 
any  shares  of  stock  of,  or  any  other  security  issued 
by,  the  third  party  distributor. 

(ii)   Neither  Mellon  nor  Dreyfus  will  have 
any  interest  in  the  profits  or  earnings  of  the  third 
party  distributor. 

(iii)  There  will  -be  no  director,  officer  or 
employee  interlock,  between  Dreyfus  and  the  third  party 
distributor. 

4.  Policy  Statement.   A  copy  of  the  Policy 
Statement  is  contained  at  Tab  5  of  the  Mellon  Bank  notice  to 
the  Comptroller  of  the  Currency,  copies  of  which  have  been 
previously  delivered  to  your  Committee's  counsel.   An 
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additional  copy  is  enclosed  for  your  convenience.  This 
Policy  Statement  is  designed,  among  other  things,  to  be 
responsive  to  a  number  of  the  current  legislative  proposals. 

5 .   Meetings  and  discussions  with  regulatory 
agencies . *  Meetings  or  discussions  were  held  with  both  the 
Office  of  the  Comptroller  of  the  Currency  and  the  Federal 
Reserve  System  in  early  November,  1993,  shortly  prior  to  an 
anticipated  announcement  of  a  transaction  between  Mellon  and 
Dreyfus,  and  then  again  in  early  December,  1993,  shortly 
prior  to  the  announcement  of  the  actual  transaction.   These 
meetings  were  consistent  with  Mellon' s  standard  operating 
procedure  (which  we  believe  most  banking  organizations 
follow)  of  always  informing  their  bank  regulators  in  advance 
of  the  announcement  of  a  major  transaction. 

The  specific  meetings/discussions  (to  the  best  of 
our  representative's  recollections)  were  the  following: 
(i)   Meeting  on  November  3,  1993,  eimong  Steve 
Elliott  (Vice  Chairman  and  Chief  Financial  Officer)  and 
Mike  Hughey  (Controller)  of  Mellon,  Wayne  Pentrack  and 
John  Shanahan  of  KPMG  Peat  Marwick  and  the  following 
accounting  staff  of  the  Securities  and  Exchange 


The  information  in  response  to  this  question  was 
provided  by  representatives  of  Mellon  and  Dreyfus  who 
attended  the  meetings  or  participated  in  the  telephone 
discussions;  neither  Mr.  Cahouet  nor  Mr.  Stein  attended 
any  of  the  referenced  meetings  or  (except  as  provided 
specifically  below)  participated  in  any  of  the 
telephone  conversations. 
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Commission,  John  Riley,  Christopher  Holmes,  John  Glynn, 
James  Boatsman,  Kurt  Hohl,  and  Teresa  lannaconi 
regarding  the  accounting  treatment  for  a  large 
transaction  involving  Mellon  and  an  unidentified  party. 

(ii)   Telephone  conversation  on  November  4,  1993, 
among  Mr.  Elliott  and  Mr.  Pentack  and  Mr.  Riley  and  Mr. 
Holmes  of  the  Securities  Exchange  Commission  in  follow- 
up  to  the  previous  day's  meeting. 

(iii)   Telephone  conversation  in  early  November,  1993 
between  Rodgin  Cohen  of  Sullivan  &  Cromwell  and  William 
Bowden,  General  Counsel  of  the  Office  of  the 
Comptroller  of  the  Currency,  regarding  the 
Comptroller's  prior  letters  on  bank  mutual  fund 
activities,  in  which  the  potential  of  a  large  mutual 
fund  transaction  was  referenced  but  not  identified. 

(iv)   Meeting  on  November  5,  1993  at  the  offices  of 
the  Comptroller  of  the  Currency.   Attendees:   Mellon  - 
Michael  Bleier  (General  Counsel) ,  Keith  Smith  (a  Vice 
Chairman)  and  Steve  Elliott;  Dreyfus  -  Daniel  Maclean 
(General  Counsel) ;  Sullivan  -&  Cromwell  -  Rodgin  Cohen; 
Comptroller  of  the  Currency  -  Jimmy  Barton,  William 
Bowden,  Steve  Weiss  and  other  members  of  the 
Comptroller's  staff.   The  Comptroller,  Eugene  Ludwig, 
joined  the  meeting  near  the  end.   At  this  meeting, 
Mellon  verbally  presented  an  outline  of  the  possible 
framework  and  the  business  rationale  for  the 
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transaction  and  an  overview  of  the  legal  analysis.   The 
staff  of  the  Comptroller  asked  questions  regarding  each 
of  these  aspects  of  the  transaction.   This  meeting  was 
set  up  in  a  conversation  between  Messrs.  Bleier  and 
Bowden  on  November  3 . 

(v)   Telephone  conversation  on  November  6,  1993 
between  Mr.  Bleier  and  Jack  Wixted  of  the  Federal 
Reserve  Bank  of  Cleveland.   Mr.  Bleier  outlined  the 
proposed  transaction  and  the  business  rationale. 

(vi)   Telephone  conversations  on  November  8  and  10, 
1993  with  the  legal  staff  of  the  Federal  Reserve  Board. 
Participants  in  the  first  telephone  conversation  were 
Messrs.  Bleier  and  Cohen  and  J.  Virgil  Mattingly, 
General  Counsel  of  the  Federal  Reserve  Board. 
Participants  in  the  second  telephone  conversation  were 
Messrs.  Bleier,  Mattingly,  and  Scott  Alvarez  and 
Richard  Ashton  of  the  Federal  Reserve  Board  Legal 
Division.   In  the  first  discussion,  Messrs.  Bleier  and 
Cohen  presented  an  outline  of  the  framework  and 
business  rationale  for  the  transaction  and  a  legal 
analysis.   In  the  second  discussion,  the  focus  was  the 
legal  aspects  of  the  transaction. 

(vii)   Telephone  conversation  on  November  8,  1993 
between  Mr.  Bleier  and  Jim  Vesely,  the  Comptroller's 
examiner- in- charge  at  Mellon  Bank.   Mr.  Bleier  outlined 
the  proposed  transaction. 
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(viii)   Conversation  on  November  10,  1993  between  Mr. 
Cahouet  and  Wixted  in  which  Mr.  Cahouet  mentioned  that 
negotiations  were  still  in  process. 

(ix)   Telephone  conversations  on  November  11,  1993 
between  Mr.  Cohen  and  Mr.  Bowden,  between  Mr.  Cohen  and 
Mr.  Mattingly,  between  Mr.  Bleier  and  Mr.  Wixted  and 
between  Mr.  Cahouet  and  Jerry  Jordan,  President  of  the 
Cleveland  Federal  Reserve  Bank,  and  Mr.  Wixted,  in 
which  the  Federal  Reserve  and  Comptroller  were  informed 
that  negotiations  for  the  transaction  had  been 
terminated. 

(x)   Telephone  conversation  on  or  about  November 
15,  1993  between  Joni  L.  Charatan  of  Dreyfus  and  Donald 
Hom,  Examiner,  Northeastern  Regional  Office  of  the 
Office  of  Thrift  Supervision  ("OTS"),  regarding 
newspaper  articles  concerning  termination  of  possible 
merger  discussions  between  Dreyfus  and  Mellon. 

(xi)   Brief  telephone  conversations  between 
Mr.  Cohen  and  Robert  Serine,  Deputy  Chief  Counsel  of 
the  Comptroller,  on  December  3,  1993,  between  Mr. 
Bleier  and  Mr.  Vesely  on  December  3  and  December  5, 
between  Mr.  Bleier  and  Mr.  Wixted  on  December  3  and 
December  5,  between  Mr.  Bleier  and  Mike  Carnovali  (of 
the  Northeastern  District  Office  of  the  Comptroller  of 
the  Currency)  on  December  3  and  December  5,  between  Mr. 
Cohen  and  Mr.  Mattingly  on  December  4,  and  between 
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Mr .  Cohen  and  Mr .  Bowden  on  December  5 .   In  each 
conversation,  Mr.  Cohen  or  Mr.  Bleier  informed  the  bank 
regulatory  agency  that  negotiations  had  resumed  between 
Mellon  and  Dreyfus  and  that  public  announcement  of  a 
transaction  could  occur  as  early  as  the  morning  of 
December  6,  1993.   There  was  also  a  brief  telephone 
conversation  between  Mr.  Cahouet  and  Jerry  Jordan  on 
December  5,  1993  in  which  Mr.  Cahouet  informed  Mr. 
Jordan  that  the  Mellon  Board  of  Directors  had  approved 
the  transaction. 

(xii)   Telephone  conversation  on  December  6,  1993 
between  Martin  McGuinn  (a  Vice  Chairman  of  Mellon)  and 
a  secretary  to  Frank  Newman,  Under  Secretary  of  the 
Treasury  Department,  in  which  Mr.  McGuinn  left  a 
message  relating  to  the  announcement  of  the 
transaction. 

(xiii)   Telephone  conversations  or  messages  on 
December  6  or  7  between  Mr.  Bleier  and  members  of  the 
Bank  Supervision  and  Regulation  staffs  of  the  Federal 
Reserve  Banks  of  Boston,  Cleveland,  Philadelphia, 
Richmond  and  New  York,  as  well  as  the  Maryland  Banking 
Commission,  Pennsylvania  Banking  Department  and  the 
Massachusetts  Department  of  Banking  informing  them  that 
a  public  announcement  of  the  transaction  had  been  made. 

On  or  shortly  after  December  6,  Mr.  Bleier  also 
had  brief  and  separate  telephone  conversation  with 

-10- 


785 


Mr.  Bowden,  Mr.  Vesely  and  Karen  Wilson  (Deputy 
Comptroller)  regarding  the  announcement  of  the 
transaction. 

(xiv)   Telephone  conversation  on  December  6,  1993 
among  William  V.  Healey  and  Tim  Murphy  of  Dreyfus  and 
Donald  Hom  of  the  Northeastern  Regional  Office  of  the 
OTS  regarding  the  announcement  of  the  merger  trans- 
action and  the  potential  impact  of  the  merger  on  The 
Dreyfus  Security  Savings  Bank,  F.S.B.,  a  federally- 
chartered  savings  bank  ("Dreyfus  FSB"). 

(xv)   Meeting  on  December  7,  199  3  between  Messrs. 
Bleier  and  Cohen  and  Messrs.  Mattingly,  Alvarez  and 
Ashton  of  the  Federal  Reserve  Board  legal  staff  in 
which  the  legal  aspects  of  the  transaction  were 
discussed. 

(xvi)   Telephone  conversation  on  December  7,  1993 
among  Messrs.  Healey,  Murphy  and  Hom  regarding  the 
application  process  for  the  acquisition  by  Mellon  of 
Dreyfus  FSB,  and  registration  by  Mellon  as  a  savings 
and  loan  holding  company.   Issues  relating  to  an 
application  by  Dreyfus  FSB  for  trust  powers  and 
previously  authorized  interstate  branches  were  also 
discussed. 

(xvii)   Telephone  conversation  on  December  8,  1993 
between  Mr.  Healey  and  David  Kahn,  Principal  Bank 
Examiner  II,  New  York  State  Banking  Department, 
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regarding  the  application  process  for  the  acquisition 
by  Mellon  of  The  Dreyfus  Trust  Company,  a  limited 
purpose  trust  company  formed  under  the  New  York  State 
Banking  Law. 

(xviii)   Telephone  conversations  on  December  8,  1993 
between  Messrs.  Elliott  and  Vesely  and  Messrs.  Elliott 
and  Wixted  to  discuss  the  financial  aspects  of  the 
transaction. 

(xix)   Telephone  conversation  on  December  8,  1993 
among  Mr.  Healey,  John  Buchman  of  Alston  &  Bird,  and 
Julie  L.  Williams,  Deputy  Chief  Counsel  of  the  Office 
of  the  Comptroller  of  the  Currency,  regarding  certain 
issues  that  may  arise  from  the  transaction  relating  to 
Dreyfus  FSB. 

(xx)   Brief  meeting  on  December  13,  1993  between 
Mr.  Healey  and  Jonathan  Fiechter,  Acting  Director  of 
the  OTS,  following  a  meeting  of  the  Association  of 
Financial  Services  Holding  Companies  in  Washington, 
D.C.   Mr.  Fiechter  was  informed  that  Dreyfus  and  Mellon 
had  entered  into  an  Agreement  and  Plan  of  Merger  and 
that  a  meeting  was  going  to  take  place  in  the 
Northeastern  Regional  Office  of  the  OTS  with  Angelo  A. 
Vigna,  Regional  Director  of  the  OTS,  later  in  the  week, 
(xxi)   Brief  discussion  on  December  15,  1993  between 
Messrs.   Bleier  and  Alvarez  regarding  the  framework  of 
the  transaction. 
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(xxii)   Telephone  conversations  between  Messrs. 
Bleier  and  Cohen  and  Mr.  Wixted,  Andrew  W.  Watts  and  R. 
Chris  Moore  of  the  Cleveland  Federal  Reserve  Bank  on 
December  15  and  16,  1993  in  which  Messrs.  Bleier  and 
Cohen  explained  certain  framework  and  legal  aspects  of 
the  transaction. 

(xxiii)   Meeting  on  December  16,  1993  between 
Mr.  Elliott  and  Mr.  Vesely  to  discuss  the  financial 
aspects  of  the  transaction. 

(xxiv)   Meeting  on  December  16,  1993  in  the 
Northeastern  Regional  Office  of  the  OTS  among  Messrs. 
Bleier  and  Healey,  and  Ms.  Charatan,  as  representatives 
of  Mellon  and  Dreyfus,  and  Mr.  Vigna,  Michael  Simone, 
Charles  0' Toole,  Ellen  Kulka,  Douglas  Cestone  and 
Donald  Horn  of  the  OTS  Northeastern  Regional  Office. 
The  meeting  related  to  the  transaction  generally,  and 
the  impact  on  Dreyfus  FSB  in  particular.   The  required 
federal  and  state  applications  required  for  the 
transaction  were  also  discussed,  with  the  focus  being 
on  the  OTS  application  process. 

(xxv)   During  the  period  December  16  to  December  23, 
1993,  Ms.  Charatan  received  a  telephone  call  from 
Howard  Bluver,  Deputy  Chief  Counsel  for  Corporate 
Transactions  at  the  OTS  in  Washington,  D.C.   Mr.  Bluver 
asked  that  Dreyfus  keep  his  office  apprised  of  the 
status  of  the  proposed  transaction.   He  also  answered 
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several  questions  regarding  the  regulations  imposed  on 
savings  and  loan  association  holding  companies. 

(xxvi)   Meeting  on  December  17,  1993  among  Mr.  Healey 
and  Joseph  Callahan,  Principal  Bank  Examiner,  and 
Preneus  Antoine,  Examiner,  New  York  State  Banking 
Department.   The  meeting  took  place  in  Uniondale,  New 
York,  following  an  exit  interview  relating  to  the  New 
York  State  Banking  Department's  examination  of  The 
Dreyfus  Trust  Company.   The  transaction  was  discussed 
in  general  terms.   Also  discussed  was  the  potential 
impact  of  the  merger  on  the  future  operations  of  The 
Dreyfus  Trust  Company. 

(xxvii)   Meeting  on  December  20,  1993  between  Messrs. 
Smith,  Bleier  and  Cohen  and  Messrs.  Barton,  Bowden, 
Owen  Carney,  Zane  Blackburn,  David  Apgar,  Robert 
Inskeep  and  others  of  the  Office  of  the  Comptroller  of 
the  Currency  in  which  financial,  operational,  controls 
and  management  aspects  of  the  transaction  were 
discussed. 

(xxviii)   During  the  week  of  December  20,  1993,  a 
telephone  conversation  took  place  between  Mr.  Healey 
and  David  Kahn,  Principal  Bank  Examiner,  New  York  State 
Banking  Department,  during  which  Mr.  Kahn  confirmed 
that  Mellon  must  file  an  application  under  Section  142 
of  the  New  York  State  Banking  Law  relating  to  the 
acquisition  of  The  Dreyfus  Trust  Company. 
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(xxix)   During  the  period  December  20  to  December  31, 
1993,  Ms.  Charatan  spoke  to  Garry  Cox  at  the  Utah 
Department  of  Financial  Institutions  as  to  whether 
anything  needed  to  be  filed  with  that  office  to  reflect 
the  proposed  change  of  control  of  Dreyfus  Thrift  & 
Commerce,  an  inactive  Utah- chartered  industrial  loan 
corporation. 

(xxx)   During  the  period  December  2  0  to  December  31, 
1993,  Ms.  Charatan  spoke  with  representatives  of  the 
New  York  State  Banking  Department  as  to  whether 
anything  needed  to  be  filed  with  that  office  to  reflect 
the  possible  change  of  control  of  The  Dreyfus  Consumer 
Credit  Corporation,  a  New  York- licensed  mortgage 
banker.   Ms.  Charatan  also  spoke  with  David  Weikert  at 
the  State  of  New  Jersey  Department  of  Banking  as  to 
whether  anything  needed  to  be  filed  with  that  office  to 
reflect  the  proposed  change  of  control  of  Dreyfus  FSB 
and  The  Dreyfus  Trust  Company,  an  inactive  New  Jersey- 
chartered  trust  company. 

(xxxi)   Meeting  on  December  22,  1993  between  Mr. 
Maclean  and  Barry  Barbash,  Director  of  the  Division  of 
Investment  Management  of  Securities  and  Exchange 
Commission,  and  other  members  of  the  Commission  staff 
at  which  Mr.  Maclean  explained  the  framework  and 
business  rationale  for  the  transaction. 


•15- 


790 


(xxxii)   A  brief  telephone  conversation  on  December 
22  or  23,  1993  between  James  Gockley,  Assistant  General 
Counsel  of  Mellon,  and  Jack  Murphy,  Branch  Chief  of  the 
Securities  and  Exchange  Commission,  to  discuss  the 
registration  statement  for  the  transaction. 

(xxxiii)   Telephone  conversations  between  Mr.  Wixted 
and  Mr.  Bleier  and  between  Mr.  Wixted  and  Mr.  Frank 
Cahouet  on  December  23,  1993  regarding  the  framework  of 
the  transaction. 

(xxxiv)   On  December  27,  1993,  Kevin  Mawe  of  Mellon' s 
legal  department  spoke  with  Ms.  Detwiler  (Chief 
Counsel,  Pennsylvania  Department  of  Banking)  as  to 
whether  Mellon  would  require  approval  to  acquire  The 
Dreyfus  Savings  Bank.   In  a  telephone  call  of  January 
6,  1994,  Ms.  Detwiler  confirmed  that  no  such  approval 
is  required  under  Pennsylvania  law. 

(xxxv)   Telephone  conversation  between  Mr.  Mattingly 
and  Mr.  McGuinn  on  December  2  8  regarding  the  framework 
of  the  transaction  and  the  timing  of  the  filing  with 
the  Comptroller. 

We  also  understand  that  Mr.  Wixted  attended  by 
telephone  a  telephonic  analyst  presentation  held  on 
December  6  regarding  the  transaction. 

It  is  possible  that  the  foregoing  descriptions  may 
have  omitted  one  or  several  attendees  from  the  regulatory 
agency.   It  is  also  possible  that  several  of  the  telephone 
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discussions  may  have  occurred  on  a  date  slightly  different 
than  the  date  indicated  aibove,  and  that  there  may  have  been 
other  telephone  conversations  involving  other  subjects  in 
which  there  was  a  brief  or  casual  reference  to  the  Mellon- 
Dreyfus  transaction. 

In  addition  to  the  meetings  and  conversations 
specifically  identified  above,  there  have  occurred  contacts 
between  Mellon  or  Dreyfus  personnel  and  staff  members  of  the 
Office  of  the  Comptroller,  the  Federal  Reserve  Bank  of 
Cleveland,  the  OTS  and  state  authorities  to  discuss 
application  mechanics  and  similar  procedural  issues. 
Moreover,  Mellon  staff  have  meetings  or  conversations  with 
the  resident  examiner,  Mr.  Vesely,  and  Mr.  Wixted  on  an 
ongoing  basis.   Dreyfus -related  issues  are  discussed  at 
those  meetings  or  conversations  from  time  to  time. 

*    *    * 

We  are  also  forwarding  for  your  information  a  copy 
of  the  public  portions  of  the  Notice  that  Mellon  filed  on 
December  30,  1993  with  the  Comptroller.   We  believe  that 
this  Notice  contains  information  -that  may  be  relevant  to 
your  inquiries. 
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We  hope  that  the  foregoing  is  responsive  to  your 
inquiries.  If  there  is  anything  we  can  do  to  assist  you 
further,  please  feel  free  to  call  either  of  us. 

Very  truly  yours. 


Frank  V.  Cahouet 


cot  CbalzBea  Sonsalez 
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ANNEX  A 

Annex  A,  Part  I 

Dreyfus  Cos^anies  That  Will  Become  Operating 
Subsidiaries  of  Mellon  Bank,  N.A. 


The  Dreyfus  Corporation  acts  as  investment  adviser  and 
administrator  to  Mutual  Funds . 

The  Dreyfus  Consumer  Credit  Corporation  does  not  engage  in 
any  business  other  than  holding  loans  that  were  made  in 
1992. 

Dreyfus -Lincoln.  Inc.  is  the  second- tier  holding  company  of 
Dreyfus  Security  Savings  Bank,  F.S.B.  and  will  remain  a 
subsidiary  of  The  Dreyfus  Corporation  so  that  payments 
received  under  a  noncompetition  agreement  can  be  credited  to 
Dreyfus . 

Dreyfus  Management .  Inc .  provides  investment  advisory 
services  to,  among  other,  corporate  retirement  plans, 
individuals,  foundations  &  endowments.   It  is  registered 
with  the  U.S.  Securities  and  Exchange  Commission  and  in  17 
states  as  an  investment  adviser. 

Dreyfus  Personal  Management .  Inc .  offered  discretionary 
advisory  seirvices  primarily  to  individuals;  it  became 
inactive  as  of  July  1,  1993,  and  does  not  currently  have  any 
clients.   It  is  registered  with  the  U.S.  Securities  and 
Exchange  Commission  and  in  7  states  as  an  investment 
adviser. 

Lion  Management .  Inc .  is  registered  with  the  Commodity 
Futures  Trading  Commission  and  the  National  Futures 
Association  as  a  commodity  pool  operator  and  commodity 
trading  adviser. 

Dreyfus  Precious  Metals.  Inc.  is  in  the  business  of 
investing  and  selling  to  its  customers  certain  precious 
metals,  such  as  gold,  silver  and  platinum  bullion,  American 
gold  eagle  coins  and  Canadian  maple  leaf  coins. 

Dreyfus  Service  Corporation  currently  serves  as  distributor 
of  Dreyfus  managed  and/or  administered  mutual  funds  pursuant 
to  the  terms  of  a  distribution  agreement  with  each  fund.   It 
is  registered  with  the  U.S.  Securities  and  Exchange 
Commission,  the  National  Association  of  Securities  Dealers, 
Inc.  and  all  fifty  states  as  a  broker- dealer.   Upon  the 
consummation  of  the  transaction,  the  distribution  function 
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will  be  transferred  to  an  independent  third  party  and  the 
company's  activities  will  conform  to  those  permissible  under 
the  Glass -Steagall  Act. 

Seven  Six  Seven  Agency.  Inc.  serves  as  Dreyfus'  in- house 
advertising  agency. 

Dreyfus  Company  That  Will  Become  an  Operating  Subsidiary 
of  Mellon  Bank  (DE)  National  Association 

Dreyfus  Service  Organization.  Inc.  serves  as  agent  in  the 
sale  of  variable  annuity  products  issued  by  Transamerica 
Occidental  Life  Insurance  Company  and  First  Transamerica 
Life  Insurance  Company.   It  is  licensed  as  an  insurance 
agent  in  thirty- three  states.   It  will  become  a  subsidiary 
of  Mellon  Bank  (DE)  or  a  subsidiary  of  MBC  Insurance  Agency, 
a  subsidiary  of  Mellon  Bank  (DE) ,  located  in  the  town  of 
Lewes,  Delaware,  a  town  with  a  population  of  fewer  than 
5,000  persons. 

Annex  A,  Part  II 

Dreyfus  Cos^anies  That  Will  Become  Non-Bank  S\ibsldlarles 
of  MBC  (Application  for  Approval  Piled  January  3,  1994) 

The  Dreyfus  Security  Savings  Bank.  F.S.B.  is  an  FDIC- insured 
federal  savings  bank  with  approximately  $40  million  in 
assets. 

The  Dreyfus  Trust  Company  is  a  New  York  limited  purpose 
trust  company. 

Annex  A,  Part  III 

Dreyfus  Companies  That  Will  Become  Non-Beuik  Subsidiaries 
of  MBC  (Application  to  be  filed  later  in  Jemuary) 

Dreyfus  Acquisition  Corporation  is  used,  from  time  to  time, 
by  Dreyfus  to  make  equity  and  debt  investments.   Its 
holdings  will  be  reduced  or  liquidated  following  consumma- 
tion of  the  transaction. 

Major  Trading  Corporation  engages  primarily  in  investing  and 
trading  in  securities  for  its  own  account.   Its  holdings 
will  be  reduced  or  liquidated  following  consummation  of  the 
transaction. 

Dreyfus  Partnership  Management.  Inc.  serves  as  non-managing 
general  partner  of  Dreyfus -managed  funds  organized  as 
limited  partnerships.   Its  interests  do  not  represent  more 
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than  5  percent  of  the  outstanding  voting  shares  of  any 
company . 

Dreyfus  Realty  Advisors.  Inc.  engages  in  the  business  of 
providing  investment  advisory  services  relating  to  the 
acquisition,  management,  and  disposition  of  real  estate  and 
real  estate  related  investments. 

The  Trot wood  Corporation  and  its  subsidiary,  The  Trotwood 
Hunters  Site  A  Corporation,  are  designed  to  assist  in  the 
development  of  a  major  governmental /private  enterprise  real 
estate  project  in  New  York  City  know  as  "Queens  West". 

The  Truepenny  Corporation  is  the  parent  corporation  of  The 
Trotwood  Corporation. 

Annex  A,  Part  IV 

Dreyfus  Companies  That  Will  Be  Liquidated  or  Divested 

Dreyfus  Consumer  Life  Insurance  Company  is  an  insurance 
company  that  was  originally  intended  to  provide  services  in 
connection  with  universal  life  insurance  business.   The 
company  does  not  currently  write  any  insurance  business,  but 
is  licensed  in  thirty  states.   It  is  anticipated  that  the 
company  will  be  sold  prior  to  closing  or  as  soon  thereafter 
as  practical . 

Dreyfus  Garden  City.  Inc.  is  the  holding  company  of  The 
Dreyfus  Trust  Company.   It  is  anticipated  that  this  company 
will  be  liquidated. 

The  Dreyfus  Holding  Corporation  is  the  holding  company  of 
Dreyfus  Thrift  &  Commerce,  a  Utah- chartered  industrial  loan 
company  that  became  inactive  on  March  1,  1993  when  its 
assets  and  liabilities  were  transferred  to  Dreyfus  Security 
Savings  Bank.   It  is  anticipated  that  this  company  will  be 
liquidated. 

Dreyfus  Media.  Inc.  may  sponsor  television  or  radio  prograuns 
or  events  and  engage  in  other  communications -related 
activities  involving  the  financial  services  industry, 
including  Dreyfus  Funds. 

The  Dreyfus  Trust  Company  holds  a  New  Jersey  trust  company 
charter  but  has  never  been  activated. 

Dreyfus  Canada.  Inc.  acts  as  the  exclusive  agent  for  the 
sale  of  Dreyfus  International  Investment  Programs  and  as 
distributor  of  the  shares  of  The  Dreyfus  Fund  International 
Limited. 

Dreyfus  Sales  of  Canada.  Ltd.  has  never  commenced 
operations. 
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Mr.  Frank  V.  Cahouet 

Chairman 

Mellon  Bank  Corporation 

One  Mellon  Bank  Center 

Pittsburgh,  Pennsylvania   15258 

Mr.  Howard  Stein 

Chairman 

The  Dreyfus  Corporation 

200  Park  Avenue 

New  York,  New  York   10166 

Dear  Messrs.  Cahouet  and  Stein: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

In  December,  representatives  of  your  institutions  were 
advised  that  the  Subcommittee  would  be  looking  into  this  transac- 
tion and  that  hearings  would  be  scheduled  in  the  near  future.   As 
a  starting  point,  we  have  reviewed  the  copy  of  the  Notice  of  the 
transaction  and  supporting  documentation  that  was  delivered  to 
the  Committee  on  Energy  and  Commerce  on  January  3,  1994  as  well 
as  your  letter  of  January  7,  1994  responding  to  the  December  20, 
1993  Gonzalez-Dingell  letter.   In  order  to  assist  the  Subcommit- 
tee in  its  investigation  and  in  preparation  for  the  upcoming 
hearings,  your  cooperation  is  requested  in  providing  the  follow- 
ing responses,  information,  and  documents  by  the  close  of  busi- 
ness on  Friday,  February  18,  1994. 

1.    Your  January  3  transmittal  letter  states  that  you  have 
enclosed  "a  copy  of  the  public  portion  of  the  Notice 
that  was  filed  by  Mellon  Bank  on  December  30,  1993  with 
the  Comptroller  of  the  Currency."   [Emphasis  supplied.] 
Please  catalogue  and  submit  the  nonpublic  portion  as 
well  so  that  we  can  examine  the  entirety  of  the  trans- 
action. 


797 


Mr.  Frank  V.  Cahouet 
Mr.  Howard  Stein 
Page  2 

2.  Please  provide  us  with  copies  of  the  applications  MBC 
has  filed  with  the  Board  of  Governors  of  the  Federal 
Reserve  System  and  with  the  Office  of  Thrift  Supervi- 
sion in  connection  with  the  proposed  merger  (your 
January  7  letter  at  pages  4-5) .   Please  advise  us 
whether  there  are  any  other  regulatory  approvals  re- 
quired or  sought  in  connection  with  this  transaction 
and  provide  us  with  copies  of  the  related  documenta- 
tion. 

3.  Your  Notice  includes  Dreyfus'  1992  annual  report  and 
its  quarterly  report  for  the  quarter  ended  September 
30,  1993  (Tab  4).   No  financial  information  on  MBC  and 
Mellon  Bank  was  included.   Please  provide  us  with 
copies  of  the  annual  reports  (including  certified  fi- 
nancial statements)  and  the  most  recent  quarterly 
reports  for  Dreyfus  and  MBC  and  Mellon  Bank  for  1990  to 
the  present.   Please  also  submit  copies  of  any  finan- 
cial projections  that  have  been  prepared  with  respect 
to  the  combined  entities. 

4. a.  The  Policy  Statement  on  Mutual  Funds  (Tab  5)  appears  to 
adopt  many  but  not  all  of  the  requirements  of  H.R. 
3447,  the  Securities  Regulatory  Equality  Act,  a  bill 
currently  pending  before  the  Committee  on  Energy  and 
Commerce.   Accordingly,  please  state  with  which  provi- 
sions of  H.R.  3447  do  MBC  and  Dreyfus  not  plan  to 
comply.   Please  identify  by  cross  reference  to  specific 
sections  of  the  bill  and  of  the  Policy  Statement  which 
provisions  you  have  incorporated  within  your  Policy 
Statement  and  which  you  have  not,  with  an  explanation 
of  your  noninclusion  decisions. 

b.  Paragraph  A.  on  p.  1  defines  the  term  "Mellon  Companies"  as 
MBC's  subsidiaries,  including  its  bank  subsidiaries.   The 
term  "Mellon-Advised  Funds"  is  defined  as  mutual  funds  for 
which  Mellon  Companies  provide  advisory  services.   Because 
Dreyfus  will  become  a  subsidiary  of  Mellon  Bank,  rather  than 
of  MBC,  it  is  unclear  to  what  extent  the  Policy  Statement 
will  apply  to  Dreyfus  and  Dreyfus-advised  funds.   Please 
state  with  precision  whether  Dreyfus  will  be  considered  a 
Mellon  Company  and  whether  Dreyfus-advised  funds  will  be 
considered  Mellon-Advised  Funds  for  purposes  of  the  Policy 
Statement.   If  these  definitions  do  not  include  Dreyfus  and 
the  Dreyfus-advised  funds,  please  explain  in  detail  what 
policies  and  procedures  you  will  implement  with  respect  to 
Dreyfus  and  Dreyfus-advised  funds. 

c.  Paragraph  J.  on  p.  5  states  in  relevant  part  that: 
"Mellon  Company  employees  recommending  and  selling 
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mutual  funds  (Investment  Services  Employees)  will  be 
properly  qualified  and  trained. .. .No  person  will  recom- 
mend or  sell  mutual  fund  shares  in  Mellon  Bank  branches 
unless  he  or  she  is  registered  with  the  National  Asso- 
ciation of  Securities  Dealers  (NASD)  as  a  broker  or 
dealer,  or  as  a  representative  of  a  broker  or  dealer, 
or  as  an  investment  adviser." 

Although  we  appreciate  the  fact  that  Mellon  Bank  appar- 
ently intends  to  act  through  registered  broker-dealers, 
please  (i)  state  plainly  whether  Mellon  Bank  propri- 
etary and  Dreyfus  funds  will  be  sold  only  through 
Securities  Exchange  Act-registered  broker-dealers  who 
are  licensed,  qualified  and  in  good  standing  with  the 
NASD,  and  (ii)  provide  specific  information  regarding 
how  such  funds  will  be  sold  on  bank  premises.   If  it  is 
not  your  intention  to  use  registered  broker-dealers 
exclusively  for  such  sales,  please  outline  and  explain 
in  detail  any  and  all  exceptions  and  how  those  entities 
and  activities  will  be  regulated.   Please  also  explain 
the  role,  if  any,  of  bank  tellers  and  other  non-securi- 
ties personnel  in  selling  funds.   In  the  event  that 
bank  personnel  are  involved  in  such  sales,  how  will 
they  be  compensated?  Will  such  funds  be  sold  in  a 
physical  location  that  is  separated  from  the  bank? 

d.  Paragraph  D.  on  page  9  states:   "If  a  Mellon  Company  is 
underwriting  or  placing  any  security,  it  will  not  sell 
such  security  to  a  Mellon-Advised  Fund."   Please  speci- 
fy the  circumstances  under  which  you  expect  Mellon 
Companies  to  become  involved  in  underwriting  activities 
and  discuss  the  basis  for  such  activity  under  the 
Glass-Steagall  Act.   Please  state  unequivocally  whether 
(1)  underwriting  and  (2)  placing  will  be  conducted  only 
through  Securities  Exchange  Act-registered  broker- 
dealers  who  are  licensed,  qualified  and  in  good  stand- 
ing with  the  NASD.   If  that  is  not  your  intention, 
please  outline  and  explain  in  detail  any  and  all  excep- 
tions and  how  such  entities  and  activities  will  be 
regulated. 

e.  Paragraph  B.  on  page  11  states:   "For  so  long  as  any 
Mellon  Company  is  defined  as  a  "broker"  under  Section 
3(a)(4)  of  the  Securities  Exchange  Act  of  1934...,  such 
company  will  continue  to  be  maintained  as  a  separate 
company,  registered  with  the  SEC  and  subject  to  the 
1934  Act.   In  addition,  for  so  long  as  any  Mellon 
Company  is  defined  as  an  "investment  adviser"  under  the 
Investment  Advisers  Act  of  1940...,  such  company  will 
continue  to  be  maintained  as  a  separate  company,  regis- 
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tered  with  the  SEC  and  subject  to  the  Advisers  Act." 
[Emphasis  supplied.] 

Please  explain  the  meaning  of  the  "for  so  long  as..." 
language  and  advise  the  Subcommittee  of  any  intentions 
to  negatively  affect  such  status  and  registration.   If, 
in  fact,  the  Mellon  Company  ceased  to  be  registered  as 
a  broker-dealer  and  an  investment  adviser,  under  what 
regulatory  scheme  would  you  anticipate  that  its  securi- 
ties activities  be  regulated?   Would  that  scheme  pro- 
vide customers  comparable  opportunities  to  pursue 
private  remedies?   Please  be  specific  and  document  your 
analysis. 

5.  The  Policy  Statement  states  at  paragraph  N.  on  page  6 
that:   "Tellers  at  Mellon  Banks  will  not  receive  refer- 
ral fees  based  on  the  success  of  sales  of  shares  of 
mutual  funds."   [Emphasis  supplied.]   Will  tellers 
receive  any  other  kind  of  referral  fees?   Please  clari- 
fy.  If  there  will  be  no  referral  fees,  please  so 
state.   As  a  general  matter,  under  what  circumstances 
will  bank  tellers,  customer  service  personnel,  and 
similar  personnel  recommend  mutual  funds,  either  gener- 
ally or  as  an  alternative  to  certificates  of  deposit 
and  money  market  deposit  accounts?   Please  advise  in 
detail  how  these  referrals  or  recommendations  will  take 
place. 

6.  The  Policy  Statement  states  at  VI.   Relationships 
Between  Mellon  Banks  and  Dreyfus  on  page  9  that:   "All 
transactions  between  Mellon  Banks  and  Dreyfus  and  its 
subsidiaries  will  be  subject  to  Sections  23A  and  23B  of 
the  Federal  Reserve  Act  without  giving  effect  to  the 
exemption  set  forth  in  subsection  (b) (2) (A)  of  Section 
23A.  " 

Since  Sections  23A  and  23B  do  not  apply  by  their  ex- 
press terms  to  the  subject  entities,  and  since  there  is 
presumably  no  regulatory  experience  with  the  applica- 
tion of  those  provisions  to  banks  vis-a-vis  their  sub- 
sidiaries, please  explain  in  detail  your  understanding 
of  how  these  restrictions  will  be  implemented,  examined 
for,  and  enforced. 

7.  What  policies  or  procedures  do  you  have  in  place  to  prevent 
MBC,  Mellon  Bank,  and  their  subsidiaries  and  affiliates, 
from  misusing  material  nonpublic  information,  and  to  prevent 
persons  in  possession  of  material  nonpublic  information  from 
communicating  it  to  others?   Please  explain  how  these  poli- 
cies or  procedures  operate  to  prevent  the  misuse  or  trans- 
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■ission  of  material  nonpublic  inforaation.   Please  discuss 
whether  and  how  these  policies  and  procedures  will  be  ap- 
plied to  2reyfus  and  Dreyfus-advised  f-onds,  particularly  how 
they  will  crever.t  the  trar.snssior.  of  material  nonpublic 
i-forr.2ti:r.  betwesr.  Xellcr.  BarJc  and  E>reyfus.   If  you  intend 
zz    irrle-er.t  separate  pcli:ies  or  proredures  for  Dreyfus  and 
y.ell:*  B2.-X ,  zlsiss  discuss  thea.   In  particular,  please 
exrlii-  .".:■.  .":.r  r-L.riss  and  pro-=edures  would  prevent  Y.SZ , 
va\iz-    ;  =  -■.   :r  =-   ::  tl-.eir  affiliates  or  sutsidiaries  frsr 
er.:ir.-r  .-  i".-  ec-sivs  trading  practices  with  respect  to 
--k    ;r= ' :u5-advissd  funds.   rlease  explain  why  such  policies 
;-;  zrirsdures  are  not  mtludsd  m  the  Policy  Statement. 
?l  =  2se  furnish  us  with  a  --ritten  copy  of  those  E>olicies  and 
cr;:eiures  with  your  response  to  this  letter. 

S.    T-e  r^rrliance  D%'er%'iew  (Tab  6)  seems  to  say  that  KBC 

....  ;r  assuring  responsibility  for  Dreyfus'  coapliance 
:.- :--.:-  =  .   Vnat  expertise  does  MBC  have  with  respect 
-z    zzTz..i-z=   With  the  federal  securities  laws?   Please 
c.-,.-€  '^b:  3  responsibilities  and  Dreyfus'  responsi- 
cil-t-=s  resrertively  under  this  construct.   Please 
exclam  m  detail  how  YBZ   and  Mellon  Bank  will  insulate 
therselves  froa  liabilitv  under  sections  20(a)  and 
15  t   IV   I   cf  tne  Exonange  Art  in  view  of  this  ac- 
. - ; .  .€- r^-e- -  ;:  "i.-cn's  control  relationship  with 
r=;.-i-i;  s=:-r---=5  entities,  and  the  ispact  of  such 
liaoilitv  en  Its  :atital  position.   rurtheraore,  what 
will  be  the  liatili'tv  :f  ksc  =nd/or  Kellon  aanV.  and  the 
dec-osit  insurants  f-nd  for  investor  lawsuits  against 


7ns  :;-i.-i-:e  Overview  states  at  page  1  KBC's  "cosait- 
rent  tnat  Dreyfus  will  be  operated  as  an  independent 
entitv  for  at  least  two  years.'   What  do  you  contes- 
plate' doing  with  Dreyfus  after  two  years?   Please  be 
soecific.   In  addition,  do  you  conterplate  any  changes 
in  personnel,  especially  key  persorj.el,  at  Dreyfus  and 
Dreyfus  related  entities? 

Your  Decerber  30,  1593  transmittal  letter  to  Deputy 
Cosctroller  Karen  Wilson  fthe  Wilson  letter,  notes  tnat 
the' oro=;sed  transaction  "will  substantially  increase 
the  ':a::lt2l  of  Mellon  BarJc,"  and  the  related  capital 
■i-sz.zs.---s    raise  o-jestions  about  consolidated  capital 
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a.  Dreyfus  Service  Corporation  (DSC)  is  registered  ••■ith  the 
SEC*  t-^.e  SASD  and  all  fifty  states  as  a  hroicer-dealer ,  ard, 
as  sue.*:,  is  subject  to  r.ecessary  and  appropriate  fi-ir.cial 
respxsr.sicility  standards  ir.cludinc  the  applicarle  ret  capi- 
tal req^-ireier.ts  ur.der  Secticr.  15(0(3)  of  the  Ixcha.—e  Act. 
Please  state  vr-ether  the  prcpcsed  capital  consoliaaticr.  will 
affect  ZSC's  ability  to  remain  in  coiipliance  with  the  appli- 
cable fir.ar.cial  responsibility  requirements  under  the  feder- 
al securities  lavs.'  Kow  can  DSC's  capital  be  counted  to- 
wards t-he  ba.-Jc,  and  also  for  the  securities  firn?   Can 
Mellon  vithdraw  capital  froa  Dreyfus  tc  satisfy  its  ba.-Jci.ng 
needs,  leaving  :;sc' --ithout  enough  reg-ulatcry  capital?  what 
safeguards  dees  Mellon  Ban)c  inte.-.d  to  institute  to  protect 
and  segregate  the  capital  of  ZSC- 

11.   DSC  currently  serves  as  distributor  of  Dreyfus  lanaged 
and/ or  administered  funds  pursuant  to  the  teras  of  a 
distribution  agreement  with  each  fund.   The  Wilson 
letter  states  that  "'a]pon  the  consuaiaiation  of  the 
transaction,  the  distribution  function  will  be  trans- 
ferred tc  an  independent  third  party  and  the  coapany's 
activities  will  conforx  tc  these  permissible  under  tne 
Glass-Steagall  .^ict." 

a.  Please  outline  and  explain  what  activities  will  reiain 
in  DSC  and  what  acti%'ities  will  be  spun  off  to  the 
third  party  distributor. 

b.  Concerns  have  been  raised  that  third  party  distributors 
in  general  are  sere  shell  companies  that  do  v«ry  little 
and'whc  usually  subcontract  out  all  activities,  in- 
cluding advertising  and  xaricetirvg,  to  the  b&rJk.      The 
snail  fees  ti-pically  paid  to  such  distributors  bear  out 
the  lack  of  functions.   Indeed,  the  Legal  Meacra.Tdus 
(Tab  3)  notes  at  page  3  6  that  ";b:arJ'CS  have  i.ncreasi.nc- 
ly  sought  to  decrease  the  roles  of  third  party  distrib- 
utors in  the  marketing  of  t.heir  prcprietary  Eutual 
funds  and  ccrrensurately  to  increase  their  own  rcle  anc 
that  of  their  crcser-iealer  affiliates.*   Cther  than 
putting  its  nai:e  on  prospectuses,  what  do  you  ccnten- 
plate  that  the  third  party  distributor  will  dc  such 
that  it  will  be  deemed  a  "principal  underwriter*  pursu- 
ant to  section  2;a)(29)  cf  the  Investment  Company  Act 
of  19.;0?   Please  provide  specific  information  regarding 
the  nature  and  extent  cf  the  distributers'  role  a.nd  any 
sub-contracts  with  y.ellcn  entities.   Has  an  agreement, 
in  draft  or  final  form,  been  reached  with  any  third 
party  distributors?   If  so,  please  provide  a  copy  cf 
anv  such  agreenent.   How  will  third  party  distributors 
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be  compensated?  Also,  will  DSC  continue  to  be  regis- 
tered as  a  broker-dealer? 

12.   The  Legal  Memorandum  states  at  page  23  that  "the  Bank 
will  not  make  any  changes  in  the  Policy  Statement 
without  prior  notice  to  the  Comptroller  and  the  Federal 
Reserve  Board,  and  the  Bank  will  not  make  such  change 
if  either  agency  informs  the  Bank  (within  30  days  of 
the  notification)  that  the  change  would  result  in  a 
violation  of  the  Glass-Steagall  Act."  The  accompanying 
footnote  states  that  "[i]n  addition,  the  Bank  will  not 
make  any  change  if  it  is  advised  (within  30  days  of  the 
notification)  by  the  Comptroller  that  the  change  would 
be  inconsistent  with  the  Comptroller's  approval  of  the 
proposed  transaction." 

These  commitments  provide  no  prior  notice  to  the  SEC, 
appropriate  Congressional  oversight  committees,  or  the 
public,  notwithstanding  the  potential  import  of  such 
changes  not  only  to  safety  and  soundness  but  also  to 
consumer  protection  and  investor  protection.  Please 
explain  your  rationale  for  limiting  prior  notice  to  the 
Comptroller  and  the  Federal  Reserve. 

Please  explain  your  rationale  for  limiting  the 
regulators'  grounds  for  objection,  that  would  block 
change  to  the  Policy  Statement,  to  that  the  change  (1) 
"would  result  in  a  violation  of  the  Glass-Steagall 
Act,"  or  (2)  "would  be  inconsistent  with  the 
Comptroller's  approval  of  the  proposed  transaction." 
What  changes  would  result  in  violation  of  the  Glass- 
Steagall  Act?   To  what  extent  does  the  scope  and  effec- 
tiveness of  the  second  ground  depend  on  the  extent  to 
which  the  Comptroller  makes  the  Policy  Statement's 
voluntary  commitments  formal  conditions  of  approval? 
How  much  of  the  Policy  Statement  could  you  rescind 
without  triggering  regulatory  objection  under  the 
standards  on  page  23? 

13.  The  Wilson  letter  notes  that  the  Dreyfus  Security 
Savings  Bank  (DSSB)  will  become  a  non-bank  subsidiary 
of  MBC.   What  activities  will  be  conducted  in  DSSB?   In 
which  states  is  DSSB  currently  authorized  to  branch? 
Please  describe  any  plans  to  apply  to  branch  into  other 
states  and  any  plans  by  MBC  or  Mellon  to  enter  into 
joint  ventures  with  DSSB  in  order  to  engage  in  full 
interstate  branching. 

14.  Have  MBC,  Mellon  Bank,  or  Dreyfus  had  any  enforcement  ac- 
tions filed  against  them  during  the  past  10  years,  and  have 


803 


Mr.  Frank  V.  Cahouet 
Mr.  Howard  Stein 
Page  8 

these  entities  entered  into  any  agreements  with  their  re- 
spective regulators  concerning  compliance-related  matters? 
Please  explain  in  detail  and  submit  copies  of  related  docu- 
ments . 

15.  Please  confirm  that  no  documents  relating  to  this  transac- 
tion have  been  destroyed  since  the  public  announcement.   If 
any  documents  have  been  destroyed,  please  provide  a  detailed 
description  of  the  document (s)  and  the  circumstances  of  the 
destruction. 

16.  Please  provide  us  with  copies  of  the  following  materi- 
als cited  in  the  Legal  Memorandum: 

(1)  Mellon  Bank  Corporation.  79  Fed.  Res.  Bull. 
626  (1993) 

(2)  The  Pearson  Letter  (January  13,  1993) 

(3)  The  Glidden  Letter  (January  14,  1993). 

Thank  you  for  your  cooperation  and  attention  to  this  re- 
quest 

Lncerely , 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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tS'IP.  ,f  A?i3  C3HHERCE 
Li.S.  HOUSt  OF  KEFRESENrAIIVES 


February  18,  1994 

The  Honorsible  John  D.  Dingell, 
Chairman, 

Subcommittee  on  Oversight  and  Investigations, 
Committee  on  Energy  and  Commerce, 
2323  Raybum  House  Office  Building, 
Washington,  D.C.   20515. 

Re:   Mellon  Bank  Corporation/The 
Dreyfus  Corporation 

Dear  Chairman  Dingell: 

We  are  writing  to  respond  to  your  letter  to  us, 
dated  January  28,  1994,  regarding  the  merger  agreement 
between  The  Dreyfus  Corporation  ("Dreyfus")  and  Mellon  Bank 
Corporation  ("Mellon"). 

As  an  overview,  our  Policy  Statement  extends 
beyond  existing  law  and  regulation  because  we  share  the 
concerns  you  have  expressed.   Mell-on  and  Dreyfus  fully 
intend  to  eibide  by  the  spirit  as  well  as  the  letter  of  the 
commitments  made  in  the  Policy  Statement.   Accordingly,  we 
want  to  assure  you  that  we  are  willing  to  have  the 
commitments  set  forth  in  the  Policy  Statement  be  converted 
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into  conditions  of  regulatory  approval  and  thereby  become 
enforcec±)le  requirements. 

Our  responses  to  your  specific  questions  follow: 

1.  In  accordance  with  discussions  with  your 
staff,  we  are  separately  submitting  the  nonpublic  portion  of 
the  Notice  filed  by  Mellon  Bank  with  the  Comptroller  of  the 
Currency  on  December  30,  1993.   (Exhibit  1.)   We 
respectfully  request  that  the  Subcommittee  preserve  the 
confidentiality  of  financial  projections  (provided  in 
response  to  this  Item  1  and  in  response  to  Item  3)  and  other 
business,  competitive  and  trade  secret  information.* 

2.  Copies  are  enclosed  of  the  applications  and 
supplementary  materials  Mellon  Bank  Corporation  ("MBC") 
filed  with  the  Board  of  Governors  of  the  Federal  Reserve 
System  and  the  Office  of  Thrift  Supervision.   An  application 
will  be  filed  with  the  New  York  State  Banking  Department;  if 
that  application  extends  beyond  the  Federal  Reser-ve 
application,  a  copy  will  be  filed  with  the  Subcommittee. 
Copies  of  any  other  applications  filed  with  state 


These  financial  projections  and  other  information 
contain  material  that  is  highly  sensitive,  including 
from  a  competitive  perspective. 
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authorities  will  be  filed  with  the  Subcommittee. 
(Exhibit  2.) 

3 .  Copies  are  enclosed  of  the  annual  reports  for 
MBC  and  Dreyfus  for  1990,  1991  and  1992,  Mellon' s  most 
recent  quarterly  report  {third  quarter  of  1993) ,  and  earn- 
ings releases  of  MBC  and  Dreyfus  for  the  full  year  1993.* 
Mellon  Bank,  as  a  wholly- owned  subsidiary  of  MBC,  does  not 
prepare  annual  reports,  but  we  have  enclosed  its  most  recent 
financial  statements  filed  with  the  Comptroller  of  the 
Currency.   Financial  projections  prepared  with  respect  to 
the  combined  entities,  in  addition  to  those  provided  in 
response  to  Item  1,  are  also  enclosed.   (Exhibit  3.) 

4.  Many  of  the  specific  questions  in  Item  4  are 
directed  to  the  issue  of  customer  protection.   As  an  intro- 
ductory comment,  we  would  note  that  Sections  35  and  36  of 
the  Investment  Company  Act ,  which  are  enforceable  by  the 
Securities  and  Exchange  Commission  ("SEC"),  contain  several 
directly  relevant  provisions.   Section  35(a)  makes  it 
unlawful  for  any  person  in  selling  a  security  of  a  regis- 
tered investment  company  to  "represent  or  imply  in  any 


Certain  of  this  information  was  provided  to  the  staff 
of  the  Committee  on  February  4,  1994. 
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manner  whatsoever  that  such  security  or  company  has  been 
guaranteed  [or]  sponsored  by  the  United  States  or  any  agency 
or  office  thereof".   Section  35(d)  provides  that  it  is 
unlawful  for  a  registered  investment  company  to  adopt  as 
part  of  the  name  of  the  company  any  words  which  the  SEC 
finds  to  be  deceptive  or  misleading.   Section  36  generally 
authorizes  the  SEC  to  bring  actions  against  investment 
advisors  of  a  mutual  fund  for  a  breach  of  fiduciary  duty. 
Specifically,  an  investment  advisor  and  its  affiliates  are 
deemed  to  have  a  fiduciary  duty  with  respect  to  the  receipt 
of  compensation  or  payments  paid  by  the  mutual  fund. 

4. a.   As  you  have  noted,  Mellon' s  Policy  Statement 
adopts  many  of  the  provisions  of  H.R.  3447.   This  result 
reflects  Mellon' s  and  Dreyfus'  agreement  with  your  statement 
that  H.R.  3447  "provide [s]  a  strong  and  responsible  frame- 
work for  functional  regulation  to  strengthen  taxpayer  and 
investor  protections  in  the  wake  of  recent  decisions  allow- 
ing banks  to  expand  their  securities  activities".   In  those 
limited  cases  where  the  requirements  of  H.R.  3447  have  not 
been  adopted  in  full,  Mellon  and  Dreyfus  believe  that 
adequate  consumer  and  other  protections  are  provided  by 
alternative  methods  and/or  that  unilateral  adoption  of  these 
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requirements  prior  to  legislative  enactment  would  place 
Mellon  and  Dreyfus  at  a  serious  competitive  disadvantage. 

The  following  chart  compares  (i)  the  relevant 
provisions  of  H.R.  3447  (as  it  relates  to  the  Mel Ion -Dreyfus 
merger)  and  (ii)  a  summary  of  the  related  specific  Policy 
Statement  provisions,  and  sets  forth  an  explanation  for 
those  provisions  of  H.R.  3447  that  were  not  adopted. 


H.R.  3447 
Section 

Section  104 


H.R.  3447 
Requirement 

Separate  corporate 
entity. 


Policy  Statement 

DreyfuB  will  be  maintained  as 
a  separate  corporate  entity 
and  its  present  registered 
broker-dealer  subsidiary, 
Dreyfus  Service  Corporation, 
will  remain  registered  as  a 
broker-dealer  with  the 
Securities  and   Exchange 
Commission.   (This 
requirement  was  contenplated 
by  the  Notice  and  Policy 
Statement  (Introduction,  H  A 
and  VIII)  and  will  be  added 
as  a  specific  provision  to 
the  Policy  Statement.) 
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H.R.  3447 

Section 


H.R.  3447 
Requirement 


Section  111(a)   Custodial  services. 


Section  112(a)   Affiliated  person. 


Policy  Statement 

If  in  the  future  Mellon  were 
to  serve  as  custodian  for 
Dreyfus  Funds  pursuant  to  a 
decision  by  the  Dreyfus  Fund 
boards,  it  believes  that  it 
would  clearly  qualify  for 
exemptive  rules  promulgated 
by  the  SBC.   Mellon  is  one  of 
the  nation's  major  custodial 
banks  and  the  Policy  State- 
ment contains  a  number  of 
provisions  that  assure 
investor  protection.   We 
believe  that  Section  111 (a) 
was  not  written  as  a  flat 
prohibition,  but  is  designed 
to  permit  custodial  services 
as  authorized  by  the  SEC.   We 
also  note,  in  this  regard, 
that  the  independent 
directors  of  the  Dreyfus 
Funds  must  approve  the 
election  of  and  review  the 
performance  of  the  custodian. 
In  addition.  Rule  17f-2  under 
the  Investment  Company  Act 
requires  oversight  by  the 
independent  auditors  of  a 
mutual  fund  whose  assets  are 
held  in  custody  by  a  banJt 
affiliated  with  the  fund's 
adviser  and  Mellon  has  made  a 
similar  commitment.   (V,B.) 

Mellon  and  its  affiliates 
will  be  "affiliated  persons" 
of  the  Dreyfus  Funds.   (This 
requirement  was  contemplated 
"by  the  Notice  and   will  be 
added  as  a  specific  provision 
to  the  Policy  Statement.) 
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H.R.  3447 
Section 

Section  112 (b) 


H.R.  3447 
Requirement 

Purchases/Retire 
indebtedness . 


Section  113 


Controlling  interest. 


Section  114 


Borrowing  from  an 
affiliated  ban)c. 


Policy  Statement 

No  Dreyfus  Fund  will  purchase 
securities  in  an  underwriting 
if  a  Mellon  Con^any  en^loyee 
acting  in  an  investment 
advisory  capacity  has  actual 
)cnowledge  that  the  proceeds 
will  be  used  to  retire 
indebtedness  to  any  Mellon 
bank  subsidiary.   (VII, A.) 

If  any  Mellon  Company  owns  a 
controlling  interest  in  a 
registered  investment 
con^iany,  it  will  either  pass 
through  or  proportionately 
vote  the  shares  of  the 
investment  con^any  as 
provided  in  H.R.  3447,  to  the 
extent  consistent  with  its 
fiduciary  duties  and 
applicable  law  (including 
ERISA) .   (IV,C.) 

No  Dreyfus  Fund  shall  borrow 
from  a  Mellon  bank  subsidiary 
except  extensions  of  credit 
made  in  the  ordinary  course 
of  providing  custodial  or 
cash  management  services  to 
such  a  fund.   (V,A.) 
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H.R.  3447 
Section 


H.R.  3447 
RecTuirement 


Policy  Statement 

These  short-term  credit 
extensions  are  necessary 
because  during  the  process  of 
purchasing  and  selling 
millions  of  dollars  of 
securities  daily,  it  is  not 
unusual  for  a  custodial 
account  for  a  fund  to  become 
overdrawn  as  a  result  of 
events  outside  the  control  of 
the  fund  or  the  custodian. 
For  exas^le,  a  sale  of  a 
security  which  was  scheduled 
to  settle  on  a  particular 
date  might  not  settle  until 
the  next  day  because  of  a 
delay  in  a  wire  treuisfer  from 
a  third  party.   The  Dreyfus 
Funds  mcUce  such  borrowings 
from  their  present  custodian. 


Section  115(a)   Interested  person. 


Section  115(b)   Ban)(  holding  company. 


We  assume  that  this  is 
precisely  the  type  of  credit 
that  Section  114  would  permit 
the  SEC  to  exempt .   Such 
transactions  are  both  short 
term  and  not  volitional  in 
nature,  and  are  necessary  to 
provide  high  quality 
custodial  services. 

Any  such  extension  of  credit 
will  be  subject  to 
Sections  23A  and  23B  of  the 
Federal  Reserve  Act . 

No  Mellon  employee  will  serve 
as  a  director  of  a  Dreyfus 
Fund.   (III,B.) 

No  Mellon  Con^sany  will  advise 
a  mutual  fund  if  a  majority 
of  the  fund's  directors  are 
officers  or  directors  or 
employees  of  euiy  ban)c  holding 
company  or  its  affiliates. 
(III.D.) 
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H.R.    3447  H.R.    3447 

Section  Requirement  Policy  Statement 

Section   116  Name   confusion.  No  Mellon  Con^aany  will    sell 

shares  of   a  mutual   fund  or 
advise  a  mutual   fund  if   such 
fund  has   a  name,    title  or 
logo  that   is   the   same  as   the 
name,    title  or   logo  of  a 
Mellon  Bank  or   is   so   similar 
to  such  a  name,    title  or  logo 
as   to  be   confusing  to 
customers.     {II, A.) 

4.b.      The  term   "Mellon  Companies"   as  used  in  the 
Policy  Statement   includes  Dreyfus.      The   term   "Me 11 on -Advised 
Funds"    includes   the  Dreyfus -advised  mutual   funds    (the 
"Dreyfus   Funds"). 

4.C;    5.*     Mellon  Bank  proprietary   funds  and 
Dreyfus   Funds   sold  by  Mellon  Company  employees  will   be   sold 
only  by  Securities   Exchange  Act -registered  broker- dealers 
who  are   licensed,    qualified  and   in  good  standing  with  the 
NASD. 

Mutual    fund  shares   are   sold  on  Mellon  Bank 
premises   through     registered   representatives   of   InvestNet 
Corporation,    MBC's   broker-dealer  subsidiary.**      These 


*  For  convenience,    the   responses   to   Items   4.c  and  5   have 

been   combined. 

**        It   should  be  noted   that   a   small   portion  of   sales   of 
Dreyfus   Funds  will   be  made  at   or  through  Mellon  Bank 
branches.      The   other  sales  will   be  made   through 
Dreyfus'    traditional   distribution  channels. 
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registered  representatives  also  sell  mutual  fund  shares 
through  pre-arranged  meetings  at  customers'  homes  and 
customers'  offices  and  at  other  Mellon  offices.   In 
addition,  registered  representatives  of  Mellon  Investment 
Products  Company  ("MIPC"),  a  registered  broker-dealer 
subsidiary  of  Mellon  Bank,  sells  mutual  fund  shares  by 
telephone.   InvestNet's  registered  representatives  are 
primarily  oriented  towards  serving  the  needs  of  branch-based 
customers;  MIPC  focuses  on  institutions  and  high  net  worth 
individuals  (those  with  $500,000  or  more  in  investable 
assets)  and  fixed- income  investments. 

The  registered  representatives  of  InvestNet 
Corporation  have  the  responsibility  for  the  sales  efforts 
for  mutual  fund  shares  in  Mellon  Bank  branches.   These 
registered  representatives  meet  with  customers  by 
appointment  to  perform  an  asset  allocation  analysis  for  the 
customer  based  upon  the  customer's  financial  position,  tax 
status,  investment  objectives  and  risk  tolerance.   The 
representatives  also  use  these  meetings  to  educate  customers 
about  the  investment  products  being  offered.   These  meetings 
typically  occupy  at  least  an  hour's  time. 
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At  the  end  of  a  customer  meeting,  the  registered 
representative  will  recommend  suitable  investments  to  the 
customer.   If  the  representative's  analysis  shows  that  the 
customer  is  best  served  by  deposit  products,  the  customer  is 
referred  back  to  the  branch.   If  the  representative  believes 
that  the  customer  would  be  best  served  by  an  annuity,  the 
customer  is  referred  to  an  independent  insurance  agency  for 
this  purpose.   If  the  customer's  investment  profile 
indicates  that  mutual  funds  are  a  suitable  investment,  the 
representative  will  recommend  specific  mutual  funds  to  the 
customer.   Once  a  registered  representative  makes  recommen- 
dations to  a  customer  a  subsequent  meeting  is  frequently 
arranged  so  that  the  customer  can  think  over  the 
recommendations  before  acting.   At  the  first  meeting  the 
customer  receives  written  disclosures  that  mutual  funds  are 
not  FDIC- insured,  are  not  bank  obligations  or  bank- 
guaranteed  and  are  subject  to  investment  risk,  including  the 
possible  loss  of  principal,  and  that  Mellon  proprietary 
funds  pay  to  receive  certain  services  from  Mellon  entities. 
The  customer  signs  a  copy  of  these  disclosures  acknowledging 
their  receipt.   (Exhibit  4.) 
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The  role  of  non- securities  personnel  (tellers  and 
branch  platform  staff)  in  the  sale  of  mutual  fund  shares  is 
limited  and  specifically  delineated.   Specifically,  any  such 
personnel  making  referrals  relating  to  mutual  funds  must 
disclose  that  mutual  funds  are  not  insured  by  the  FDIC  or 
any  other  government  agency,  are  not  bank  accounts,  are  not 
guaranteed  by  or  obligations  of  Mellon  Bank  or  any  other 
bank,  and  that  mutual  funds  involve  a  certain  amount  of 
risk,  including  the  possible  loss  of  principal.   They  make 
these  disclosures  by  reading  customers  the  text  of  a  card. 
(Exhibit  5.) 

The  role  of  bank  tellers  is  minimal.   Tellers  can 
only  refer  potential  customers  for  investment  products  to 
branch  platform  staff  (customer  service  representatives  and 
branch  management) .   Tellers  are  strictly  prohibited  from 
providing  advice  or  recommendations  regarding,  or 
effectuating  sales  of,  mutual  funds. 

Branch  platform  staff  do-  not  provide  investment 
advice  or  recommendations  regarding  mutual  funds,  and 
provide  only  general  product  information  such  as  how  shares 
of  the  mutual  funds  may  be  purchased  and  the  difference 
between  mutual  funds  and  bank  deposits.   Brajich  platform 
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staff  are  trained  to  classify  customers  into  one  of  four 
categories,  by  their  investment  orientation  and  needs,  and 
generally  to  proceed  as  follows: 

(1)  Deposit -oriented  customers  to  whom  FDIC 
insurance  is  important  are  referred  back  to  tellers. 

(2)  Persons  seeking  investment  advice  (including 
advice  on  mutual  funds)  or  who  wish  to  purchase  a  mutual 
fund  other  than  a  Mellon  proprietary  fund  will  be  referred 
to  InvestNet.   The  role  of  InvestNet  personnel,  who  are 
registered  broker- dealers,  was  discussed  above. 

(3)  Persons  who  wish  to  receive  securities 
trading  services  without  investment  advice  will  be  given  an 
application  to  establish  brokerage  accounts  with  InvestNet. 
When  a  customer  makes  such  an  application,  he  or  she  signs 
the  same  form  that  a  customer  buying  mutual  funds  through  a 
registered  representative  would  have  signed.   (See 
Exhibit  4.)   Customers  establishing  InvestNet  accounts 
through  bank  branches  (or  otherwise)  buy  and  sell  mutual 
funds  and  other  securities  by  calling  InvestNet  directly. 

(4)  Persons  who  seek  to  purchase  shares  in  Mellon 
proprietary  funds  will  receive  applications  to  buy  these 
funds  from  broker- dealers  selling  the  funds.   Customers 
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receiving  these  applications  sign  a  disclosure  form  advising 
them  that  the  funds  are  not  FDIC- insured,  are  not  bank 
obligations  or  bank -guaranteed,  are  subject  to  investment 
risk  including  the  possible  loss  of  principal,  and  pay  to 
receive  certain  services  from  Mellon  entities.   (Exhibit  6.) 

The  training  materials  included  as  Exhibit  7 
demonstrate  this  approach. 

It  may  be  helpful,  at  this  point,  to  review  how 
and  when  Mellon  customers  receive  disclosures  of  the 
differences  between  bank  deposits  and  mutual  funds  when  they 
buy  a  mutual  fund  through  a  Mellon  Bank  branch.   First, 
Mellon  Bank  branches  have  graphic  disclosure  signs 
prominently  displayed  at  multiple  locations  within  each 
branch.   (Exhibit  8.)   Second,  any  customer  discussing 
uninsured  investment  products  with  a  branch  employee  is 
shown  and  read  a  disclosure  card.   (See  Exhibit  5.)   Third, 
customers  establishing  brokerage  accounts  with  InvestNet  or 
receiving  applications  to  purchase-  proprietary  funds 
directly  from  their  distributor  sign  a  disclosure  form 
acknowledging  receipt  of  disclosures.   (See  Exhibit  4.) 
Fourth,  the  Funds'  prospectuses  themselves  contain 
disclosures.   (Exhibit  9.)   Finally,  any  customer  meeting 

12S  LAN01\7890S.1 


818 

The  Honoraible  John  D.  Dingell  -15- 

with  a  registered  representative  receives  oral  disclosures 
from  the  representative  and  is  encouraged  to  discuss  them 
with  the  representative.   Thus,  Mellon  customers  receive 
disclosures  covering  the  critical  differences  between  mutual 
funds  and  bcuak  deposits  on  at  least  four  and  as  many  as  five 
occasions. 

Mellon' s  concern  with  disclosures  extends  beyond 
legal  and  regulatory  requirements.   Mellon  wants  its 
customers  to  understand  the  investment  products  that  they 
buy  through  the  bank.   This  is  not  just  due  to  Mellon' s 
concern  about  doing  the  right  thing  for  its  customers;  it  is 
also  good  business.   Mellon  believes  that  fostering  customer 
understanding  of  its  products  is  a  key  factor  in  preserving 
and  enriching  valuable  long-term  customer  relationships. 

Mellon  does  not  pay  branch  personnel  on  a  per- item 
basis  for  any  financial  service  or  product  which  is  referred 
or  sold.   This  procedure  is  in  contrast  to  a  number  of  banks 
which  pay  a  specific  fee  to  branch  personnel  for  referrals 
to  an  investment  sales  area. 

Rather,  Mellon  employs  an  incentive  compensation 
system  for  branch  personnel  that  is  designed  to  reward: 
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•  A  wide  range  of  sales  and  service  results 
consistent  with  its  relationship  banking 
philosophy. 

•  A  team  orientation  (eiinong  tellers,  customer 
service  representatives  and  branch  management)  to 
sales  and  service. 

Features  of  this  compensation  are: 

•  On  average,  salary  comprises  over  95%  of  tellers' 
and  customer  service  representatives'  take  home 
compensation.   Incentives  comprise  less  than  5%. 

•  Quarterly  branch  (team)  level  incentive  pools  are 
determined  by  formula,  with  each  branch  manager 
setting  and  paying  the  individual  incentive  awards 
of  branch  personnel  from  the  pool  for  that  branch. 

•  The  amount  of  a  branch's  incentive  payment  pool  is 
determined  by  the  branch's  performance  in  many 
different  categories,  including  Total  Quality 

(customer  service)  and  Management  Control 

(including  compliance).   In  fact,  compliance 

failures  can  remove  a  branch  from  the  pool 
entirely. 
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•  Individual  payments  from  the  branch  incentive  pool 
may  be  based  on  a  wide  variety  of  factors 
including  the  degree  to  which  an  employee  has  met 
certain  activity  goals  set  weekly  by  his  or  her 
manager.   For  customer  service  representatives, 
one  of  these  activity  goals  may  be  referrals  to 
InvestNet  registered  representatives.   However, 
the  system  does  not  directly  result  in  the  compen- 
sation of  any  individual  for  any  one  activity. 

•  Tellers'  activity  goals  cannot  include  sales  of 
investment  products.   However,  teller  referrals  to 
customer  service  representatives  -  -  who  are 
trained  to  channel  customers  to  the  appropriate 
channel  based  on  customers'  needs  and  preferences 
--  can  be  included. 

As  mentioned  above,  mutual  fund  sales  do  occur  on 
branch  premises.   In  fact,  the  structure  of  modern  bank 
branches,  such  as  branches  in  grocery  stores,  puts  such  a 
premium  on  space  that  it  would  be  wholly  impractical  to 
dedicate  a  fixed  area  in  these  branches  to  functions  that 
would  only  occasionally  be  performed  there.   However,  no 
sales  of  investment  products  are  made,  and  no  investment 
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advice  is  given,  at  any  teller  line.   Although  the  sales 
area  is  not  physically  separated  from  the  remainder  of  the 
branch,  registered  representatives  of  InvestNet  (the  only 
persons  selling  mutual  fund  shares  in  the  branches)  use 
signs  that  graphically  show  that  mutual  funds  are  not  FDIC- 
insured,  are  not  bank  deposits,  are  not  guaranteed  by  Mellon 
Bank  or  any  other  bank  and  are  subject  to  investment  risks, 
including  the  possible  loss  of  principal.   (See  Exhibit  8.) 
These  representatives  also  make  these  same  disclosures  to 
customers  orally  and,  if  a  customer  buys  shares  of  a  fund, 
require  the  customer  to  sign  a  disclosure  that  spells  these 
points  out  in  even  more  detail  and  discloses  that  Mellon 
proprietary  funds  pay  to  receive  sei-vices  from  Mellon 
entities.   (See  Exhibit  4.)   If  after  hearing  these 
disclosures  a  customer  opts  for  insured  bank  products,  the 
representative  refers  the  customer  back  to  a  bank  employee. 

4.d.   Mellon  engages  in  underwriting  securities 
only  to  the  limited  extent  explici-tly  permitted  by  the 
Glass-Steagall  Act  for  national  banks.   See  12  U.S.C.  §  24 
(seventh)  and  12  C.F.R.  Part  1.   The  only  securities 
eligible  for  underwriting  by  a  national  bank  are  securities 
issued  or  guaranteed  by  the  federal  government  or  its 
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agencies,  general  obligation  (but  not  revenue)  obligations 
of  states  and  their  political  subdivisions  and  certain  other 
governmental  or  quasi -governmental  securities  specified  in 
the  Glass -Steagall  Act. 

At  this  time,  Mellon  conducts  these  limited 
underwriting  and  securities  placement  activities  within 
Mellon  Bank,  N.A. ,  as  is  permitted  by  the  Glass-Steagall 
Act.   These  activities  are  subject  to  regulation  and 
examination  by  the  Comptroller  of  the  Currency  and  the 
Federal  Reserve  Board,  as  well  as  by  the  Municipal 
Securities  Rulemaking  Board.   Because  Mellon  is  a  bank,  its 
underwriting  and  placing  activities  are  not  subject  to  the 
Securities  Exchange  Act  of  1934  (see  Section  3(a) (4)),  and 
employees  involved  in  these  activities  are  not  registered 
under  the  Securities  Exchange  Act  of  1934  or  licensed  by  the 
NASD. 

4.e.   The  phrases  "for  so  long  as  any  Mellon 
Company  is  defined  as  a  " .  .  ."  broker"  or  "investment 
advisor"  was  not  intended  to  suggest  that  Mellon  has  any 
plans  to  change  the  status  or  registration  of  any  such 
subsidiary.   There  are  no  such  plans.   The  phrases  were  only 
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designed  to  deal  with  possibility  (even  if  remote)  that  the 
statutory  definitions  would  be  changed. 

5.  See  Item  4.c. 

6.  Mellon  anticipates  that  the  application  of 
Sections  23A  and  23B  of  the  Federal  Reserve  Act  to  trans- 
actions between  Mellon  Bank  and  Dreyfus,  as  provided  for  in 
the  Policy  Statement,  would  be  incorporated  as  a  condition 
of  any  approval  of  the  merger  (if  granted)  by  the  Comp- 
troller.  Accordingly,  the  Comptroller  would  excunine  for, 
and  enforce  compliance  with,  these  two  Sections  to  the  same 
extent  as  the  Comptroller  examines  for  and  enforces 
compliance  with  these  two  Sections  in  the  context  of 
national  bank  transactions  with  affiliates  other  than 
operating  subsidiaries. 

Mellon  has  extensive  experience  with  implemen- 
tation of  Sections  23A  and  23B  between  its  bank  subsidiaries 
and  most  of  their  affiliates.   Mellon  will  adopt  the  saune 
implementation  processes  and  procedures  that  it  presently 
uses  for  transactions  between  Mellon  Bank  and  Dreyfus. 

We  also  note  that  the  Federal  Reserve  has  the 
authority,  under  Section  23A(b) (1) (E) ,  to  override  the 
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sxibsection  (b)  (2)  (A)  exemption  and  apply  Sections  23A  and 
23B  to  transactions  between  Mellon  Bank  and  Dreyfus. 

7.   Mellon  has  adopted  extensive  policies  and 
procedures  to  prevent  the  misuse  of  material  non-public 
information  by  MBC,  Mellon  Bank  and  their  subsidiaries  and 
affiliates.   These  policies  and  procedures  are  designed, 
among  other  things,  to  limit  access  to  material  non-piiblic 
information. 

A  copy  of  MBC's  Confidential  Information  and 
Securities  Trading  Policy  (the  "MBC  Policy")  is  enclosed. 
(Exhibit  10.)   Beginning  at  page  5,  Mellon's  policies  and 
procedures  for  preventing  the  misuse  of  material  nonpublic 
information  are  described.   Among  these  policies  and 
procedures  are  the  following: 

Employees  in  "Investment  Functions"  (this  would 
include  Dreyfus)  may  not  have  access  to  commercial 
credit  or  other  "Potential  Insider  Function"  files 
that  might  contain  material  nonpublic  information. 
All  files  containing  material  nonpublic 
information  must  be  marked  as  "Confidential"  and, 
if  feasible,  segregated  from  nonconfidential 
files. 
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Employees  in  Investment  Functions  may  not  have 
access  to  personal  computer  or  word  processing 
files  of  employees  in  Potential  Insider  Functions. 
Associates  in  Investment  Functions  may  not  attend 
meetings  between  customers  and  associates  in 
Potential  Insider  Functions  unless  appropriate 
steps  have  been  taken  to  ensure  that  material 
nonpublic  information  will  not  be  disclosed  or 
discussed. 
Mellon  believes  that  its  policies  and  procedures  have  been 
successful  in  preventing  misuse  of  nonpublic  information. 

Dreyfus  also  has  extensive  policies  and  procedures 
designed  to  prevent  the  misuse  of  material  nonpublic  infor- 
mation, which  are  codified  in  a  Code  of  Ethics  (the  "Dreyfus 
Code").   (Exhibit  11.)   Use  of  material  nonpublic 
information  in  the  possession  of  Mellon  Bank  by  any  Dreyfus 
or  Dreyfus  Fund  would  be  strictly  prohibited  by  both  the 
Mellon  Policy  and  the  Dreyfus  Code-. 

The  MBC  Policy  and  Dreyfus  Code  are  also  designed 
to  prevent  aJDUsive  trading  practices  such  as  "front 
running",  i.g. ,  an  employee's  buying  and  selling  securities 
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for  his  or  her  own  account  on  the  basis  of  knowledge  of 
Mellon' s  trading  positions  or  plans. 

The  MBC  Policy  and  Dreyfus  Code  will  be 
incorporated  by  reference  into  the  Policy  Statement. 
Section  11,0  of  the  Policy  Statement  already  provides  that 
Mellon  Bank  will  not  share  confidential  customer  information 
with  any  Mellon  Company  providing  investment  services  (such 
as  Dreyfus)  other  than  (i)  pursuant  to  the  customer's 
consent  or  (ii)  information  of  a  type  that  the  Mellon 
Company  could  receive  in  a  credit  bureau  or  similar  report. 

8.   Mellon  has  extensive  experience  and  expertise 
with  respect  to  compliance  with  the  federal  securities  laws. 
First,  as  advisers  or  third  party  administrators  to  over  300 
portfolios  of  investment  companies  registered  under  the 
Investment  Company  Act  of  1940,  with  over  $80.0  billion  in 
assets,  Mellon  has  considerable  experience  in  this  directly 
relevant  area  of  the  federal  securities  laws.   Second,  MBC 
is  publicly-held  and  thus  subject  -to  the  full  requirements 
of  the  Securities  Act  of  1933  and  the  Securities  Exchange 
Act  of  1934  (the  "1934  Act").   Since  January  1,  1990,  MBC 
and  its  non-bank  subsidiaries  have  issued  securities 
pursuant  to  17  registration  statements  with  the  SEC,  as  well 
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as  filing  dozens  of  reports  under  the  1934  Act.   Third, 
Mellon  has  two  subsidiaries  registered  as  broker-dealers 
under  the  1934  Act,  InvestNet  Corporation  and  Mellon 
Investment  Products  Corporation,  which  must  comply  with  all 
the  terms  of  that  statute.   Fourth,  Mellon  has  13 
subsidiaries  registered  as  investment  advisers  under  the 
Investment  Advisers  Act  of  1940. 

Each  of  Mellon  and  Dreyfus  has  extensive  compli- 
ance functions  in  place  for  their  respective  operations.   As 
described  in  the  Compliance  Overview  accompanying  Mellon' s 
Notice  to  the  Comptroller,  there  is  substantial  similarity 
in  the  nature  of  these  compliance  functions  at  the  two 
organizations.   After  the  merger,  each  organization  would 
maintain  its  present  compliance  structure,  but  (1)  there 
would  be  institutionalized  communications  across  all  levels 
of  the  respective  organizations  and  (2)  as  required  by  the 
Comptroller,  Mellon' s  compliance  personnel  would  assume 
accountability  for  and  oversight  of  the  activities  of 
Dreyfus  as  a  subsidiary  of  Mellon  Bank.   This  latter 
approach  would  not,  however,  relieve  Dreyfus  of  account- 
ability for  compliance  or  reduce  its  efforts. 
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After  the  merger,  Dreyfus  would  be  subject  not 
only  to  securities  laws  but  also  to  banking  laws  to  the 
extent  that  a  Dreyfus  activity  is  the  subject  of  a  banking 
law  or  regulation.   Mellon  is  in  favor  of  "functional 
regulation"  by  the  regulatory  bodies  which  oversee  the 
financial  industry,  and  hopes  that  such  an  approach  would 
not  result  in  conflicting  laws  or  regulations.   To  the 
extent,  however,  that  there  is  such  a  conflict,  Mellon  would 
resolve  it  by  following  the  more  stringent  applicable  law  or 
regulation. 

Dreyfus  and  its  broker-dealer  subsidiary,  Dreyfus 
Service  Corporation  ("DSC"),  will  be  separately  incorpo- 
rated, well  capitalized  entities  with  substantial  existing 
and  ongoing  operations.   Accordingly,  based  on  relevant 
legal  principles  neither  MBC  nor  Mellon  Bank  should  have 
liability  for  investor  lawsuits  against  Dreyfus  or  DSC,  and 
there  can  be  no  valid  claim  against  the  deposit  insurance 
fund.   We  note,  in  this  regard,  that  there  have  been  no 
lawsuits  brought  against  Dreyfus  or  DSC  alleging  investment 
mismanagement . 

Mellon  believes  that  neither  Mellon  Bank  nor  MBC 
will  have  liability  under  Section  20(a)  of  the  1934  Act  in 
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view  of  the  policies  and  procedures  (including  the  Policy 
Statement)  that  it  has  adopted.   Section  20(a)  does  not 
impose  liability  on  a  controlling  person  if  that  person 
acted  in  good  faith  and  did  not  induce  the  act  or  acts 
constituting  the  violation  or  cause  of  action.   Sec- 
tion 15(b) (4) (E)  imposes  liability  only  upon  a  registered 
broker- dealer,  and  neither  MBC  nor  Mellon  Bank  is  a 
registered  broker -dealer.   Even  if,  however,  the  terms  of 
this  Section  applied,  Mellon  believes  that  neither  MBC  nor 
Mellon  Bank  would  have  liability  because  its  procedures 
would  qualify  for  the  exemption  in  Section  15(b) (4) (E) (i) 
and  (ii) . 

9.   As  provided  in  their  merger  agreement,  Mellon 
and  Dreyfus  have  agreed  that  for  at  least  two  years 
following  the  effective  date  of  the  merger  Dreyfus  will 
continue  to  be  headquartered  in  New  York  City;  Dreyfus  will 
continue  to  operate  as  a  separate  corporation  under  the 
Dreyfus  name;  and  Messrs.  Stein  and  DiMartino  of  Dreyfus 
will  continue  to  be  Chief  Executive  Officer  and  Chief 
Operating  Officer  of  Dreyfus,  respectively.   Messrs.  Cahouet 
and  Smith  of  Mellon  will  be  added  to  the  separate  board  of 
directors  of  Dreyfus,  and  an  executive  committee  of  the 
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board  will  be  created  consisting  of  Messrs.  Stein  and 
Dimartino  from  Dreyfus  and  Messrs.  Cahouet  and  Smith  from 
Mellon.   Mellon  and  Dreyfus  believe  that  it  is  in  the  best 
interests  of  the  shareholders  of  the  Dreyfus  Funds  that 
there  be  stability  and  continuity  in  the  management  of  those 
funds.   Moreover,  it  should  be  noted  that  one  of  the  chief 
reasons  why  Mellon  desired  to  merge  with  Dreyfus  was  the 
high  quality  of  Dreyfus  management.   There  are  no  present 
plans  to  change  the  key  personnel  of  Dreyfus  after  the  two 
year  period  referred  to  above. 

10.   The  capital  consolidation  of  Dreyfus  Service 
Corporation  ("DSC")  with  Mellon  Bank  for  bank  regulatory 
purposes  will  not  affect  the  ability  of  Dreyfus  Service 
Corporation  to  remain  in  compliance  with  all  financial 
responsibility  standards,  including  the  net  capital 
requirements  of  Section  15(c) (3)  of  the  1934  Act.   The 
consolidation  does  not  diminish  the  capital  of  DSC. 

DSC's  capital  is,  in  fact,  far  in  excess  of  that 
necessary  for  all  its  capital  requirements,  and  Mellon  will 
amend  the  Policy  Statement  to  provide  that  it  will  not 
withdraw  capital  from  DSC  if  such  withdrawal  would  jeopar- 
dize DSC's  ability  to  maintain  its  capital  compliance.   In 
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order  to  assure  against  any  violation  of  this  coininitment, 
Mellon  will  confirm  with  a  senior  financial  officer  of  DSC 
that  any  withdrawal  would  not  result  in  the  violation  of  any 
capital  requirement . 

DSC's  capital  can  be  counted  towards  both  bank  and 
securities  capital  compliance  because  the  capital  is  in  the 
securities  company  and  represents  an  investment  by  the  bank 
in  the  securities  company. 

11. a.   DSC  will  be  one  of  numerous  broker- dealers 
that  will  enter  into  agreements  with  the  independent  third 
party  distributor  for  the  Dreyfus  Funds  relating  to  agency 
sales  of  Dreyfus  Fund  shares.   DSC  will  also  provide  various 
administrative  services  to  the  Dreyfus  Funds. 

The  following  activities  of  DSC  will  be  spun  off 
to  and  performed  by  the  third  party  distributor: 

Entering  into  distributor  agreements  with  the 

Dreyfus  Funds . 

Being  named  as  the  "dist-ributor"  in  all  fund 

prospectuses  and  sales  literature. 

Confirming  to  the  investor  or  to  a  broker-dealer 

all  sales  of  Dreyfus  funds  shares  with  a 
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confirmation  complying  with  Rule  10b- 10  under  the 

1940  Act. 

Providing  the  required  seed  capital  for  any  new 

funds . 

Entering  into  agreements  with  broker -dealers 

selling  the  Dreyfus  funds. 

Collecting  front -end  sales  charges  from 

broker -dealers  or  investors. 

Advancing  commissions  to  broker -dealers. 

Receiving  and  transmitting  that  portion  of  12b- 1 

payments  that  will  be  paid  to  broker-dealers  as 

sales  and  maintenance  commissions,  and  entering 

into  12b- 1  agreements  with  broker -dealers,  banks 

and  others  as  contemplated  by  Rule  12b- 1. 

Collecting  back-end  sales  charges  from  redeeming 

shareholders. 

Paying  the  costs  of  printing  and  distributing 

prospectuses  to  potentia-1  investors. 

In  addition,  the  third  party  distributor  will 
provide  various  administrative  services,  which  will  be 
negotiated  with  the  third  party  distributor. 
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11. b.   No  agreement  in  draft  or  final  form  has 
been  reached  with  a  third  party  distributor.   It  is  pres- 
ently contemplated  that  the  third  party  distributor  will  be 
compensated  as  follows:   (i)  the  underwriter's  spread  on 
dealer  sales  and  the  total  spread  on  direct  investor  sales; 
(ii)  back-end  sales  charges  paid  by  redeeming  shareholders; 
(iii)  its  portion,  if  any,  of  Rule  12b-l  distribution  pay- 
ments and  maintenance  fees  or  of  any  servicing  payments  due 
to  the  distributor;  and  (iv)  payments  pursuant  to  an 
administration  agreement  with  Dreyfus  for  the  various 
administrative  services  provided.   It  is  not  contemplated 
that  the  third  party  distributor  will  siabcontract  any 
services  to  any  Mellon  entity. 

DSC  will  continue  to  be  registered  as  a  broker - 
dealer  because  it  will  serve  as  a  broker  (but  not  as  an 
underwriter) . 

Section  2(a) (29)  of  the  1940  Act  defines  a 
principal  underwriter  in  terms  of  -any  of  three  different 
functions:   (i)  an  underwriter  which  purchases  as  principal 
a  mutual  fund's  shares  for  distribution;  (ii)  an  agent  for  a 
mutual  fund  which  sells  the  fund's  securities  to  dealers;  or 
(iii)  an  agent  for  a  mutual  fund  which  sells  the  fund's 
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securities  to  the  public.   The  third  party  distributor  will 
perform  the  second  and  third  functions  and  may  perform  the 
first . 

12 .   Mellon  Bank  has  assumed  that  compliance  with 
the  Policy  Statement  would  be  a  formal  condition  of  the 
Comptroller's  approval  of  the  merger.   For  this  reason, 
prior  notice  to  the  Comptroller  of  any  change  in  the  Policy 
Statement  would  be  required  in  order  to  assure  that  Mellon 
remained  in  compliance  with  the  terms  of  the  approval  order. 

Although  Mellon  believes  there  is  no  requirement 
that  it  provide  notice  to  the  Federal  Reserve  Board 
regarding  a  change  in  the  Policy  Statement,  in  view  of  the 
concern  expressed  by  you  and  others  regarding  compliance 
with  the  Glass -Steagall  Act,  Mellon  is  providing  such  notice 
on  a  voluntary  basis. 

For  the  same  basic  reasons,  the  regulators' 
grounds  for  objections  are  explicitly  limited  to  a  violation 
of  an  approval  order  or  the  Glass -Steagall  Act.   Of  course, 
the  regulators  could  object  on  any  other  grounds  if  they 
thought  such  an  objection  was  appropriate. 

Because  the  SEC  will  not  be  approving  the  Policy 
Statement  or  the  merger  (and  does  not  enforce  the  Glass - 
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Steagall  Act) ,  Mellon  does  not  believe  that  it  is  necessary 
or  appropriate  to  provide  prior  notice  to  the  SEC.   Mellon 
is  not  aware  of  any  procedure  or  precedent  for  prior  notice 
to  Congress,  and  it  believes  that  Congressional  oversight  of 
the  two  banking  agencies  should  provide  Congress  with  a 
review  process . 

Mellon  believes  that  if  it  or  Dreyfus  performed 
any  significant  part  of  the  third  party  distributor's  func- 
tions it  would  be  in  violation  of  the  Glass -Steagall  Act  as 
administered  and  interpreted.   Mellon  simply  does  not  know 
what  elements  of  the  Policy  Statement  could  be  rescinded 
without  regulatory  objection. 

13.   Dreyfus  Security  Savings  Bank's  activities 
will  principally  consist  of  taking  deposits  and  making 
mortgage  loans  and  certain  other  secured  consumer  loans. 
DSSB  has  a  branch  in  San  Francisco  and  has  received  approval 
from  the  OTS  for  12  additional  branches:   New  York  City  (4), 
Uniondale,  New  York,  Beverly  Hills.,  California,  White 
Plains,  New  York,  Chicago,  Denver,  Los  Angeles,  Boston, 
Atlanta  and  Boca  Raton,  Florida.   All  such  branches  will  be 
in  compliance  with  the  Home  Owners  Loan  Act  and  the  rules 
and  regulations  of  the  Office  of  Thrift  Supervision.   Mellon 
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and  Dreyfus  have  no  plans  for  MBC  or  any  Mellon  bank 
subsidiary  to  enter  into  joint  ventures  with  DSSB  in  order 
to  engage  in  full  interstate  branching. 

14.  Enclosed  as  Exhibit  12  is  a  list  of  the 
requested  regulatory  actions  and  relevant  exhibits. 

15.  Each  of  Mellon  and  Dreyfus  has  followed  its 
normal  policies  and  procedures  regarding  retention  of 
documents  throughout  this  transaction.  As  a  matter  of 
practice,  neither  organization  normally  retains  drafts  of 
documents,  but  no  final  documents  have  been  destroyed. 

16.  Copies  of  the  requested  materials  are 
enclosed.   (Exhibit  13.) 

We  trust  that  the  foregoing  has  been  responsive  to 
your  request.  If  we  can  be  of  further  assistance,  please  do 
not  hesitate  to  contact  either  of  us. 

Very  truly  yours, 


Frank  V.  Cahouet 
Mellon  Bank  Corporation 

Howard  Stein 
The  Dreyfus  Corporation 


The  Honorable  Dan  Schaefer 
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Comniitut  on  £no^  and  ConnnnTt 

March  21,  1994 


Mr.  Frank  V.  Cahouet 

Chairman 

Mellon  Bank  Corporation 

One  Mellon  Bank 

Pittsburgh,  Pennsylvania   15258 

Mr.  Howard  Stein 

Chairman 

The  Dreyfus  Corporation 

2  00  Park  Avenue 

New  York,  New  York   10166 

Dear  Messrs.  Cahouet  and  Stein: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  whereby  Dreyfus  will  be 
acquired  by  Mellon  Bank,  N.A.  as  a  separate  operating  subsidiary. 

In  connection  with  your  testimony  at  the  Subcommittee 
hearing  on  March  3,  1994,  this  is  to  request  that  you  provide  for 
inclusion  in  the  record  the  following  responses,  information  and 
documents  by  the  close  of  business  on  Thursday,  March  31,  1994. 

1.  As  requested  (Tr.  p.  171),  please  submit  a  copy  of  the 
customer  disclosure  form  described  by  Mr.  McGuinn. 

2.  As  requested  (Tr.  p.  183),  please  submit  samples  of  the 
brochures  described  by  Mr.  DiMartino. 

3.  Dreyfus  sells  mutual  funds  through  cold  calling  over  the 
phone,  and  through  the  distribution  of  advertisements  and 
brochures.   What  specific  disclosures  will  be  incorporated 
into  these  marketing  techniques  to  ensure  that  potential 
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customers  will  not  infer  that  Mellon  Bank  in  anyway  either 
outright  insures  or  partially  protects  against  the  loss  of 
principal  through  such  investments? 

4.  Does  Mellon  Bank  plan  to  provide  Dreyfus  with  customer 
information  of  any  kind,  such  as  dates  when  CD's  are 
maturing  or  lists  of  customers  with  sizeable  accounts?   If 
so,  what  specifically?  Also,  please  detail  for  the 
Subcommittee  the  specific  limitations  Mellon  Bank  and 
Dreyfus  plan  to  impose  or  observe  on  the  sharing  of  customer 
information?   If  any  information  is  to  be  cross-exchanged, 
please  detail  the  specific  obiectivefsl  for  each  type  of 
information.   (Do  this  for  both  Mellon  Bank  and  Dreyfus 
individually. ) 

5.  It  is  very  likely  that  there  will  be  at  least  some  confusion 
regarding  the  uninsured  nature  of  some  of  the  products  sold 
through  Mellon  Bank.   As  was  indicated  by  the  American 
Association  of  Retired  Persons  (AARP)  at  the  recent 
Subcommittee  hearing,  some  surveys  are  finding  that  between 
80  and  90  percent  of  all  customers  purchasing  mutual  funds 
through  banks  believe  such  funds  are  insured  by  the  U.S. 
Government.   Clearly,  if  the  objective  is  to  deliver 
adequate  consumer  protection,  that  level  of  confusion  is 
unacceptable.   First,  what  level  of  confusion  does  Mellon 
Bank  believe  is  acceptable  for  its  own  customers?   (Please 
provide  more  than  a  verbal  explanation  here  and  include  some 
quantitative  measure  outlining  the  maximum  threshold  of 
confusion  Mellon  Bank  is  willing  to  accept  regarding  its  own 
customers.)   Second,  if  any  governmental  body  performing 
oversight  or  testing  of  bank-mutual  fund  operations  (such  as 
the  OCC,  for  example)  determines  that  Mellon' s  rate  of 
customer  confusion  exceeds  this  determined  maximum  limit, 
would  Mellon  Bank  temporarily  suspend  the  sale  of  mutual 
funds  until  the  situation  is  corrected?   If  so,  how  would 
this  be  done?   If  Mellon  Bank  is  unwilling  to  temporarily 
suspend  the  sale  of  its  mutual  fund  program  until  the 
confusion  can  be  remedied,  then  please  explain  (a)  the  basis 
for  such  a  decision,  and  (b)  how  refusal  to  suspend  is 
ultimately  in  the  best  interest  of  Mellon's  customers? 

IC  you  have  any  questions  about  this  request,  please  contact 
Bruce  F.'chafin  or  Christopher  Knauer  of  the  Subcommittee  staff 
at  (202)  225-4441.   Thank  you  for  your  cooperation  and  assistance 
with  the  work  of  the  Sulmumiiiittee . 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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March  31,  1994 

Hon.  John  D.  Dingell, 
Chairman, 

Subcommittee  on  Oversight  and  Investigations, 
House  Committee  on  Energy  and  Commerce, 
Washington,  D.C. 

Dear  Chairman  Dingell: 

We  are  writing  in  response  to  the  questions  and 

requests  in  your  letter  of  March  21,  1994. 

1.  Attached  as  Annex  A  is  a  copy  of  the  customer 
disclosure  form  described  by  Mr.  McGuinn. 

2.  Attached  as  Annex  B  are  samples  of  the 
brochures  described  by  Mr.  DiMartino. 

3 .  Mellon  and  Dreyfus  are  committed  to  avoiding 
any  inference,  in  Dreyfus'  telemarketing,  advertisements  and 
brochures  for  Dreyfus  funds,  that  Mellon  Bank  in  any  way 
either  outright  insures  or  partially  protects  against  the 
loss  of  principal  in  such  investments.   In  particular,  the 
Dreyfus  funds  will  not  be  linked  to  Mellon  Bank  in  such 
telemarketing,  advertisements  and  brochures.   In  addition, 
Dreyfus'  written  sales  program  will  contain  specific 
disclaimers  to  the  effect  that  the  mutual  fund  shares  are 
not  obligations  of  or  guaranteed  by  a  bank. 
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4.    As  provided  in  the  Policy  Statement,  at 
II.  0.,  confidential  customer  information  will  not  be  shared 
with  any  Mellon  Company  providing  investment  services  (such 
as  Dreyfus)  other  than  pursuant  to  the  customer's  consent 
and  information  of  the  type  that  the  Mellon  Company  could 
receive  in  a  credit  bureau  or  similar  report.   As  we 
indicated  at  the  Hearing,  Mellon  as  well  as  Dreyfus  have 
products  that  add  value  and  that  customers  would  be 
interested  in  considering  purchasing.   Furthermore,  a  real 
consumer  benefit  is  one -stop  shopping  which  requires  that 
customers  are  aware  of  all  the  products  and  services  that 
would  be  available  to  them.   At  the  same  time,  Mellon 
recognizes  and  respects  its  customers'  need  for  privacy,  and 
we  believe  that  Mellon  has  dealt  effectively  with  that  issue 
for  many  years. 

With  respect  to  information  regarding  shareholders 
of  the  Dreyfus  funds,  we  note  that  the  SEC  has  held  that 
shareholders  lists  are  property  of  the  fund  and  may  only  be 
used  with  the  specific  approval  of  the  independent  directors 
of  the  fund.   The  SEC  requires  that  directors  consider 
specific  criteria  before  they  would  permit  their  fund's 
shareholder  list  to  be  used  for  solicitation  for  purchase  of 
another  financial  product. 
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5.    As  Mr.  Cahouet  testified  at  the  Hearing, 
there  is  no  such  thing  for  Mellon  or  Dreyfus  as  an 
acceptable  level  of  customer  confusion  regarding  the  non- 
insured  nature  of  mutual  funds.   We  share  your  concern  that 
several  recent  surveys  have  indicated  that  purchasers  of 
mutual  funds  are  confused  as  to  the  non- insured  nature  of 
the  funds.   The  numerous  procedures  and  policies  that  Mellon 
has  put  into  place,  and  the  additional  procedures  and 
policies  that  Mellon  is  now  implementing,  are  designed  to 
eliminate  that  confusion.*   Moreover,  as  we  indicated 
during  the  Hearing,  Mellon  attempts  to  assure  that  these 
policies  and  procedures  are  working  effectively.   This 
process  involves  "mystery  shoppers",  testers  and  inquiry  of 
customers . 

It  is  in  our  own  best  interest  to  make  sure  that 
our  customers  understand  what  they  are  buying  because  not 
only  are  we  concerned  about  doing  the  right  things  for  our 
customers,  but  because  it  makes  good  business  sense.   It  has 
been  our  philosophy  that  fostering  customer  understanding  of 
our  products  is  a  key  factor  in  ensuring  and  enriching  a 
long  term  customer  relationship. 


These  policies  and  procedures  are  described  in  detail 
in  our  written  submission  of  February  18,  1994  to  the 
Subcommittee . 
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Nonetheless,  the  SEC's  own  survey  demonstrates 
that  customer  confusion  is  not  solely,  and  perhaps  not  even 
primarily,  a  product  of  bank  sales  of  mutual  funds.   That 
survey  revealed  that  there  was  a  higher  level  of  confusion 
on  the  FDIC  insurance  issue  for  sales  at  brokerage  houses 
than  for  sales  at  banks.   Accordingly,  it  may  well  be  that 
no  individual  bank's  or  brokerage  house's  efforts,  no  matter 
how  extensive  or  detailed,  can  totally  eradicate  customer 
confusion. 

As  mentioned,  Mellon  and  Dreyfus  do  not  regard  any 
level  of  customer  confusion  on  the  insurance  issue  as 
acceptable.   However,  we  do  not  believe  that  a  suspension  of 
sales  would  be  an  appropriate  response.   Indeed,  it  would 
harm  the  vast  majority  of  Mellon  Bank  customers  who  would 
not  be  confused,  but  would  be  denied  access  to  the  Dreyfus 
funds.   It  could  also  harm  existing  fund  shareholders 
because  Dreyfus  could  be  required  to  liquidate  assets  at 
potentially  unfavorable  prices  to  deal  with  redemptions. 
Indeed,  we  question  whether  suspension  of  sales  would  even 
help  potential  customers  who  are  confused.   If  they  cannot 
purchase  fund  shares  from  Mellon,  they  will  purchase  shares 
of  another  (or  the  same)  fund  elsewhere;  and  if  they  would 
be  confused  on  the  insurance  issue  despite  Mellon' s 
extensive  disclosures  and  other  procedures,  they  will  almost 
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certainly  be  confused  when  they  purchase  the  shares  from 
another  financial  institution. 

Finally,  as  stated  before,  we  believe  the  best  way 
to  address  customer  confusion  is  through  an  aggressive 
disclosure  program  such  as  we  presented  at  the  Hearing. 

Very  truly  yours. 


cc:  The  Honorable  Dan  Schaefer 


Frank  V.  Cahouet 
Mellon  Bank  Corporation 

Howard  Stein 
The  Dreyfus  Corporation 
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Disclosure  and  Information-Sharing  Agreement  IllVCStNef 


Investments  sold  by  InvestNet  (including  The  Laurel  Funds  and  The  Boston  Company  Family  of  Funds): 

'  ARE  NOT  INSURED  BY  THE  FDIC  OR  BY  ANY  OTHER  GOVERNMENT  AGENCY; 

I  Are  not  obligations  of  the  FDIC  or  any  other  government  agency; 

I  Are  not  deposits  or  other  obligations  of  Mellon  Bank  or  any  other  bank; 

>  Are  not  endorsed  or  guaranteed  by  Mellon  Bank  or  any  other  bank; 

'  Are  subject  to  investment  risks,  including  possible  loss  of  the  principal  amount  invested; 

'  May  fluctuate  in  value,  so  that  when  they  are  sold  they  may  be  worth  more  or  less  than  when  they  were  purchased. 

An  investment's  past  performance  should  not  be  considered  an  indication  of  its  future  results. 

InvestNet  is  a  brokerage  subsidiary  of  Mellon  Bank  Corporation.  It  is  a  member  of  NASD.  InvestNet  is  not  a  bank  and  is 
separate  from  any  affiliated  bank.  InvestNet  is  solely  responsible  for  its  contractual  obligations. 

The  Laurel  Funds  pay  Mellon  Bank,  N.A.  or  its  affiliate  to  be  their  investment  adviser.  Mellon  Bank,  N.A.  or  an  affiliate  may  be 
paid  for  performing  other  services  for  The  Laurel  Funds,  such  as  custodian,  transfer  agent  or  fund  accountant  services.  The 
Laurel  Funds  are  distributed  by  a  third  party  funds  distributor  that  is  not  an  affiliate  of  Mellon  BaiJc. 

The  Boston  Company  FamUy  of  Funds  pays  Boston  Safe  Deposit  and  Trust  Company  or  an  affiliate  of  Boston  Safe  to  be  its 
investment  adviser  and  custodian.  The  Boston  Company  Family  of  Funds  is  distributed  by  a  tfurd  party  funds  distributor  that  is 
not  an  affiliate  of  Boston  Safe  Deposit  and  Trust  Company. 

Mellon  companies  are  paid  to  provide  mutual  fund  services  to  many  other  mutual  funds.  A  mutual  fund's  prospectus  discloses 
the  companies  providing  such  services  to  it,  and  the  fees  it  pays  for  those  services. 

Mutual  funds  purchased  through  InvestNet  (including  shares  of  The  Laurel  Funds  and  the  Boston  Company  Family  of  Funds) 
may  b>e  subject  to  fees  and  expenses  when  they  are  purchased,  during  the  time  that  they  are  held  or  when  they  are  sold.  These 
fees  and  expenses  are  described  in  detail  in  each  fund's  prospectus.  Sales  cfiarges  may  make  some  mutual  funds  inappropriate  as 
a  short  term  investment. 

You  should  read  the  prospectus  of  any  mutual  fund  before  you  invest  in  it. 

InvestNet  charges  fees  and  commissions  for  its  services,  as  described  in  InvestNet's  Fee  Schedule  and  Commission  Schedule. 

You  authorize  InvestNet,  its  affiliates  (including  the  Mellon  Banks  and  Boston  Safe  Deposit  and  Trust  Company),  The  Laurel 
Funds  and  The  Boston  Company  Family  of  Funds  to  share  information  about  you  and  your  accounts  with  any  of  these 
organizations.  This  includes  all  information  tliat  these  organizations  have  or  may  obtain  about  you  or  your  account  relationstups. 

I/We  have  read  these  disclosures  and  understand  them.  1/ We  acknowledge  receipt  of  a  copy  of  these  disclosures. 

I   Signature  X ^^^^ |    Dale 


I   Sigaati 


Note:  Please  sign,  date  and  submit  this  form,  along  with  your  completed  new  account  application,  to  InvestNet 


InvestNet  Corporation  Original  -  InveStNet 

u""^'^*^        <:    IE   K  Copy -Customer 

Member  Tne  Chicago  Slock  Exchange  ^^ 
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February  14,  1994 


The  Honorable  Alan  Greenspan 

Chairman 

Board  of  Governors  of  the 

Federal  Reserve  System 
20th  and  Constitution  Avenue,  N.W. 
Washington,  D.C.   20551 

Dear  Chairman  Greenspan: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

As  a  starting  point,  we  have  reviewed  the  copy  of  the  Notice 
of  the  transaction  and  supporting  documentation  that  was 
delivered  by  MBC  to  the  Committee  on  Energy  and  Commerce  on 
January  3,  1994,  as  well  as  the  responses  of  MBC  and  Dreyfus,  the 
Securities  and  Exchange  Commission  (SEC) ,  and  the  Comptroller  of 
the  Currency  (OCC) ,  responding  to  the  December  10,  1993  Gonzalez- 
Dingell  letter.   In  order  to  assist  the  Subcommittee  in  its 
investigation  and  in  preparation  for  upcoming  hearings,  your 
cooperation  is  requested  in  providing  the  following  responses  by 
the  close  of  business  on  Friday,  February  25,  1994. 

1.  The  Subcommittee  understands  that  part  of  the  Mellon- 
Dreyfus  proposed  merger  is  subject  to  approval  by  the 
Federal  Reserve  Board  (Board) . 

a.  Please  explain  in  detail  any  applications  that  the 
Board  is  considering  as  part  of  the  proposed 
transaction.   Does  the  Board  plan  to  obtain  public 
comment  prior  to  making  its  decision? 

b.  Please  discuss  the  Board's  views  on  the  advisability  of 
banks  engaging  directly  in  the  mutual  fund  business. 
Are  there  adequate  bank  controls  and  compliance 
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systems?  What  types  of  firewalls  or  other  protections 
are  needed?   Please  advise  the  Subcommittee  whether 
there  are  alternative  approaches  to  structuring  the 
Mellon-Dreyfus  merger  that  would  better  address  the  (1) 
safety  and  soundness  and  (2)  investor  protection 
concerns  raised  by  the  proposed  merger. 

2.  The  OCC  letter  of  January  12,  1994  states  (p.  2,  fn.  2)  that 
"[t]he  OCC  will  carefully  consider  the  consequences  of  the 
structure  of  the  proposed  transaction  for  the  capital 
position  of  both  Mellon  and  Dreyfus."   As  you  know,  MBC  has 
stated  that  "a  principal  reason"  for  structuring  the 
transaction  along  the  lines  proposed  is  so  that  Mellon  Bank 
can  consolidate  Dreyfus'  capital  with  its  own  capital  base. 

Dreyfus  Service  Corporation  (DSC)  is  registered  with 
the  SEC,  the  NASD  and  all  fifty  states  as  a  broker- 
dealer,  and  as  such,  is  subject  to  necessary  and 
appropriate  financial  responsibility  standards 
including  the  applicable  net  capital  requirements  under 
section  15(c) (3)  of  the  Exchange  Act.   We  are  concerned 
that  the  capital  of  the  Dreyfus  broker-dealer 
subsidiary  will  be  consolidated  with  that  of  Mellon 
Bank,  potentially  harming  the  subsidiary's  compliance 
with  its  financial  responsibility  requirements  under 
the  federal  securities  laws. 

Both  the  Board  (in  your  Section  2  0  orders)  and  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  (in  12  C.F.R.  section 
337.4(b)(3))  have  adopted  measures  to  ensure  the  adequate 
capitalization  of  securities  subsidiaries  and  prevent  the 
double-leveraging  of  securities  subsidiaries'  capital.   Both 
provide  that  the  parent  entity's  investment  in  a  securities 
subsidiary  will  not  be  counted  toward  satisfaction  of  the 
parent  entity's  capital  requirement.   Please  explain  the 
rationale  for  your  position.   What  would  be  the  consequences 
of  the  failure  of  the  OCC  to  make  similar  provision  for 
ensuring  the  separate  capitalization  of  national  bank 
subsidiaries?  What  capital  conditions  should  the  OCC 
require  in  connection  with  the  proposed  transaction? 

3.  Please  comment  on  the  OCC's  statement  (p.  6)  that  "[b]ecause 
establishment  of  operating  subsidiaries  is  part  of  the 
business  of  banking,  it  is  not  proscribed  by  12  U.S.C. 
section  24(7)  provisions  on  purchasing  corporate  stock." 
Please  explain  how  you  distinguish  between  "incidental" 
activities  and  those  "closely  related  to  banking,"  which  are 
subject  to  the  requirements  of  the  Bank  Holding  Company  Act. 

a.  Please  provide  the  Subcommittee  with  a  list  or  chart 
comparing  those  activities  that  the  OCC  has  deemed 
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"incidental  to  banking"  to  those  activities  that  the 
Fed  has  deemed  "closely  related  to  banking"  for  the 
purpose  of  the  Bank  Holding  Company  Act.   If  many 
activities  overlap  (as  the  Subcommittee  believes  to  be 
the  case) ,  what  is  the  purpose  for  two  different 
regulatory  schemes? 

b.  Please  explain  the  nature  and  extent  of  the  Board's 
authority  under  Section  4  of  the  Bank  Holding  Company 
Act,  and  whether  this  provision  provides  the  Board  with 
the  authority  to  regulate  national  and  state-chartered 
bank  subsidiaries  in  addition  to  bank  holding 
companies.   Does  the  existing  bifurcated  regulatory 
scheme  (with  the  OCC  as  primary  regulatory  of  bank 
subsidiaries)  undermine  consolidated  bank  holding 
company  regulation? 

4.   Mellon's  Legal  Memorandum  notes  at  page  36  that  "[b]anks 
have  increasingly  sought  to  decrease  the  roles  of  third 
party  distributors  in  the  marketing  of  their  proprietary 
mutual  funds  and  commensurately  to  increase  their  own  role 
and  that  of  their  broker-dealer  affiliates."   Concerns  have 
been  raised  that  third  party  distributors  in  general  are 
often  mere  shell  companies  that  do  very  little  and  that 
usually  subcontract  out  all  activities,  including 
advertising  and  marketing,  to  the  bank.   The  small  fees 
typically  paid  to  such  distributors  bear  out  the  lack  of 
functions. 

a.  Please  explain  why  an  entity  that  does  not  perform  the 
functions  of  marketing,  selling,  or  advertising  a 
mutual  fund,  as  would  seem  to  be  the  case  in  the 
Mellon/Dreyfus  situation,  should  nonetheless  be 
considered  to  be  the  "distributor"  of  such  fund  for 
Glass-Steagall  purposes.   What  is  your  understanding  of 
the  role  contemplated  for  Dreyfus  Service  Corporation 
or  any  other  affiliate  of  Mellon  in  the  process  of 
marketing  shares  of  the  Dreyfus  funds?   How  does  that 
role  satisfy  the  applicable  statutory  language  and  its 
intent?  What  is  the  appropriate  role  of  a  distributor 
for  Glass-Steagall  purposes? 

b.  In  April  1993,  the  Board-approved  Mellon's  purchase  of 
The  Boston  Company  (TBC) ,  a  firm  that,  among  other 
things,  provides  investment  advice  and  administrative 
services  to  mutual  funds,  and  authorized  Mellon  to 
continue  providing  such  services  through  TBC.   However, 
as  part  of  the  approval,  Mellon  pledged  to  terminate 
TBC's  role  as  a  sponsor  of  mutual  funds,  and 
represented  that  no  Mellon  entity  would  be  involved  in 
the  distribution  of  shares  of  any  mutual  fund. 
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Nonetheless,  the  Mellon-Dreyfus  application  to  the  OCC 
would  appear  to  permit  Dreyfus  entities  (to  be  acquired 
by  Mellon)  to  continue  to  be  involved  in  wide-scale 
distribution  of  mutual  funds.   Is  the  Mellon-Dreyfus 
application  consistent  with  the  TBC  approval?   Please 
comment  on  the  different  regulatory  approaches  taken  by 
the  Board  and  the  OCC  in  these  similar  circumstances, 
and  explain  why  the  Board  placed  mare  restrictive 
conditions  on  Mellon  in  the  context  of  its  acquisition 
of  TBC. 

Thank  you  for  your  cooperation  and  attention  to  this 
request. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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BOARD    OF    GOVERNORS 

FEDERAL  RESERVE  SYSTEM- tlVtU 

WASHINGTON,  D.  C.  S055I 
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ALAN    GREENSPAN 
CHAIRMAN 


Lli'tRCr  ANJ  CJHMtUCE 

,o      ,ii.S.  HOUSE  OF  RfPPESENWTIVES 
February   28,    1994 


The  Honorable  John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 
Committee  on  Energy  and  Commerce 
House  of  Representatives 
Washington,  D.C.   20515-6116 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  of  February  14,  1994, 
requesting  information  regarding  the  proposal  by  Mellon  Bank 
Corporation  to  acquire  The  Dreyfus  Corporation. 

Mellon  has  filed  a  draft  application  with  the  Federal 
Reserve  Bank  of  Cleveland  under  the  Bank  Holding  Company  Act  to 
acquire  a  trust  company,  a  savings  association,  and  several  other 
nonbanking  companies,  including  a  real  estate  advisory  company 
and  several  community  development  companies,  that  are  currently 
owned  by  Dreyfus.   Once  the  application  is  filed  in  final  form, 
the  Board  will,  in  accordance  with  its  regulations,  invite  public 
comment  on  this  application  and  make  it  available  to  the  public. 

We  understand  that  Mellon  proposes  to  acquire  and  hold 
Dreyfus  and  its  major  affiliates  as  subsidiaries  of  Mellon  Bank, 
N.A.   Consequently,  the  main  part  of  the  proposal  is  subject  to 
review  by  the  Comptroller  of  the  Currency  under  the  National  Bank 
Act,   We  understand  that,  in  view  of  the  complexity  and  preceden- 
tial nature  of  the  proposal,  the  Comptroller  has  invited  public 
comment  on  this  aspect  of  the  proposeul. 

Enclosed  is  a  more  detailed  staff  response  to  the 
questions  posed  in  your  letter.  I  hope  this  information  is 
useful. 

fitioete  ly ,  ^^ 


4 


,[/ 


■  -.'}'". 


) . '  ^;'.'^^' 


Enclosure 


850 


Federal  Reserve  Board  Staff  Responses  to  Questions  Posed 
bv  Letter  of  February  14.  1994 

1.  The  Subcommittee  understands  that  part  of  the  Mellon- 
Dreyfus  proposed  merger  is  subject  to  approval  by  the 
Federal  Reserve  Board  (Board) . 

a.  Please  explain  in  detail  any  applications  that  the 
Board  is  considering  as  part  of  the  proposed 
transaction.   Does  the  Board  plan  to  obtain  public 
comment  prior  to  making  its  decision? 

Mellon  has  determined  to  acquire  and  hold  The  Dreyfus 
Corporation  and  the  major  subsidiaries  of  Dreyfus  as  operating 
subsidiaries  of  Mellon  Bank,  N.A.   No  application  for  Board 
approval  under  the  Bank  Holding  Company  Act  is  required  for  this 
part  of  the  acquisition.   Instead,  Mellon  must  file  a  notice  with 
the  Comptroller  of  the  Currency  pursuant  to  the  Comptroller's 
rules.   The  Comptroller  has  recently  invited  public  comment  on 
this  acquisition. 

Another  part  of  the  proposal  does  require  Board  review 
under  the  Bank  Holding  Company  Act.   Dreyfus  currently  owns  a 
small  savings  association,  a  small  trust  company  and  several 
other  nonbanking  companies,  including  a  real  estate  advisory 
company  and  several  community  development  companies.   Mellon  has 
begun  the  process  of  filing  applications  for  the  Board's  approval 
under  section  4(c)(8)  of  the  Bank  Holding  Company  Act  to  acquire 
and  hold  these  companies  as  subsidiaries  of  the  bank  holding 
company . 

As  of  this  date,  these  applications  have  been  submitted 
in  draft,  and  substantial  additional  information  must  be 
submitted  before  these  applications  can  be  accepted  for 
processing.   Once  these  applications  are  submitted  in  final  by 
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Mellon  and  accepted  for  processing  by  the  Federal  Reserve  Bank  of 
Cleveland,  the  Board  will  invite  public  comment  on  these 
applications  in  accordance  with  the  Board's  rules,  and  will  make 
the  applications  available  to  the  public. 

b.  Please  discuss  the  Board's  views  on  the 

advisability  of  banks  engaging  directly  in  the 
mutual  fund  business.   Are  there  adequate  bank 
'  controls  and  compliance  systems?  What  types  of 
firewalls  or  other  protections  are  needed?   Please 
advise  the  Subcommittee  whether  there  are 
alternative  approaches  to  structuring  the  Mellon- 
Dreyfus  merger  that  would  better  address  the  (1) 
safety  and  soundness  and  (2)  investor  protection 
concerns  raised  by  the  proposed  merger. 

The  Board  believes  that  there  are  a  number  of  aspects 
of  the  mutual  fund  business  in  which  banks  and  bank  holding 
companies  may  be  involved.   Banks  and  bank  holding  companies  have 
for  many  years  served  as  the  investment  advisor  to  mutual  funds, 
and  the  courts  have  determined  that  these  activities  are 
consistent  with  the  Glass-Steagall  Act.   The  agencies  and  the 
courts  have  also  permitted  banks  and  bank  holding  companies  to 
serve  as  agent  in  the  purchase  and  sale  of  mutual  fund  shares  on 
behalf  of  customers,  and  to  provide  investment  advice  to 
customers  regarding  the  purchase  and  sale  of  mutual  fund  shares. 
In  addition,  banks  and  bank  holding  companies  are  permitted  to 
provide  administrative  and  custodial  services  to  mutual  funds, 
and  to  serve  as  the  transfer  agent  and  registrar  for  mutual 
funds.   The  Board  has  determined,  however,  that  a  bank  holding 
company  may  not  sponsor,  organize  or  control  a  mutual  fund  or 
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engage  in  underwriting  or  the  distribution  of  shares  of  a  mutual 
fund.   12  CFR  225.125. 

In  order  to  address  potential  customer  confusion  and 
conflicts  of  interest,  the  Board  has  imposed  several  conditions 
on  bank  holding  companies  that  advise  mutual  funds.   In 
particular,  a  bank  holding  company  that  advises  a  mutual  fund  may 
not  lend  to  the  mutual  fund,  acquire  shares  of  the  mutual  fund 
for  its  own  account,  acquire  shares  of  the  mutual  fund  through 
any  fiduciary  account  for  which  the  bank  holding  company  has  sole 
discretion,  or  accept  shares  of  the  mutual  fund  as  collateral  for 
a  loan  that  is  for  the  purpose  of  purchasing  shares  of  the  fund. 
In  addition,  a  bank  holding  company  may  not  act  as  the  investment 
advisor  to  a  mutual  fund  that  has  a  name  that  is  identical  or 
similar  to  the  name  of  the  bank  holding  company.   12  CFR 
225.125(f)  and  (g) . 

In  cases  in  which  the  bank  holding  company  provides 
investment  advisory  or  brokerage  services  to  customers  regarding 
shares  of  any  mutual  fund  that  is  advised  by  the  bank  holding 
company,  the  Board  requires  that  the  bank  holding  company  provide 
a  number  of  disclosures  in  writing  to -the  customer.   In 
particular,  the  bank  holding  company  must  inform  the  customer 
that  shares  of  the  mutual  fund  are  not  deposits,  are  not  insured 
by  the  FDIC,  and  are  not  guaranteed  by  the  bank  or  bank  holding 
company.   12  CFR  225.125(h).   The  bank  holding  company  must  also 
disclose  any  relationship  that  it  (or  any  of  its  affiliates)  has 
with  the  fund.   A  bank  holding  company  must  provide  similar 
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written  disclosures  in  connection  with  any  activities  as  a  so- 
called  full  service  broker.   12  CFR  225.25(b) (15) . 

The  Board,  in  conjunction  with  the  OCC,  FDIC  and  OTS, 
recently  issued  a  joint  policy  statement  that  provides  additional 
guidance  regarding  the  manner  and  location  of  mutual  fund  sales 
in  bank  offices.   This  guidance  is  designed  to  assure  that  the 
sale  of  mutual  funds  is  done  by  individuals  who  are  in  a  clearly 
marked  location  that  is  separate  from  the  deposit-taking  area  of 
the  bank,  and  that  the  sale  of  mutual  funds  is  conducted  only  by 
qualified  and  trained  individuals.   The  policy  statement  also 
reinforces  the  disclosure  requirements  discussed  above. 

Banking  organizations  are  permitted  to  own 
broker/dealers  either  as  a  holding  company  subsidiary  or  as  a 
subsidiary  of  the  bank.   The  question  of  the  appropriate 
structure  is  left  largely  to  the  discretion  of  management  of  the 
banking  organization. 

Regardless  of  the  structure,  however,  the  broker /dealer 
is  subject  to  all  of  the  requirements  of  the  Federal  securities 
laws  applicable  to  brokers  and  dealers,  including  registration 
requirements,  the  jurisdiction  of  the -Securities  Exchange 
Commission,  and  the  SEC's  rules  governing  mutual  fund  activities. 
In  addition,  the  Board,  in  the  case  of  an  acquisition  through  the 
holding  company  under  the  Bank  Holding  Company  Act,  and  the 
Comptroller,  in  the  case  of  an  acquisition  through  a  national 
bank  under  the  National  Bank  Act,  have  full  authority  to  impose 
conditions  and  limitations  on  the  ownership  of  the  broker/dealer 
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and  on  its  activities  that  are  needed  to  address  safety  and 

soundness  and  consumer  protection  concerns. 

2.  The  OCC  letter  of  January  12,  1994  states  (p.  2,  fn.  2) 
that  "[t]he  OCC  will  carefully  consider  the 
consequences  of  the  structure  of  the  proposed 
transaction  for  the  capital  position  of  both  Mellon  and 
Dreyfus."  As  you  know,  MBC  has  stated  that  "a 
principal  reason"  for  structuring  the  transaction  along 
the  lines  proposed  is  so  that  Mellon  Bank  can 
consolidate  Dreyfus'  capital  with  its  own  capital  base. 

Dreyfus  Service  Corporation  (DSC)  is  registered  with 
the  SEC,  the  NASD  and  all  fifty  states  as  a  broker- 
dealer,  and  as  such,  is  subject  to  necessary  and 
appropriate  financial  responsibility  standards 
including  the  applicable  net  capital  requirements  under 
section  15(c)(3)  of  the  Exchange  Act.   We  are  concerned 
that  the  capital  of  the  Dreyfus  broker-dealer 
subsidiary  will  be  consolidated  with  that  of  Mellon 
Bank,  potentially  harming  the  subsidiary's  compliance 
with  its  financial  responsibility  requirements  under 
the  federal  securities  laws. 

Both  the  Board  (in  your  Section  20  orders)  and  the 
Federal  Deposit  Insurance  Corporation  (FDIC)  (in  12 
C.F.R.  section  337 .4 (b) (3) )  have  adopted  measures  to 
ensure  the  adequate  capitalization  of  securities 
subsidiaries  and  prevent  the  double  leveraging  of 
securities  subsidiaries'  capital.   Both  provide  that 
the  parent  entity's  investment  in  a  securities 
subsidiary  will  not  be  counted  toward  satisfaction  of 
the  parent  entity's  capital  requirement.   Please 
explain  the  rationale  for  your  position.   What  would  be 
the  consequences  of  the  failure  of  the  OCC  to  make 
similar  provision  for  ensuring  the  separate 
capitalization  of  national  bank  subsidiaries?  What 
capital  conditions  should  the  OCC  require  in  connection 
with  the  proposed  transaction? 

Generally  accepted  accounting  principles  as  well  as  the 
reporting  requirements  of  the  Securities  Exchange  Commission 
require  that,  as  a  general  rule,  the  assets,  liabilities  and 
capital  accounts  of  a  subsidiary  be  reported  on  a  consolidated 
basis  with  the  assets,  liabilities  and  capital  accounts  of  the 


855 


6 
parent  company.   The  banking  agencies  generally  adopt  this  same 
requirement,  because,  for  most  purposes,  it  provides  a  useful 
overall  picture  of  the  financial  condition  of  a  banking 
organization. 

As  you  note  in  your  letter,  the  Board  has  required 
that — solely  for  purposes  of  the  Board's  capital  adequacy  rules — 
bank  holding  companies  that  operate  so-called  section  20 
securities  underwriting  affiliates  not  consolidate  the  balance 
sheets  of  these  affiliates  with  the  rest  of  the  organization. 
Instead,  the  amount  of  the  organization's  investment  in  the 
section  20  affiliate  and  other  elements  of  the  capital  accounts 
of  these  affiliates  are  deducted  from  the  accounts  of  the 
consolidated  holding  company.   This  capital  treatment  was  adopted 
as  a  conservative  response  to  concern  regarding  the  potential 
financial  risk  of  securities  underwriting  activities.   In  effect, 
under  this  treatment,  the  section  20  affiliate  could  fail,  with 
the  organization  losing  all  of  its  investment,  without  affecting 
the  organization's  financial  strength  as  presented  on  its 
financial  statement.   The  Board  has  not,  as  a  general  matter, 
required  bank  holding  companies  to  deduct  from  their  capital 
investments  in  broker/dealer  subsidiaries  that  engage  only  in 
securities  brokerage  activities  on  behalf  of  customers. 

It  is  important  to  note  that  the  consolidated  capital 
ratios  reported  by  a  banking  organization  are  not  intended  to 
indicate  the  amount  of  capital  funds  that  are  available  to  be 
placed  in  a  single  subsidiary  bank  in  the  event  that  the  bank 
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experiences  financial  stress.   For  exaunple,  while  a  multi-bank 

holding  company  reports  the  capital  accounts  of  all  of  its 

subsidiary  banks  on  a  consolidated  basis,  that  consolidated 

capital  includes  capital  in  individual  banks  that  must  support 

the  assets  in  each  of  those  banks.   Capital  that  is  needed  to 

support  one  of  the  banks  in  that  multi-bank  holding  company  is 

not  likely  to  be  available  to  another  bank  in  that  same 

organization,  even  though  the  capital  is  reported  on  a 

consolidated  basis  at  the  parent  holding  company  level. 

The  Board  has  not  had  occasion  to  consider  whether  it 

is  appropriate  to  apply  the  section  20  capital  treatment  to  an 

investment  by  a  bank  holding  company  in  a  broker/dealer  such  as 

Dreyfus.   The  Board  would  carefully  consider  the  risk  of  such  an 

investment  to  the  holding  company  organization  and  to  its  bank 

affiliates.   However,  a  proper  resolution  of  these  matters 

depends  on  the  specific  facts  of  the  proposal. 

3.  Please  comment  on  the  OCC's  statement  (p.  6)  that 

"[b]ecause  establishment  of  operating  subsidiaries  is 
part  of  the  business  of  banking,  it  is  not  proscribed 
by  12  U.S.C.  section  24(7)  provisions  on  purchasing 
corporate  stock."   Please  explain  how  you  distinguish 
between  "incidental"  activities  and  those  "closely 
related  to  banking,"  which  are  subject  to  the 
requirements  of  the  Bank  Holding  Company  Act. 

a.  Please  provide  the  Subcommittee  with  a  list  or 
chart  comparing  those  activities  that  the  OCC  has 
deemed  "incidental  to  banking"  to  those  activities 
that  the  Fed  has  deemed  "closely  related  to 
banking"  for  the  purpose  of  the  Bank  Holding 
Company  Act.   If  many  activities  overlap  (as  the 
Subcommittee  believes  to  be  the  case) ,  what  is  the 
purpose  for  two  different  regulatory  schemes? 
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The  National  Bank  Act  permits  national  banks  to  conduct 
"all  such  incidental  powers  as  shall  be  necessary  to  carry  on  the 
business  of  banking".   12  U.S.C.  24 (Seventh).   This  provision  has 
been  interpreted  by  the  courts  to  permit  national  banks  to 
conduct  activities  that  are  "convenient  or  useful  in  connection 
with  the  performance  of  one  of  the  bank's  established  activities 
pursuant  to  its  express  powers  under  the  National  Bank  Act."   M&M 
Leasing  Corp.  v.  Seattle  First  National  Bank.  563  F.2d  1377  (9th 
Cir.  1977) .   The  OCC's  rules  regarding  the  establishment  of  an 
operating  subsidiary  limit  the  operating  subsidiary  to  activities 
that  a  national  bank  is  permitted  to  conduct  directly. 
12  CFR  5.34. 

The  Bank  Holding  Company  Act  provides  that  the  Board 
may  authorize  bank  holding  companies  to  invest  in  companies  that 
engage  in  activities  that  are  "so  closely  related  to  banking  as 
to  be  a  proper  incident  thereto."   12  U.S.C.  1843(c)(8).   In 
considering  whether  an  activity  is  "closely  related  to  banking," 
the  Board  and  the  courts  have  considered  whether: 

1)  banks  generally  have,  in  fact,  provided  the  service; 

2)  banks  generally  provide  services  that  are  operationally 
or  functionally  so  similar  to  the  proposed  service  as  to 
equip  them  particularly  well  to  provide  the  proposed 
service;  or 

3)  banks  generally  provide  services  that  are  so  integrally 
related  to  the  proposed  service  as  to  require  their 
provision  in  a  specialized  form.   See  National  Courier  Ass'n 
V.  Board.  516  F.2d  1229  (D.C.Cir.  1975). 

The  Board  may  also  consider  any  other  factor  indicating 
that  the  activity  has  a  reasonable  connection  to  banking.   See 
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Alabama  Ass'n  of  Insurance  Agents  v.  Board  of  Governors.  533  F.2d 
224  (5th  Cir.  1976) .   Thus,  while  it  may  be  sufficient  for 
purposes  of  the  closely  related  test  that  national  banks  are 
permitted  to  conduct  an  activity,  it  is  not  a  prerequisite.   The 
greater  breadth  of  the  closely  related  test  explains  a  number  of 
the  activities — such  as  limited  securities  underwriting 
activities — that  bank  holding  companies  may  perform  that  are  not 
permissible  for  national  banks  to  conduct  directly. 

Attached  is  a  list  of  all  of  the  activities  that  the 
Board  has  to  date  determined  to  be  "closely  related  to  banking" 
for  purposes  of  section  4(c)(8)  of  the  BHC  Act.   The  Board  is  not 
aware  that  the  OCC  publishes  a  list  of  the  activities  that  are 
deemed  to  be  incidental  to  banking  under  the  National  Bank  Act. 

b.  Please  explain  the  nature  and  extent  of  the 
Board's  authority  under  Section  4  of  the  Bank 
Holding  Company  Act,  and  whether  this  provision 
provides  the  Board  with  the  authority  to  regulate 
national  and  state-chartered  bank  subsidiaries  in 
addition  to  bank  holding  companies.   Does  the 
existing  bifurcated  regulatory  scheme  (with  the 
OCC  as  primary  regulator  of  bank  subsidiaries) 
undermine  consolidated  bank  holding  company 
regulation? 

The  Board's  Regulation  Y  permits  national  banks  that 
are  controlled  by  a  bank  holding  company  to  own  shares  of  an 
operating  subsidiary  provided  the  investment  is  in  compliance 
with  the  regulations  of  the  Comptroller.   12  CFR  225.22(d)(1). 
Similarly,  the  Board's  Regulation  Y  permits  state  banks  owned  by 
a  bank  holding  company  to  own  all  (but,  except  for  directors' 
qualifying  shares,  not  less  than  all)  of  the  shares  of  a  company 
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that  engages  solely  in  activities  in  which  the  parent  bank  may 
engage,  subject  to  the  same  limitations  as  if  the  bank  were 
engaging  in  the  activity  directly.   12  CFR  225.22 (d) (2) (ii) . 

The  Board  has  determined  that  the  provisions  of 
section  4  of  the  Bank  Holding  Company  Act  do  not  apply  to  the 
direct  activities  of  state  and  national  banks  that  are 
subsidiaries  of  bank  holding  companies.   The  courts  have 
confirmed  this  reading  of  the  Bank  Holding  Company  Act.   See 
Independent  Insurance  Agents  of  America  v.  Board  of  Governors. 
838  F.2d  627  (2d  Cir.  1988). 

4.  Mellon 's  Legal  Memorandum  notes  at  page  36  that 

"[b]anks  have  increasingly  sought  to  decrease  the  roles 
of  third  party  distributors  in  the  marketing  of  their 
proprietary  mutual  funds  and  commensurate ly  to  increase 
their  own  role  and  that  of  their  broker-dealer 
affiliates."   Concerns  have  been  raised  that  third 
party  distributors  in  general  are  often  mere  shell 
companies  that  do  very  little  and  that  usually 
subcontract  out  all  activities,  including  advertising 
and  marketing,  to  the  bank.   The  small  fees  typically 
paid  to  such  distributors  bear  out  the  lack  of 
functions. 

a.  Please  explain  why  an  entity  that  does  not  perform 
the  functions  of  marketing,  selling,  or 
advertising  a  mutual  fund,  as  would  seem  to  be  the 
case  in  the  Mellon/Dreyfus  situation,  should 
nonetheless  be  considered  to  be  the  "distributor" 
of  such  fund  for  Glass-Steagall  purposes.   What  is 
your  understanding  of  the  role  contemplated  for 
Dreyfus  Service  Corporation  or  any  other  affiliate 
of  Mellon  in  the  process  of  marketing  shares  of 
the  Dreyfus  funds?   How  does  that  role  satisfy  the 
applicable  statutory  language  and  its  intent? 
What  is  the  appropriate  role  of  a  distributor  for 
Glass-Steagall  purposes? 

The  term  "distributor"  is  often  applied  to  one  of  the 
companies  that  is  involved  in  sponsoring,  managing  and/or  selling 
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shates  of  mutual  funds.   However,  the  Glass-Steagall  Act  does  not 
define  the  term  "distributor",  and  a  review  of  prospectuses  for 
mutual  funds  indicates  that  the  duties  of  the  company  denominated 
as  the  distributor  varies  widely  across  funds. 

The  designation  of  an  entity  as  "a  distributor"  of 
mutual  funds,  therefore,  is  not  itself  a  relevant  inquiry  under 
the  Glass-Steagall  Act.   The  Glass-Steagall  Act  prohibits  a  bank 
from  engaging  in  "the  business  of  issuing,  underwriting,  selling, 
or  distributing,  at  wholesale  or  retail,  or  through  syndicate 
participation,  stocks... or  other  securities."   (Sections  16  and 
21  of  the  Glass-Steagall  Act,  12  U.S.C.  24(Seventh)  &  378).   The 
Supreme  Court  has  indicated  that  this  also  includes  a  prohibition 
on  engaging  in  the  "public  sale"  of  securities.   Thus,  the 
relevant  inquiry  under  the  Glass-Steagall  Act  is  whether,  under 
the  proposal,  Mellon  Bank  would,  through  its  proposed  Dreyfus 
operating  subsidiaries,  be  engaged  in  any  of  these  prohibited 
activities. 

Our  understanding  of  the  activities  of  Dreyfus  Service 
Corporation  are  limited  to  the  description  in  the  notice  provided 
to  the  OCC,  and  the  Board  has  no  additional  information  on  this 
matter.   As  described  below,  the  Board  has  not  had  occasion  to 
consider  whether  a  company  that  engages  in  the  same  activities 
conducted  by  Dreyfus  Service  Corporation  would  be  engaged  in 
"issuing,  underwriting,  selling,  [the  public  sale],  or 
distributing,  at  wholesale  or  retail,  or  through  syndicate 
participation,  stocks... or  other  securities." 
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b.  In  April  1993,  the  Board-approved  Mellon' s 

purchase  of  The  Boston  Company  (TBC) ,  a  firm  that, 
among  other  things,  provides  investment  advice  and 
administrative  services  to  mutual  funds,  and 
authorized  Mellon  to  continue  providing  such 
services  through  TBC.   However,  as  part  of  the 
approval,  Mellon  pledged  to  terminate  TBC's  role 
as  a  sponsor  of  mutual  funds,  and  represented  that 
no  Mellon  entity  would  be  involved  in  the 
distribution  of  shares  of  any  mutual  fund. 

Nonetheless,  the  Mellon-Dreyfus  application  to  the 
OCC  would  appear  to  permit  Dreyfus  entities  (to  be 
acquired  by  Mellon)  to  continue  to  be  involved  in 
wide-scale  distribution  of  mutual  funds.   Is  the 
Mellon-Dreyfus  application  consistent  with  the  TBC 
approval?   Please  comment  on  the  different 
regulatory  approaches  taken  by  the  Board  and  the 
OCC  in  these  similar  circumstances,  and  explain 
why  the  Board  placed  more  restrictive  conditions 
on  Mellon  in  the  context  of  its  acquisition  of 
TBC. 


The  Mellon  proposal  to  acquire  The  Boston  Company 
("TBC")  did  not  raise  the  issue  of  whether  the  acquisition  would 
cause  Mellon  to  be  engaged  in  the  distribution  of  shares  of  a 
mutual  fund.   In  that  case,  TBC  had  originally  sponsored  and 
distributed  shares  for  several  of  the  mutual  funds  advised  by 
TBC,  and  was  responsible  for  advertising  and  marketing  the  shares 
of  the  mutual  funds  advised  by  TBC.   However,  as  noted  in  the 
Board's  order  in  that  case,  Mellon  did  not  propose  to  continue 
these  activities  after  the  acquisition  of  TBC.   Rather,  Mellon 
indicated  that,  following  the  acquisition,  TBC  did  not  propose  to 
engage  in  any  sales  activities  with  regard  to  mutual  fund  shares, 
enter  into  any  distribution  agreement,  develop  any  marketing 
plans  for  mutual  funds,  or  engage  in  advertising  activities  with 
respect  to  mutual  funds.  Mellon  Bank  Corporation.  79  Federal 
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Reserve  Bulletin  626,  n.  15  (1993).   Thus,  the  Board's  order  in 
that  case  is  limited  to  a  general  determination  that 
administrative  services  (when  conducted  within  the  limits 
described  in  the  Board's  order)  are  closely  related  to  banking 
for  purposes  of  the  Bank  Holding  Company  Act. 

The  Board  was  not  called  on  in  the  Mellon  case,  and  did 
not  reverse  or  change  the  restriction  in  its  interpretive  rule 
that  bank  holding  companies  may  not  engage  in  underwriting  or  the 
distribution  of  shares  of  a  mutual  fund  advised  by  the  holding 
company.   12  CFR  225.125.   Thus,  because  of  the  more  limited 
scope  of  the  Mellon/TBC  proposal,  the  Board  did  not  consider  the 
permissibility  of  some  of  the  activities  conducted  by  Dreyfus,  or 
whether  conditions  or  limitations  are  appropriate  for  the  conduct 
of  these  activities  by  a  banking  organization. 

The  OCC  continues  to  have  the  Mellon  proposal  under 
review,  and  has  full  authority  to  impose  conditions  on  the 
ownership  of  Dreyfus  by  Mellon  Bank,  as  well  as  on  the  activities 
of  Dreyfus.   It  is  not  possible  at  this  time  to  determine  whether 
there  is  any  inconsistency  between  the  action  of  the  Comptroller 
and  the  Board's  decision  in  Mellon/TBC. 
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3000.0.2  APPENDIX  1— ACTIVmES  APPROVED  BY  THE  BOARD  AS  BEING 
CONSIDERED  "CLOSELY  RELATED  TO  BANKING"  UNDER  SECTION  4(C)(8) 
OF  THE  BANK  HOLDING  COMPANY  ACT  (SECTION  225.25(B)  OF 
REGULATION  Y) 

Pennitted  by  Regulation  Year  Added 

1 .  Making,  acquiring,  or  servicing  loans  or  other  extensions  of  credit  for  1971 

Mongage  banking ' 

Finance  companies:  consumer,  sales,  and  commercial ' 

Credit  cards' 

Factoring 

2.  Industrial  bank,  Morris  Plan  bank,  industrial  loan  company  1971 

3.  Trust  company '  1971 

4.  Investment  or  financial  advising  197] 

a.  Providing  advisory  services  to  open-end  investment  companies  1972 

b.  Providing  financial  advice,  including  rendering  fairness  opinions  and  1992 
valuation  services,  in  connection  with  institutional  customers  with 

respect  to  mergers,  acquisitions,  divestitures,  joint  ventures,  leveraged 
buyouts,  reorganizations,  recapitalizations,  capital  structurings,  and 
financing  transactions  (including  private  and  public  financings  and 
loan  syndications);  and  conducting  feasibility  studies 

c.  Providing  financial  and  transaction  advice  to  institutional  customers  1992 
regarding  the  structuring  and  arranging  of  swaps,  caps,  and  similar 

transactions  relating  to  interest  rates,  currency  exchange  rates  or  prices, 
and  economic  and  financial  indices  and  similar  transactions 

d.  Providing  financial  advice  to: 

(1)  State  and  local  governments;  and  1973 

(2)  Foreign  governments  including  foreign  municipalities  and  agencies  of  1992 
foreign  governments,  such  as  with  respect  to  issuance  of  their  securities 

5.  a.  Full-payout  leasing  of  personal  and  real  property^  1971 

b.  Providing  certain  higher  residual  value  leasing  for  tangible  personal  1992 

property,  including  acting  as  agent,  broker,  or  advisor  in  leasing  such  property 

6.  Investments  in  comroimity  welfare  projects  1971 

7.  Data  processing^  1971 

8.  a.  Acting  as  insurance  agent  or  broker  primarily  in  connection  1971 

with  credit  extensions^ 

b.  Underwriting  credit  life  and  credit  accident  and  health  insurance  1972 

related  to  an  extension  of  credit 
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Permitted  by  Regulation 

Year  Added 

9.  Operating  a  savings  association  1989 

10.  Providing  courier  services  1973 

11.  Management  consulting  to  unaffiliated  bank  and  nonbank  depository  institutions^  1974 

12.  Issuance  and  sale  at  retail  of  money  orders  with  a  face  value  of  not  more  1979 
than  $1,000.  savings  bonds,  and  the  issuance  and  sale  of  travelers  checks' 

13.  a.  Performing  appraisals  of  real  estate  1980 
b.  Performing  appraisals  of  personal  property^  1986 

14.  Arranging  commercial  real  estate  equity  financing^  1983 

15.  a.  Securities  brokerage'  1982 

b.  Securities  brokerage  and  related  securities  credit  activities  (pursuant  to  Regulation  T)    1992 

c.  Securities  brokerage  in  combination  with  advisory  services  1992 

16.  Underwriting  and  dealing  in  government  obligations  and  money  1984 
maricet  instruments' 

17.  Foreign  exchange  advisory  and  transmittal  services'  1984 

18.  Futures  commission  merchant  activities'  1984 

19.  Investment  advice  on  financial  futures  and  options  on  futures  1986 

20.  Consumer  financial  counseling  1986 

21.  Tax  planning  and  preparation  1986 

22.  Check-guaranty  services  1986 

23.  Operating  a  collection  agency  1986 

24.  Operating  a  credit  bureau  1986 

I    Amended  in   1974  to  oamiw  is  some  respeos  uid  elude  issuince  of  such  instnunenu.  In  1984  ibe  (Ctiviiy  wis 

etpind  in  othen.  np«niVd  to  provide  for  the  luumce  of  money  orden  ts  pan 

2.  Expanded  in  1974  lo  include  real  propeity  leaies.  of  the  regulatory  review  and  overiuuii  of  Regulation  Y,  effec- 

3.  Expanded  in  1982  to  permit  bank  holding  companies  to  live  rebniaty  6.  1984. 

engage  in  dau  processing  and  transmission  services  as  speci-  7.  Activity  was  initially  approved  by  order  on  an  individ- 

fied  by  the  Board.  ual  applicatioo  in  July  1982.  The  amendment  to  Regulabon  Y 

4  Scope  nanowcd  to  coafom  lo  court  decisions  in  1979  that  added4fais  nonbank  acoviiy  became  effective  on  Seplem- 
and  1981  and  in  1982  ii  wu  funher  narrowed  by  Title  VI  of  ber  25.  1982. 

the  Cam-Si  Germain  Depository  Insntuboos  Act.  8.  Modifies  a  previous  position  taken  by  the  Board  in 

5  Expanded   ui    1982   lo   include   nonbank   depository       acting  on  an  individual  applicaiioa  to  acquire  a  letail  discount 
institutions.  securiiies  broker. 

6.  This  activity  was  uutially  approved  by  order  on  individ-  9.  This  nonbank  activity  was  approved  as  the  lesult  of  a 

ual  applicauon  (1973).  and  did  not  include  the  issuance  of      complete  regulatory  review  and  overtiaul  of  Regulation  Y, 
nvelen  checks.  In  1981.  the  activity  was  expanded  to  in-       revised  effective  i=ebiuaiy  6.  1984. 
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3000.0.3  APPENDIX  2— ACTIVmES  CONSIDERED  "CLOSELY  RELATED 
TO  BANKING"  UNDER  SECTION  4(C)(8)  OF  THE  BANK  HOLDING 
COMPANY  ACT 


Permined  by  Order  on  an  Individual  Basis ' 


Manual 
Section 
Year  Approved       3600. 


1972 

2 

1973 

3 

1975 

4 

1977 

5.1 

1979 

1979 

1982 

5.2 

1982 

1983 

10 

1.  Operating  a  "pool-reserve  plan"  for  the  pooling  of  loss  reserves  1971  1 
of  banks  with  respect  to  loans  to  snudl  businesses 

2.  Operating  a  thrift  institution  in  Rhode  Island 

3.  Buying  and  selling  gold  and  silver  bullion  and  silver  coin 

4.  Operating  a  guaranty  savings  bank  in  New  Hampshire 

5.  Operating  an  Article  XII  New  York  Investment  Company 

6.  Retail  check  authorization  and  check  guarantee^ 

7.  Providing  consumer-oriented  financial  management  courses' 

8.  Engaging  in  commercial  banking  activities  through  foreign  branches 
of  a  Nonbank  Delaware  company 

9.  Acquisition  and  operation  of  a  distressed  savings  and 
loan  association^ 

10.  Operating  a  limited-purpose  National  bank  for  purposes 
of  avoiding  usury  ceilings 

1 1 .  Brokering  options  on  securities  issued  or  guaranteed  by  the  1983 
U.S.  Government  and  options  on  U.S.  and  foreign  money 
market  instruments 

12.  Operating  a  "nonbank  bank"  through  a  limited  purpose  1984 
commercial  bank  charter 

13.  Brokering  options  in  foreign  currency  on  exchanges  regulated  1984 
by  the  SEC 

14.  Providing  financial  feasibility  studies  for  private  corporations;*  1984  1 1 
performing  valuabons  of  companies  and  of  large  blocks  of  stock 

for  a  variety  of  purposes  and  providing  expert  witness  testimony 
on  behalf  of  utility  firms  in  rate  cases 

15.  Executing  and  clearing  CFTC-regulated  options  on  bullion  1984  63 
and  foreign  exchange  on  authorized  conunodity  exchanges 

and  providing  investment  advice 

16.  Issuing  consumer-type  paynoent  instruments  having  a  face  value  1984  12.1 
of  not  more  than  $10,000 


6.1 


6.2 
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Permitted  by  Order  on  an  Individual  Basis ' 


Year  Approved 

Manual 
Section 
3600. 

1984 

1985 

13.1 

I98S 

13.2 

198S 

14 

1985 

15.1 

1985 

12.2 

1985 

7.1 

1985 

16 

1986 

17.1 

1986 

17.  Tax  preparation  services  performed  in  a  nonfiduciary  capacity^ 

18.  PCM  brokerage  of  futures  contracts  on  a  municipal  bond 
index,  and  related  futures  advisory  services 

19.  FCM  brokerage  of  futures  contracts  on  stock  indexes,  and  options 
on  such  contracts 

20.  Credit  card  authorization  services  and  lost/stolen  credit  card 
reporting  services 

21.  Employee  benefits  consulting  activities 

22.  Issuance  of  sale  of  official  checks  with  no  limitation 

on  the  maximum  face  value,  but  subject  to  certain  limitations 

23.  Acting  as  a  municipal  securities  brokers'  broker 

24.  Expanded  student  loan  servicing  activities 

25.  Underwriting  and  reinsuring  home  mortgage  redemption  insurance' 

26.  Providing  portfolio  investment  advice  in  connection 

with  securities  brokerage  services  subject  to  certain  conditions' 

27.  Printing  and  selling  checks  and  related  documents  that  require 
\fICR-encoded  information  for  depository  institutions 

28.  Engaging  in  conunercial  paper  placement  activities 
to  a  limited  extent 

29.  Providing  advice  regarding  the  structuring  of  and  arranging 
for  loan  syndications,  interest  rate  "swap",  interest  rate  "cap" 
and  similar  transactions' 

30.  Providing  limited  advisory  services  with  respect  to  futures  contrscts 
on  stock  indexes  and  options  on  such  futures  contracts  in  connection 
with  FCM  brokerage  activities 

31.  Providing  cash  management  services  on  a  stand-alone  basis 

32.  Underwriting  and  dealing  in  commercial  paper  to  a  limited  extent 

33.  Underwriting  and  dealing  in,  to  a  limited  extent,  municipal  revenue 
bonds,  mortgage  related  securities,  and  commercial  paper 

34.  Underwriting  and  dealing  in.  to  a  limited  extent,  municipal  revenue 
bonds,  mortgage  related  securities,  consumer-rBceivable-related 
securities  and  commercial  paper 


1986 
1986 
1986 

1987 


12.3 


19.1 


18.1 


1987 

20 

1987 

21.1 

1987 

21.2 

1987 


21.3 


BHC  Supervision  Manual 
Pages 


December  1992 


867 


Introduction  to  Nonbank  Activities 


3000.0 


Permitted  by  Order  on  an  Individual  Basis ' 


Manual 
Section 
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3S.  Engaging  in  sectirities  brokerage,  clearing,  and  other  services  in 
coooection  with  a  system  for  the  trading  of  options 
on  U.S.  Government  securities^ 


1987 


36.  Providing  discretionary  investment  management  services  for  1987 
"institutional  customers"  and  a  BHC's  affiliate  in  comiection  with 
Board-approved  brokerage  services' 

37.  Providing  community-development  advisory  and  related  services  1987 

38.  Issuing  aixl  selling  drafts  and  wire  transfers  that  are  payable  in  1988 
foreign  currencies  without  limitation  as  to  their  face  amount, 

but  subject  to  certain  limitations 

39.  Providing  financing  advice  to  the  Canadian  federal  and  provincial  1988 
governments,  such  as  with  respect  to  the  issuance  of  their 

securities  in  the  U.S.  * 


22 
12.4 


40.  Issuing  and  selling  mortgage-related  securities  backed  by  the  1988  23 
guarantees  of  the  Government  National  Mortgage  Association 

41.  Providing  management  services  to  failed  savings  and  loan  associations     1988  15.2 
under  the  FHLBB's  Management  Consigiunent  Program 

42.  Providing  investment  advice  concerning  futures  and  options  on  1988  18.2 
futures  contracts,  such  as  advice  to  be  given  to  a  limited  number 

of  instimtional  investors  and  without  registration  as  a  CTA  or  an  FCM 

43.  Engaging  in  permissible  title  insurance  agency  activities  pursuant  to         1988  17.2 
grandfather  provisions  in  section  225.25(bK8)(vii)  of  Regulation  Y 

44.  Underwriting  and  dealing  in.  to  a  limited  extent,  corporate  1989  21.4 
debt  and  equity  securities 

45.  Providing  advice  relating  to  the  structuring  of  and  arranging  for  1989 
currency  swaps' 

46.  Offering  full  brokerage  services  to  institutional  and  retail  customers  1989 
for  ineligible  securities  ' 

47.  Acting  as  a  specialist  in  options  on  foreign  exchange  1989  6.S 

48.  Acting  as  a  dealer  and  broker  with  respect  to  interest  rate  and  1989  7.2 
currency  swaps  and  related  transactioiu 

49.  Acting  as  agent  in  the  private  placement  of  all  types  of  securities  1989  19.2 
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50.  Engaging  in  personal  property  leasing  transactions  ttat  allow  a  1990 
bank  holding  company  to  rely  for  its  compensation  on  an  estimated 
residual  value  of  leased  personal  property  to  up  to  100  percent 
of  the  acquisition  cost  of  the  leased  property* 

5 1 .  Providing  financial  advice  to  the  Japanese  national  and  municipal  1990 
govenunents  and  their  agencies  such  as  with  respect  to  the  issuance 
of  their  securides  in  the  United  States* 

52.  Engaging  in  the  purchase  and  sale  of  platinum  coins  issued  by  the  1990 
Canadian  and  Australian  governments  as  legal  tender 

33.  Acting  as  a  registered  options  trader  on  foreign  exchange  options 

54.  Entering  into  currency  swap  transactions  for  a  bank  holding 
company's  hedging  its  own  position  in  foreign  currency 

55.  Acting  as  a  sales  tax  refund  agent 

56.  Cashing  U.S.  dollar  payroll  checks  drawn  on  unafBliated  banks 

57.  Acting  as  agent  in  the  sale  of  annuities  (exemption  G 
companies  only) 

58.  Providing  real  estate  settlement  activities  through  a  permissible  1990  26 
titie  insurance  agency  (exemption  G  companies  only) 

59.  Providing  non-financial  futures  advice 

60.  Providing  combined  foreign  exchange  and  government  securities 
advisory  and  execution  services 

61 .  Providing  management  consulting  services  to  failed  savings 
and  loan  associations 

62.  Providing  asset  management  services  to  certain  governmental 
agencies  and  to  unafiiUated  financial  institutions  with  troubled  assets 

63.  Trading  for  a  company's  own  account  in  futures,  options,  and  options       1991 
on  futures  based  on  U.S.  government  securities  and  certain  money 
market  instruments 

64.  Acting  as  a  conduit  in  securities  borrowing  and  lending  1992 


1990 

6.6 

1990 

25 

1990 

24.1 

1990 

24.2 

1990 

1990 

18.3 

1990 

18.3 

1990 

15.2 

1990 

15.3 

1991 

6.4 

1.  In  appfoving  ifaese  activiues.  ihe  Boaid  did  so  witbout  iwohmlring  tcdvitiei  of  Reguiaboa  V,  tecooo  22S.2S(bK9). 
expiodug  the  list  of  peraussible  activities  under  sectioa  effecnve  October  10,  1989. 

22S.25(b)  of  ReguUboo  Y  5   "Dm  iwihmking  KSivity  wm  included  by  the  Board 

2.  This  noobanking  activity  was  included  by  the  Board  widun  die  bst  of  permisiible  noBbanktog  activities  ui  section 
withui  the  list  of  pennusible  noobanking  activities  in  sectiaa  225.2S(b)ai)  of  Regnlatioa  Y,  effective  December  15.  1986. 
225  23(bM22)  of  Regulauon  Y.  effecbve  December  15.  1986,  6.  Added  to  Regulatioa  Y.  effective  October  3.  1986. 

3.  This  nonbanking  activity  was  included  by  the  Board  7.  On  Febmary  4.  1988.  the  Boards  order  was  vacated 
within  the  list  of  permissible  nonbanking  activities  in  sectioa  (refer  to  1988  FRB  256.  1987  FRB  815). 

225.25(bX20)  of  Regulatioa  Y.  effective  December  15.  1986.  8.  Incocponted  into  sectioo  225.25(b)  of  Regulatioa  Y  by 

4.  This  activity  was  included  on  the  list  of  petmittible  the  Board  on  April  2Z  1992. 
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Activities  permitted  by  order 

65.  Acting  as  administrator  to  mutual  funds.   (1993) 

66.  "Clearing  only"  activities  as  a  futures  commission 
merchant.   (1993) 

67.  Acting  as  a  futures  commission  merchant  in 
executing  and  clearing,  and  clearing  without 
executing,  futures  and  options  on  futures  on  non- 
financial  commodities.   (1993) 

68.  Acting  as  a  dealer -manager  in  soliciting  tender 
offers.   (1993) 

69.  Providing  electronic  benefit  transfer  services, 
stored  value  card  services,  and  electronic  data 
interchange  services.   (1993) 

70.  Providing  career  counseling  services  for  financial 
organizations  or  individuals  seeking  financially- 
related  positions.   (1993) 


E  MARGOUfS^ETVINSrV.  CARLOS  J  OOOAWCaB  CAUFONMiA 


IKID  P  F  nVNTZ.  STAFF  DlflECTOR/CMICF  COUNSEL 
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(Sobuiiuiiiiiu  on  ©oasfshc  md  Jmcftigitioni 

oTdit 

Coniiuiuu  on  £na]jg  and  Connnatz 

Washington,  BC  20515-0)6 

March  2,  1994 


The  Honorable  Alan  Greenspan 
Chairman 

Board  of  Governors  of  the 
Federal  Reserve  System 
20th  and  Constitution  Avenue,  N.W. 
Washington,  DC.   20551 

Dear  Chairman  Greenspan: 

Pursuant  to  Rules  X  and  Xi  of  the  Rules  of  the  U.S.  House  of  Representatives,  and  our 
continuing  oversight  of  securities  and  exchanges,  we  are  investigating  the  facts  and 
circumstances  surrounding  the  prooosed  merger  between  the  Dreyfus  Corporation  (Dreyfus) 
and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will  be  acquired  by  Mellon  Bank,  N.A. 
(Mellon  Bank)  as  a  separate  operating  subsidiary. 

In  connection  with  the  Subcommittee  hearings  today  and  tomorrow  on  this  matter, 
serious  concerns  have  been  raised  regarding  the  adequacy  of  the  protections  that  the 
banking  laws  afford  customers  who  purchase  securities  or  investment  advice  in  banks. 
Accordingly,  I  am  transmitting  the  enclosed  55-page  draft  table  comparison  of  the  regulation 
of  broker-dealers  and  investment  advisers  under  the  federal  securities  laws  versus  under  the 
federal  banking  laws.  The  table  summarizes  the  principal  relevant  statutes,  regulations,  and 
guidelines  administered  by  the  Securities  and  Exchange  Commission  and  by  the  federal 
banking  agencies.  The  Subcommittee  will  be  keeping  the  hearing  record  open  for  30  days  to 
accommodate  our  request  that  you  carefully  review  this  document  and  submit  any  corrections 
you  deem  necessary  to  make  this  table  accurate  and  complete. 

If  you  have  any  questions  about  this  request,  please  contact  Consuela  M.  Washington 
of  the  staff  at  (202)  225-31 47.  Thant^,y«u  lUI'yifjr  cooperation  and  assistance  with  the  work 
of  the  Subcommittee. 


John  OrDTngell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Enclosure 

cc:       The  Honorable  Dan  Schaefer 
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^tobcoiniiiitta  on  Otitrsiglit  and  Snotstigatunu 

of  ttu 

Coiuiiiliiu  on  Cntrgg  and  Conrninn 

Washington,  BC  20515-61)6 


March  31,  1994 


The  Honorable  Alan  Greenspan 
Chairman 

Board  of  Governors  of  the 
Federal  Reserve  System 
20th  and  Constitution  Avenue,  N.W. 
Washington,  D.C.    20551 

Dear  Chairman  Greenspan: 


This  is  with  reference  to  the  Subcommittee's  letter  of  March  2,  1994  asking  you  to 
review  our  draft  table  comparing  the  regulation  of  broker-dealers  and  Investment  advisers 
under  the  federal  securities  laws  and  under  the  federal  banking  laws.   The  table  does  not 
include  all  the  federal  securities  laws  and  rules,  nor  does  it  address  the  regulation  of  banks 
as  transfer  agents,  municipal,  or  government  securities  dealers.  This  is  consistent  with  the 
scope  of  the  Subcommittee's  inquiry  as  well  as  the  table's  stated  scope. 

At  the  request  of  the  Office  of  the  Comptroller  of  the  Currency,  we  are  extending 
the  deadline  for  your  responses  to  the  close  of  business  on  Friday,  April  8,  1 994,  at  which 
time  we  will  be  closing  the  hearing  record  and  taking  the  steps  to  go  to  prompt  printing.  It 
would  be  helpful  if  the  recipients  of  the  March  2  letter  would  meet  and  discuss  (and  where 
possible  coordinate)  your  responses.  In  any  event,  your  transmittal  letters  for  your 
corrections  should  indicate  the  name  and  phone  number  of  a  contact  person  on  your  staff, 
in  the  event  that  we  have  questions  about  your  submission. 

The  Subcommittee  greatly  appreciates  your  cooperation  and  assistance  with  our 
work.    We  firmly  believe  that  these  issues  are  of  vital  importance  to  the  protection  of  the 
public. 


John  tr.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


The  Honorable  Dan  Schaefer 
The  Honorable  Andrew  C.  Hove 
The  Honorable  Arthur  Levitt 
The  Honorable  Eugene  A.  Ludwig 


f  MftHGm  If  t  tgPi— t"  CAKLMJMOOaHEAD. 
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B.3-  lUOBt  of  lUprtBcntatiDU 

jSufeuiiniuiua  on  Gooiight  and  Intxtdgidoiu 

If  dK 

Caninn  n  Zvrgg  nl  (Lmnaa 

Vuhingam,  BC  2o$i5-6)it 

February  14 ,  1994 


The  Honorable  Andrew  C.  Hove 

Acting  Chairman 

Federal  Deposit  Insurance  Corporation 

550  17th  Street,  N.W. 

Washington,  D.C.   2  04  29 

Dear  Chairman  Hove: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of 
Representatives,  and  our  continuing  oversight  of  securities  and 
exchanges,  we  are  investigating  the  facts  and  circumstances 
surrounding  the  proposed  merger  between  the  Dreyfus  Corporation 
(Dreyfus)  and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will 
be  acquired  by  Mellon  Bank,  N.A.  (Mellon  Bank)  as  a  separate 
operating  subsidiary. 

As  a  starting  point,  we  have  reviewed  the  copy  of  the  Notice 
of  the  transaction  and  supporting  documentation  that  was 
delivered  by  MBC  to  the  Committee  on  Energy  and  Commerce  on 
January  3,  1994,  as  well  as  the  responses  of  MBC  and  Dreyfus,  the 
Securities  and  Exchange  Commission  (SEC) ,  and  the  Comptroller  of 
the  Currency  (OCC) ,  responding  to  the  December  20,  1993  Gonzalez- 
Dingell  letter.   In  order  to  assist  the  Subcommittee  in  its 
investigation  and  in  preparation  for  upcoming  hearings,  your 
cooperation  is  requested  in  providing  the  following  responses, 
information,  and  documents  by  the  close  of  business  on  Friday, 
February  25,  1994. 

1.    Mellon's  Legal  Memorandum  argues  that  approval  of  its 
Notice  "would  be  fully  consistent  with  existing 
regulatory  precedent"  and  that  failure  to  approve  the 
Notice,  even  if  the  activities  are  deemed  to  be 
illegal,  would  place  national  banks  "at  a  serious 
competitive  disadvantage."   The  Memorandum  states  at 
page  44  that  "the  Federal  Deposit  Insurance  Corporation 
has  issued  a  ruling  [to  the  Wilmington  Trust  Co.]  on 
mutual  funds  that  goes  well  beyond  what  is  proposed 
here.   The  FDIC  ruling  permits  a  subsidiary  of  a  non- 
member  bank  to  advise,  administer,  sponsor  and  even 
distribute  mutual  funds."   Please  provide  the 
Subcommittee  with  a  copy  of  that  opinion  letter.   How 
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The  Honorable  Andrew  C.  Hove 
Page  2 

many  similar  applications  has  the  FDIC  approved? 
Please  provide  a  list  thereof.   Would  the  FDIC's 
opinion  be  different  if  the  Wilmington  application 
involved  a  bank,  or  bank  operating  subsidiary,  rather 
than  a  subsidiary  of  a  bank  holding  company?   If  so, 
please  explain  why. 

a.  Has  the  FDIC  permitted  bank  mutual  fund  sales  and 
advisory  services  to  be  performed  directly  by  state 
banks?  Please  explain  what  conditions  and  limitations 
have  been  imposed  by  FDIC  on  bank  advisory  services  and 
sales  and  marketing  of  mutual  funds  and  other 
noninsured  investment  products  in  order  to  eliminate 
consumer  confusion,  protect  the  safety  and  soundness  of 
the  bank  and  the  Federal  deposit  insurance  funds,  and 
for  the  protection  of  investors,  and  how  compliance 
with  those  conditions  and  limitations  is  implemented, 
examined  for  and  enforced. 

b.  With  specific  reference  to  these  examinations,  do  you 
examine  merely  for  the  existence  of  systems  and  records 
or  do  you  utilize  testers  to  ascertain  actual 
compliance?   Please  provide  copies  of  examination 
manuals  pertaining  to  bank  securities  activities. 

2.  Please  inform  the  Subcommittee  of  the  current  number 
and  asset  share  of  banks  insured  by  the  FDIC  by  type 
(e.g.,  national  banks,  state  member  banks,  and  state 
non-member  banks)  and  total.   Please  identify  the 
federal  regulator  for  each  category  of  institution. 
Please  provide  the  Subcommittee  with  the  number  of 
FDIC-insured  banks  that  are  engaged  directly  in 
securities  sales  or  advisory  activities.   Also,  please 
provide  the  number  of  such  banks  engaged  in  such 
activities  through  bank  operating  subsidiaries,  and 
through  affiliates. 

3.  Both  for  (1)  the  insured  depository  institutions  for 
whom  FDIC  is  the  federal  regulator  and  (2)  the  insured 
depository  institutions  for  whom  FDIC  is  not  the 
federal  regulator,  please  advise  the  Subcommittee  of 
the  extent  to  which  and  the  manner  by  which  FDIC  is 
informed  and  aware  of  the  nature  and  extent  of 
securities  activities  being  conducted  in  such 
institutions  and  their  affiliates,  the  existence  of 
appropriate  systems  and  controls,  and  actual  compliance 
with  relevant  polices,  procedures  and  laws  and 
regulations.   Please  be  specific.   Do  you  examine  for, 
and  are  you  aware  of,  any  customer  complaints  resulting 
from  bank  securities  activities?  Please  provide 
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details  of  any  enforcement  actions  that  the  FDIC  has 
brought  relating  to  bank  securities  activities. 

4.    Have  any  of  the  monies  paid  by  FDIC  to  resolve  failed 
institutions  been  paid  to  satisfy  the  claims  of 
purchasers  of  investment  products  sold  by  such 
institutions?   If  so,  please  identify  those  matters. 


Thank  you  for  your  cj 
request. 


and  attention  to  this 


Chairman 

Subcommittee  on  Oversight 

and  Investigations 


cc:  The  Honorable  Dan  Schaefer 
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@         FEDERAL  DEPOSIT  INSURANCE  CORPORATIOI^^V.tst*-  oc  20*29 

OFFICE  OF  THE  CHAIRMAN  ^      FEB   28      Pt^    2"   38 

ENiRGl  ANJ  tOHHERCE 
U.S.  HOUSE  CF  RlFSESENIATIVES 
February   25,     1994 


Honorable  John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 
Committee  on  Energy  and  Commerce 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  regarding  the  securities 
activities  of  financial  institutions. 

You  may  be  assured  that  the  Federal  Deposit  Insurance 
Corporation  takes  seriously  its  responsibility  to  supervise 
retail  sales  of  nondeposit  investment  products.   Because 
the  types  of  activities  engaged  in  by  banks  are  changing 
rapidly,  our  supervisory  role  continues  to  evolve.   We  are 
studying  the  issues  relating  to  these  activities  and  are 
prepared  to  adjust  our  guidance  to  the  industry  and  our 
examination  procedures  as  warranted. 

We  are  pleased  to  enclose  answers  to  your  enumerated 
questions  which  set  forth  our  current  policies  and 
procedures . 

If  you  or  your  staff  have  further  questions,  our 
Office  of  Legislative  Affairs  can  be  reached  at  898-8730. 


idrew  C.  Hove,  Jr. 
Acting  Chairman 


Enclosures 
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Responses  to  Questions  by  Chalrmaui  Dingell 

Q.l.    Mellon' s  Legal  Memorandum  argues  that  approval  of  its 

Notice  "would  be  fully  consistent  with  existing  regulatory 
precedent"  and  that  failure  to  approve  the  Notice,  even 
if  the  activities  are  deemed  to  be  illegal,  would  place 
national  banks  "at  a  serious  competitive  disadvantage." 
The  Memorandum  states  at  page  44  that  "the  Federal  Deposit 
Insurance  Corporation  has  issued  a  ruling  [to  the 
Wilmington  Trust  Co,]  on  mutual  funds  that  goes  well 
beyond  what  is  proposed  here.   The  FDIC  ruling  permits 
a  subsidiary  of  a  non-member  bank  to  advise,  administer, 
sponsor  amd  even  distribute  mutual  funds."   Please  provide 
the  Subcommittee  with  a  copy  of  that  opinion  letter.   How 
many  similar  applications  has  the  FDIC  approved?   Please 

—      provide  a  list  thereof.   Would  the  FDIC's  opinion  be 

different  if  the  Wilmington  application  involved  a  bank, 
or  bank  operating  subsidiary,  rather  than  a  subsidiary 
of  a  bank  holding  company?   If  so,  please  explain  why. 

A.l.    Securities  subsidiaries  of  Wilmington  Trust  Company  are 
subject  to  the  provisions  of  12  C.F.R.  §  337.4.   Based  on  the 
provisions  of  this  regulation  and  the  representations  made  by 
Wilmington  Trust  Company,  the  FDIC  issued  a  "no  objection"  letter 
to  the  bank  on  September  2,  1992  which  is  attached.   We  have  had 
no  other  notices  similar  to  the  Wilmington  Trust  Company  notice. 
The  Wilmington  Trust  Company  application  involved  a  bank  and  its 
subsidiary,  not  a  bank  holding  company. 

On  December  28,  1984,  the  FDIC  implemented  its  regulation  on 
securities  activities  of  subsidiaries  of  insured  nonmember  banks 
and  bank  transactions  with  affiliated  securities  companies.   The 
regulation  is  codified  at  12  C.F.R.  §  337.4.   At  that  time,  the 
FDIC  determined  that  it  is  not  unlawful  under  the  Glass-Steagall 
Act  for  an  insured  nonmember  bank  to  establish  or  acquire  a  bona 
fide  subsidiary  that  engages  in  securities  activities  nor  for 
an  insured  nonmember  bank  to  become  affiliated  with  a  company 
affiliated  with  a  company  engaged  in  securities  activities  if 
authorized  under  state  law.   At  the  same  time,  the  FDIC  found 
that  some  risk  may  be  associated  with  those  activities.   In  order 
to  address  that  risk,  the  FDIC  regulation  (1)  defines  bona  fide 
subsidiary,  (2)  requires  notice  of  intent  to  acquire  or  establish 
a  securities  subsidiary,  (3)  limits  the  permissible  securities 
activities  of  insured  nonmember  bank  subsidiaries,  and  (4)  places 
certain  other  restrictions  on  loans,  extensions  of  credit  and 
other  transactions  between  insured  nonmember  banks  and  their 
subsidiaries  or  affiliates  that  engage  in  securities  activities. 
Each  of  these  issues,  which  directly  relate  to  the  decision  to 
send  a  no  action  letter  to  Wilmington  Trust  Company,  is  discussed 
below. 

The  term  "bona  fide"  subsidiary  means  a  subsidiary  of  an  insured 
nonmember  bank  that  at  a  minimum:  (1)  is  adequately  capitalized, 
(2)  is  physically  separate  and  distinct  in  its  operations  from 


877 


the  operations  of  the  bank,  (3)  maintains  separate  accounting  and 
other  corporate  records,  (4)  observes  separate  corporate  formali- 
ties such  as  separate  board  of  directors  meetings,  (5)  maintains 
separate  employees  who  are  compensated  by  the  subsidiary,  (6) 
shares  no  common  officers  with  the  bank,  (7)  a  majority  of  the 
board  of  directors  is  composed  of  persons  who  are  neither  direc- 
tors nor  officers  of  the  bank,  and  (8)  conducts  business  pursuant 
to  independent  policies  and  procedures  designed  to  inform  custom- 
ers and  prospective  customers  of  the  subsidiary  that  the  subsid- 
iary is  a  separate  organization  from  the  bank  and  that  invest- 
ments recommended,  offered  or  sold  by  the  subsidiary  are  not  bank 
deposits,  are  not  insured  by  the  FDIC,  and  are  not  guaranteed  by 
the  bank  nor  are  otherwise  obligations  of  the  bank. 

This  definition  is  imposed  to  ensure  the  separateness  of  the 
subsidiary  and  the  bank.   This  separation  is  necessary  as  the 
bank  would  be  prohibited  by  the  Glass-Steagall  Act  from  engaging 
in  many  activities  the  subsidiary  might  undertake.   Also,  the 
separation  safeguards  the  soundness  of  the  parent  bank. 

The  regulation  provides  that  the  insured  non-member  bank  must 
give  the  FDIC  written  notice  of  intent  to  establish  or  acquire  a 
subsidiary  that  engages  in  any  securities  activity  at  least  60 
days  prior  to  consummating  the  acquisition  or  commencement  of  the 
operation  of  the  subsidiary.   These  notices  serve  as  a  supervi- 
sory mechanism  to  apprise  the  FDIC  of  which  insured  nonmember 
banks  are  conducting  securities  activities  through  their  subsid- 
iaries that  pose  potential  risks  to  which  the  bank  otherwise 
would  not  be  exposed. 

Activities  of  the  subsidiary  are  limited  in  that  it  may  not 
engage  in  the  underwriting  of  securities  that  would  otherwise  be 
prohibited  to  the  bank  itself  under  the  Glass  Steagall  Act  unless 
the  subsidiary  meets  the  bona  fide  definition  and  the  activities 
are  limited  to  (1)  underwriting  of  investment  quality  debt 
securities,  (2)  underwriting  of  investment  quality  equity  securi- 
ties, (3)  underwriting  of  investment  companies  not  more  than  25 
percent  of  whose  investments  consist  of  investments  other  than 
investment  quality  debt  securities  and/or  investment  quality 
equity  securities,  or  (4)  underwriting  of  investment  companies 
not  more  than  25  percent  of  whose  investments  consist  of  invest- 
ments other  than  obligations  of  the  United  States  or  United 
States  Government  agencies,  repurchase  agreements  involving  such 
obligations,  bank  certificates  of  deposit,  banker's  acceptances 
and  other  bank  money  instruments,  short-term  corporate  debt 
instruments,  and  other  similar  investments  normally  associated 
with  a  money  market  fund. 

A  subsidiary  may  engage  in  underwriting  other  than  that  listed 
above  if  it  meets  the  bona  fide  definition  and  the  following 
conditions  are  met : 

(a)  The  subsidiary  is  a  member  in  good  standing  of  the 
National  Association  of  Securities  Dealers; 


878 


(b)  The  subsidiary  has  been  in  continuous  operation  for 
the  five-year  period  preceding  the  notice  to  the  FDIC; 

(c)  No  director,  officer,  general  partner,  employee  or  10 
percent  shareholder  has  been  convicted  within  five  years 
of  any  felony  or  misdemeanor  in  connection  with  the  pur- 
chase or  sale  of  any  security; 

(d)  Neither  the  subsidiary  nor  any  of  its  directors, 
officers,  general  partners,  employees,  or  10  percent 
shareholders  is  subject  to  any  state  or  federal  adminis- 
trative order  or  court  order,  judgment  or  decree  arising 
out  of  the  conduct  of  the  securities  business; 

(e)  None  of  the  subsidiary's  directors,  officers,  general 
partners,  employees  or  10  percent  shareholders  are  subject 
to  an  order  entered  within  five  years  issued  by  the  Secu- 
rities and  Exchange  Commission  pursuant  to  certain  provi- 
sions of  the  Securities  and  Exchange  Act  of  1934  or  the 
Investment  Advisors  Act  of  1940;  and 

(f)  All  officers  of  the  subsidiary  who  have  supervisory 
responsibility  for  underwriting  activities  have  at  least 
five  years  experience  in  similar  activities  at  NASD  member 
securities  firms. 

A  bank's  investment  in  a  subsidiary  engaged  in  securities  activ- 
ities that  would  be  prohibited  to  the  bank  under  the  Glass- 
Steagall  Act  is  not  counted  toward  the  bank's  capital,  i.e. ,  the 
investment  in  the  subsidiary  is  deducted  before  compliance  with 
capital  requirements  is  measured. 

An  insured  nonmember  bank  which  has  a  subsidiary  or  affiliate 
that  engages  in  the  sale,  distribution,  or  underwriting  of 
stocks,  bonds,  debentures  or  notes,  or  other  securities,  or  acts 
as  an  investment  advisor  to  any  investment  company  may  not  engage 
in  any  of  the  following  transactions: 

(1)  Purchase  in  its  discretion  as  fiduciary  any  security 
currently  distributed,  underwritten  or  issued  by  the 
subsidiary  unless  the  purchase  "is  authorized  by  a  trust 
instrument  or  is  permissible  under  applicable  law. 

(2)  Transact  business  through  the  trust  department  with 
the  securities  firm  unless  the  transactions  are  at  least 
comparable  to  transactions  with  an  unaffiliated  company. 

(3)  Extend  credit  or  make  any  loan  directly  or  indirectly 
to  any  company  whose  obligations  are  underwritten  or 
distributed  by  the  securities  firm  unless  the  securities 
are  of  investment  quality. 

(4)  Extend  credit  or  make  any  loan  directly  or  indirectly 
to  any  investment  company  whose  shares  are  underwritten  or 
distributed  by  the  securities  company. 
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(5)  Extend  credit  or  make  any  loan  where  the  purpose  of 
the  loan  is  to  acquire  securities  underwritten  or  distrib- 
uted by  the  securities  company. 

(6)  Make  any  loans  or  extensions  of  credit  to  a  subsidiary 
or  affiliate  of  the  bank  that  distributes  or  underwrites 
securities  or  advises  an  investment  company  in  excess  of 
the  limits  and  restrictions  set  by  section  23A  of  the 
Federal  Reserve  Act . 

(7)  Make  any  loan  or  extension  of  credit  to  any  investment 
company  for  which  the  securities  company  acts  as  an  in- 
vestment advisor  in  excess  of  the  limits  and  restrictions 
set  by  section  23A  of  the  Federal  Reserve  Act. 

(8)  Directly  or  indirectly  condition  any  loan  or  extension 
of  credit  to  any  company  on  the  requirement  that  the 
company  contract  with  the  banks  securities  company  to 
underwrite  or  distribute  the  company's  securities  or 
condition  a  loan  to  a  person  on  the  requirement  that  the 
person  purchase  any  security  underwritten  or  distributed 
by  the  bank's  securities  company. 

An  insured  nonmember  bank  is  prohibited  from  becoming  affiliated 
with  any  company  that  directly  engages  in  the  sale,  distribution, 
or  underwriting  of  stocks,  bonds,  debentures,  notes  or  other 
securities  unless:   (1)  The  securities  business  of  the  affiliate 
is  physically  separate  and  distinct  from  the  operation  of  the 
bank;  (2)  the  bank  and  the  affiliate  share  no  common  officers; 
(3)  a  majority  of  the  board  of  directors  of  the  bank  is  composed 
of  persons  who  are  neither  directors  or  officers  of  the  affili- 
ate; (4)  any  employee  of  the  affiliate  who  is  also  an  employee  of 
the  bank  does  not  conduct  any  securities  activities  of  the  affil- 
iate on  the  premises  of  the  bank  that  involve  customer  contact; 
and  (5)  the  affiliate  conducts  business  pursuant  to  independent 
policies  and  procedures  designed  to  inform  customers  and  prospec- 
tive customers  of  the  affiliate  that  the  affiliate  is  a  separate 
organization  from  the  bank  and  that  investments  recommended, 
offered  or  sold  by  the  affiliate  are  not  bank  deposits,  are  not 
insured  by  the  FDIC,  and  are  not  guaranteed  by  the  bank  nor  are 
otherwise  obligations  of  the  bank.   The  FDIC  has  chosen  not  to 
require  notices  relative  to  affiliates  because  we  would  normally 
find  out  in  a  deposit  insurance  application  or  a  change  of  bank 
control  notice. 

The  FDIC  opinion  has  been  consistent  concerning  the  securities 
operations  of  bank  subsidiaries  and  affiliates  since  the  adoption 
of  the  above  referenced  regulation.   The  FDIC's  position  concern- 
ing direct  securities  activities  is  discussed  more  fully  below. 
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Q.l.a.  Has  the  FDIC  permitted  bank   mutual  fund  sales  and  advisory 
services  to  be  performed  directly  by  state  banks?   Please 
explain  what  conditions  and  limitations  have  been  imposed 
by  FDIC  on  banik.   advisory  services  amd  sales  and  marketing 
of  mutual  funds  and  other  noninsured  investment  products 
in  order  to  eliminate  consximer  confusion,  protect  the 
safety  and  soundness  of  the  bank  and  the  Federal  deposit 
insurance  funds,  amd   for  the  protection  of  investors,  and 
how  compliance  with  those  conditions  and  limitations  is 
implemented,  examined  for  and  enforced. 

A.l.a.  State  nonmember  banks  engage  in  the  sale  of  bank  mutual 
funds  and  perform  advisory  services.   The  bank  does  not  have  to 
apply  to  the  FDIC  to  engage  in  these  activities;  however,  the 
activities  are  covered  by  the  provisions  of  the  "Statement  on 
Retail  Sales  of  Nondeposit  Investment  Products"  issued  by  the 
bank  and  thrift  regulatory  agencies  on  February  15,  1994.   It 
supersedes  the  FDIC's  October  8,  1993  "Statement  Regarding  State 
Nonmember  Bank  Sales  of  Mutual  Funds  and  Annuities." 

This  statement  provides  that  the  financial  institution  should 
adopt  policies  and  procedures  which  address  the  risks  associated 
with  a  sales  program.   The  procedures  that  banks  are  expected  to 
adopt  should  include  making  disclosures  that  the  product  is  not 
insured  by  the  FDIC,  not  a  deposit  or  other  obligation  of,  or 
guaranteed  by,  the  depository  institution,  and  subject  to  invest- 
ment risks,  including  possible  loss  of  the  principal  amount 
invested.   Where  applicable,  the  depository  institution  should 
disclose  the  existence  of  an  advisory  or  other  material  relation- 
ship between  the  institution  or  an  affiliate  of  the  institution 
and  an  investment  company  whose  shares  are  sold  by  the  institu- 
tion as  well  as  the  existence  of  any  fees,  penalties  or  surrender 
charges . 

Because  of  the  possibility  of  customer  confusion,  the  guidelines 
indicate  that  a  nondeposit  investment  product  must  not  have  a 
name  that  is  identical  to  the  name  of  the  depository  institution. 
Recommending  or  selling  a  nondeposit  investment  product  with  a 
name  similar  to  that  of  the  depository  institution  should  only 
occur  pursuant  to  a  sales  program  designed  to  minimize  the  risk 
of  customer  confusion. 

Sales  or  recommendations  of  nondeposit  investment  products  on 
the  premises  of  a  depository  institution  should  be  conducted  in 
a  physical  location  distinct  from  the  area  where  retail  deposits 
are  taken.   Personnel  who  are  authorized  to  sell  nondeposit 
investment  products  or  to  provide  investment  advice  with  respect 
to  such  products  should  be  adequately  trained  with  regard  to 
specific  products  sold  or  recommended.   These  persons  must  adhere 
to  fair  and  reasonable  sales  practices  and  be  subject  to  effec- 
tive management  and  compliance  reviews  with  regard  to  such 
practices . 

Compliance  with  the  guidelines  and  adherence  to  principles  of 
safety  and  soundness  are  part  of  each  regular  annual  examination 
of  banks.   The  failure  of  a  depository  institution  to  establish 
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and  observe  appropriate  policies  and  procedures  consistent  with 
the  interagency  statement  and  sound  practice  will  be  subject  to 
examination  criticism  and  appropriate  corrective  action.   The 
FDIC  has  an  array  of  such  authorities,  ranging  from  moral  suasion 
to  formal  orders,  removal  of  management,  and  money  penalties. 

Q.l.b.  With  specific  reference  to  these  examinations,  do  you 

exaunine  merely  for  the  existence  of  systems  and  records 
or  do  you  utilize  testers  to  ascertain  actual  compliance? 
Please  provide  copies  of  examination  manuals  pertaining 
to  bank  securities  activities. 

A.l.b.  FDIC  examinations  of  bank  sales  of  nondeposit  investment 
products  focus  on  the  bank's  policies  and  procedures.   To  verify 
compliance  with  these  policies  and  procedures,  examiners  have 
access  to  bank  records  and  to  the  records  needed  to  assess  com- 
pliance by  a  third  party  vendor  operating  on  the  bank's  premises. 

The  FDIC's  Manual  of  Examination  Policies  contains  examination 
guidelines  on  proper  management,  controls,  capital,  and  audits 
to  be  followed  in  running  a  sound  financial  institution.   The 
October  1993  FDIC  statement  and  February  1994  interagency  state- 
ment on  sales  of  nondeposit  investments  constitute  our  specific 
examination  guidance  to  examiners.   Our  10-25-93  instructions 
to  examiners  (Regional  Director  Transmittal  #93-154)  constitute 
our  specific  directive  to  examiners  on  examination  procedures. 
Copies  of  these  three  documents  are  attached.   In  addition,  we 
will  soon  be  distributing  to  our  field  staff  copies  of  the  recent 
best  practices  guidelines  issued  by  the  five  trade  associations. 
This  publication  offers  considerable  help  in  describing  to  exam- 
iners what  to  look  for  and  at  in  examining  a  bank's  sales  of 
nondeposit  instruments. 

To  this  point,  we  have  not  utilized  testers  to  check  on  bank 
practices  in  dealing  with  customers.   Use  of  testers  has  been 
suggested  in  a  variety  of  bank  activities  and  is  a  matter  always 
under  consideration.   While  there  clearly  is  some  consumer  misun- 
derstanding about  securities  sales  programs,  our  efforts  at  this 
time  are  concentrated  on  assuring  documentation  of  original  and 
continuing  written  disclosures,  both  at  origination  and  ongoing 
during  the  life  of  the  relationship. 

Q.2.    Please  inform  the  Subcommittee  of  the  current  number  euid 
asset  share  of  banks  insured  by  the  FDIC  by  type  (e.g., 
national  banks,  state  member  beuiks,  and  state  non-member 
banks)  and  total.   Please  identify  the  federal  regulator 
for  each  category  of  institution.   Please  provide  the 
Sxibcommittee  with  the  number  of  FDZC-insured  banks  that 
are  engaged  directly  in  securities  sales  or  advisory 
activities.   Also,  please  provide  the  ntimher  of  such  banks 
engaged  in  such  activities  through  bank  operating  subsid- 
iaries, and  through  affiliates. 
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A. 2.    There  are  approximately  13,400  FDIC-insured  depository 
institutions.    Of  this  number,  approximately  7,300  state- 
chartered  banks  that  are  not  members  of  the  Federal  Reserve 
System  are  supervised  by  the  FDIC,  1,700  thrifts  are  supervised 
by  the  Office  of  Thrift  Supervision,  1,000  Federal  Reserve  System 
member  banks  by  the  Federal  Reserve  System  and  3,400  national 
banks  by  the  Office  of  Comptroller  of  the  Currency.   Of  the 
approximately  $4,600  billion  in  assets  in  FDIC-insured  banks, 
23  percent  of  this  total  is  in  banks  supervised  by  the  FDIC,  45 
percent  is  in  banks  supervised  by  the  Office  of  the  Comptroller 
of  the  Currency,  17  percent  in  thrifts  supervised  by  the  Office 
of  Thrift  Supervision  and  15  percent  in  banks  supervised  by  the 
Federal  Reserve  System. 

The  FDIC  is  not  able  at  this  time  to  precisely  state  the  number 
of  banks  and  affiliates  engaged  in  securities  sales  or  advisory 
activities.   Our  regions  indicate  that  one-third  or  more  of  state 
nonmember  banks  may  be  doing  so.   Changes  to  the  bank  Call 
Reports  will  allow  collection  of  this  information  beginning  with 
the  reporting  period  ending  March  31,  1994.   Attached  is  a  copy 
of  the  recently  issued  amended  call  report  instructions.   Begin- 
ning with  the  March  1994  Call  Report,  banks  will  report  the 
amount  of  mutual  funds  and  annuities  they  have  sold,  if  any. 
There  are  104  state  nonmember  banks  that  operate  subsidiaries 
that  engage  in  securities  activities. 

Q.3.    Both  for  (1)  the  insured  depository  institutions  for  whom 
FDIC  is  the  federal  regulator  and  (2)  the  insured  deposi- 
.  tory  institutions  for  whom  FDIC  is  not  the  federal  regula- 
tor, please  advise  the  Siibcommittee  of  the  extent  to  which 
and  the  manner  by  which  FDIC  is  informed  eind  aware  of  the 
nature  and  extent  of  securities  activities  being  conducted 
in  such  institutions  and  their  affiliates,  the  existence 
of  appropriate  systems  and  controls,  euid  actual  compliance 
with  relevant  polices,  procedures  and  laws  and  regula- 
tions.  Please  be  specific.   Do  you  exsunine  for,  euid  are 
you  aware  of,  any  customer  complaints  resulting  from  bank 
securities  activities?   Please  provide  details  of  any 
enforcement  that  the  FDIC  has  brought  relating  to  bank 
securities  activities. 

A. 3.    There  is  no  application  or  notice  required  of  insured 
state  nonmember  banks  before  they  engage  in  securities  activities 
directly  in  a  bank.   Because  securities  activities  of  insured 
state  nonmember  banks  conducted  in  a  subsidiary  of  the  bank  may 
be  more  extensive  than  those  permitted  a  national  bank,  the  FDIC 
has  had  a  regulation  in  place  since  1984  which  requires  these 
institutions  to  notify  the  FDIC  of  planned  securities  activities. 
Our  experience  with  these  activities  since  the  implementation  of 
this  regulation  has  been  that  banks  subject  to  the  regulation  are 
in  full  compliance. 
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In  October  1993,  the  FDIC  issued  a  statement  of  supervisory 
concerns  relating  to  sale  of  mutual  funds  and  annuities.   This 
statement  of  supervisory  concerns  was  superseded  by  an  inter- 
agency issuance  relating  to  sales  of  nondeposit  investment 
products  in  February  1994.   Since  the  issuance  of  the  original 
supervisory  guidance,  our  examiners  have  become  more  focused  on 
the  issues  relating  to  the  sale  of  nondeposit  investments.   Our 
examination  information  to  date  indicates  the  industry  has  some 
work  to  do,  particularly  related  to  development  of  effective 
written  policies  and  procedures  relating  to  the  sale  of  non- 
deposit  products.   We  have  found  that  although  banks  are  attempt- 
ing to  address  concerns,  they  have  been  slow  to  document  their 
work  in  formal  bank  policies  and  procedures.   For  the  most  part, 
we  believe  bankers  are  sensitive  to  customer  confusion  issues  and 
are  attempting  to  differentiate  between  bank  products  and  non- 
deposit  investment  products. 

The  FDIC  has  no  aggregate  data  concerning  the  securities  activ- 
ities of  insured  institutions  for  which  the  FDIC  is  not  primary 
supervisor.   Data  collection  through  changes  to  the  bank  Call 
Reports  beginning  March  31,  1994,  should  provide  more  information 
as  to  the  extent  of  the  activities  for  insured  banks.   Problems 
or  concerns  on  individual  institutions  would  be  found  in  the 
individual  files  and  reports  on  each  institution. 

We  have  polled  our  regional  offices  and  our  Office  of  Consumer 
Affairs  and  have  found  no  customer  complaints  that  have  been 
filed  regarding  state  nonmember  bank  securities  activities.   We 
recognize  that  certain  surveys  indicate  significant  customer 
confusion  exists  concerning  these  activities.   We  hope  that 
measures  we  have  already  taken  will  reduce  that  confusion. 

We  have  found  that  as  our  examiners  find  deficiencies  in  bank 
programs,  management  has  been  cooperative  in  making  needed 
corrections  immediately.   Thus,  the  FDIC  has  had  to  take  no 
formal  enforcement  actions  to  date  concerning  bank  securities 
activities.   Examiners  are  asking  banks  to  improve  disclosures 
and  better  document  policies  and  procedures.   One  well  publi- 
cized bank  recently  changed  the  name  of  its  advised  funds  in 
order  to  avoid  regulatory  concern  for  confusion  arising  from 
similar  names.   In  another  case  a  knowledgeable  customer  com- 
plained to  us  that  a  bank  employee  was  giving  incorrect  informa- 
tion on  the  insurance  coverage  for  a  nondeposit  product.   Working 
with  the  primary  regulator  of  the  bank,  we  were  able  to  assure 
that  the  bank  had  proper  policies  in  place  and  took  steps  to 
assure  that  the  erring  employee  was  corrected.   We  stand  ready 
to  use  any  enforcement  tool  at  our  disposal  necessary  to  prevent 
abuses  in  a  bank's  securities  program. 

Q.4.    Have  amy  of  the  monies  paid  by  FDIC  to  resolve  failed 

institutions  been  paid  to  satisfy  the  claims  of  purchasers 
of  investment  products  sold  by  such  institutions?   If  so, 
please  identify  those  matters. 

A. 4.    The  FDIC  has  not  paid  any  monies  to  resolve  failed  insti- 
tutions on  investment  products  sold  to  customers  that  were  not 
subsequently  found  to  be  deposits. 

##» 
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Br.  lutthtw  Lynch  Uptmbw  t,  Wt  SB»     4 19» 

Asslitint  Viet  frMldtnt  (jrui  bmr. 

WlilnBton  TfMt  Cwptny  '-MPT. 

1100  North  Mtrlwt  Strtat 
RodiMiy  Squar*  Merth 
N1lBlngt«n,  D«1«w«r«  1M90 

0«tr  Nr.  Lynchi 

Thli  win  s«rv«  to  confira  your  eonvortttlon  rtftrdlns  BUtual  fund  tetlvltlM 
with  Truit  apoclilltt  Rlchird  f.  Cln^ulM  of  ay  lUff  on  Aututt  V,   IfiSt.  Tho 
follovlnB  roprwOTtatloM  havo  boon  ndo  with  rotpoct  to  proswit  and  contaaplatod 
■utual  fund  aetlvltlat  of  tho  hank  and  its  afflllatoti 

(1)  miBlngton  Truat  Canpany  antf  hodnay  S^uaro  Managiwnt  Corpopatlon  eurrantly 
torvo  u  Invostaont  advisers  to  tha  Rednay  Sauara  Funds.  Thasa  funds  consist 
of  sovon  Bonay  Mrtoot.  flxod  ineow,  and  •quit*  wttttl  funds  havlno  a  currant 
eesiblnad  asset  value  of  apprexiMtaly  l.t  billion.  Tha  autual  funds  ara 
rofllstw^  undar  tha  Invostaont  Coapany  *et  of  IMO.      .  ^  . 

(2)  miBlnrton  Trust  Coapany  »1«o  ptrforw  Uek  offico  work  for  tho  funds , 
Including  usot  eustedlui,  trwwfor  afont.  and  sharaheldar  sarv1c«> 
aetlvltlos.  .   .  ^ 

(J)  Tha  prosont  distributor  of  tho  funds  is  Scuddor  torvlcM,  Inc.,  a 
non-affniatod  autual  fund  dlatrlbuUr.       .  ^,  ,  _,  ,  _ 

(4)  HIlBlnitfln  Trust  Coapany  it  the  only  subsidiary  of JHlal Mton  Trwt 
Cw^rttlon,  a  rt«l»ttrtd  bank  holdiM  coapany  with  tho  Ptdtral  »OMryo. 

(8)  llodnty  Square  Nanaoaaant  Corporation  It  a  toparataly  capltallxod  subsidiary 
of  Viialnoten  Trust  Coapany.  and  Is  a  raolatartd  Invaitaant  advisor  undar  tha 
InvMtaMt  Advisors  Act  of  IMO.  .    ..    ^     ^  ,^, 

(6)  Vllatnoton  Brekoraga  Sorvleos  Coapany.  a  saparataly  eapltallzad  subsidiary  of 
Wllalnoton  Trust  Coapany.  It  •  rojistorod  brokar/daalor  with  tha  Soeurltlas 
and  Cxehango  Coaalsslon.  and  a  roglstarad  Invostaont  advisor  undar  tha 
Invostaont  Advlsws  Act  of  1»40.  .  ^   ^^   .^ 

(7)  MnaMNiit  intonds  to  transfer  the  duties  of  autual  fund  distributor  frea 
Scuddor  Sw^ioet,  Ino.  to  Hllalngton  Irekerago  Sorviceo  Coapany. 

(•)  The  Federel  Reterve  hat  no  obieetiont  to  the  trantfer  of  autual  fund 
diatrlbution  actlvltlea  to  Milalnfton  Brekoraoo  Servicea  Coapany. 

(•)  Milalnfton  Trutt  Coapany  win  not  invest  aaployee  benefit  aeceunta 

adalnlstored  by  Its  trutt  denrtaant  In  the  Rodney  Square  Fmdsi  and  win 
only  Invest  discretionary  portenal  accounts  in  the  funds,  if  It  first  obtains 
written  approval  froa  custoaers  heldlni  authority  to  grant  such  approval . 

Rasod  upon  tha  foregoing,  this  office  has  no  ehjaction  to  the  transfer  of  duties 
of  Bitual  fund  diatrlbutor  froa  Scuddor  Servicea.  Inc.  to  Wllaington  Rrokorage 
Services  Coapany. 

Vmy  truly  yeurt. 


Nichelaa  J.  Ketcha  dr. 
Regional  Director 
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SCHEDULE  RC-M  -  MEMORANDA 

On  (he  memoranda  schedule,  new  item  12  has  been  added  on  the  FFIEC  034  report  forms,  new 
item  9  has  been  added  on  the  FFIEC  033  report  forms,  and  new  item  10  has  been  added  on  the 
FFIEC  031  and  032  report  forms. 

12.  Mutual  fund  and  annuity  MKa  during  Iha  quarlar  (Inchuto  proprlatary,  privata  lalMl,  and  tliird 
pany  mutual  lunda): 
a   Monay  markat  lunda 

b.  Equity  aacurltlaa  lunda 

c.  Oatol  aacurltlaa  lunda 

d.  Olhar  mutual  funda  

a  Annultlaa    


■SST 

17a 

•cm 

l?h 

•4M 

17r 

«r 

1?(1 

«M 

^?• 

Item  12  on  the  FFIEC  034,  item  9  on  the  FFIEC  033,  and  item  10  on  the  FFIEC  031  and  032, 
Mutual  fund  and  annuity  sales  (in  domestic  offices)  during  the  quarter.   Report  in  the  appropriate 
suhitem  the  amount  of  mutual  fund  and  annuity  sales  (in  domestic  offices)  during  the  quarter  ending 
with  the  report  date  that  were  made  directly  by  the  reporting  bank,  through  a  bank  subsidiary,  and  by 
atfiliaied'  ur  unafflllated  entities  with  whom  the  bank  has  contractual  sales  arrangements.   If  sales  are 
made  by  an  entity  that  is  located  off-site  and  not  on  bank  premises,  the  basis  for  the  contractual 
agreement  is  that  the  entity  is  dependent  on  ctistomer  referrals  from  the  bank  and  these  referrals  are 
the  basis  upon  which  the  bank  receives  income  or  other  benefits.   When  reporting  sales  by  affiliated 
and  unaffiliated  entities,  banks  may  rely  on  the  sales  information  provided  by  these  entities  when 
completing  this  Item. 

In  general,  hanks  should  Include  in  the  appropriate  subitem  initial  purchases  of  mutual  funds  and 
annuities  by  hank  customers  and  any  subsequent  sales  to  these  customers  for  which  the  bank  receives 
additional  compensation.    In  general,  subsequent  sales  to  bank  customers  for  which  the  bank  receives 
no  additional  compensation  should  be  excluded  from  this  item.    However,  for  those  contractual  sales 
arrangements  with  an  affiliated  or  unaffiliated  entity  in  which  the  bank's  income  consists  solely  of  fees 
for  space  leased  to  this  entity  for  its  use  in  selling  mutual  fiinds  and  aimuities  (i.e.,  where  the  bank 
receives  no  fees  or  sales  commissions  in  connection  with  the  entity's  sales  of  mutual  funds  and 
annuities),  the  hank  should  report  those  initial  sales  and  any  subsequent  sales  of  mutual  funds  and 
annuities  tor  which  the  affiliated  or  unaffiliated  entity  acknowledges  the  reporting  bank  to  be  the 
source  of  the  referral  leading  to  the  sale.    In  addition,  if  the  bank  sweeps  funds  from  ctistomers' 
deposit  accounts  Into  money  market  funds  and  earns  fees  or  sales  commissions  from  the  money  market 
ttjnds  lor  these  transactions,  the  bank  should  report  the  average  amount  of  depositors'  fiinds  swept  into 
money  market  tunds  each  day  during  the  quarter,  not  the  total  amount  of  depositors'  fiinds  swept  into 
money  market  tiinds  from  deposit  accounts  each  day  during  the  quarter.   The  average  may  be 
computed  from  the  amount  of  funds  swept  into  money  market  funds  for  each  day  for  the  calendar 
quaner  or  from  the  amount  of  funds  swept  into  money  market  funds  on  each  Wednesday  during  the 
calendar  quarter.  >'j*':" : 'iv 

Mutual  funds  and  annuities  are  investment  products  not  covered  by  federal  deposit  insurance  or  other 
guarantees  against  loss.    Banks  should  include  sales  of  proprietary,  private  label,  and  third  party 
mutual  funds  in  this  Item.   Both  proprietary  and  private  label  mutual  fiuds  are  established  in  order  to 


'    Other  Uun  a  hank  subsidiary. 
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be  marketed  almost  exclusively  to  a  bank's  or  banking  organization's  customers.    In  a  proprietary 
mutual  fund,  ilie  reporting  bank  or  a  subsidiary  or  other  affiliate  of  the  reporting  bank  acts  as  the 
fiind's  investment  adviser.   In  a  private  label  mutual  fund,  an  unaffiliated  entity  acts  as  the  fund's 
investment  adviser.   A  third  party  mutual  fund  is  generally  widely  marketed  by  numerous  parties  to 
the  investing  public,  and  an  unaffiliated  entity  acts  as  the  ftmd's  investment  adviser.   An  annuity  is  an 
investment  product,  normally  issued  by  an  insurance  company,  that  guarantees  either  a  fixed  or 
variable  payment  stream  over  a  specified  period  of  time  and,  for  tax  purposes,  generally  allows  the 
annuitant  to  recover  the  cost  of  (he  investment  on  a  tax-free  basis  over  the  term  of  the  annuity 
contract. 

Hon  12.a  on  the  FTIEC  034,  item  9.a  on  the  FFIEC  033,  and  item  10,a  on  the  FFIEC  031 
and  032,  Money  market  funds.   Report  the  amount  of  sales  (in  domestic  offices)  during  the  quarter 
ending  with  the  repon  date  of  mutual  fiinds  that,  based  on  their  investment  objectives,  can  best  be 
characterized  as  money  market  fiuuls.   Include  sales  that  were  made  directly  by  the  reporting  bank, 
through  a  hank  subsidiary,  and  by  affiliated  or  unaffiliated  entities  with  whom  the  bank  has  contractual 
sales  arrangements.    Money  market  funds  are  mutual  funds  which  invest  exclusively  in  short-term  debt 
securities  with  the  objective  of  maximizing  current  income  while  providing  liquidity  and  preserving 
capital. 

Hem  I2.b  on  the  FFIEC  034,  item  9.b  on  the  FFIEC  033,  and  item  lO.b  on  the  FFIEC  031 
and  032,  Equity  securities  funds.   Report  the  amount  of  sales  (in  domestic  offices)  during  the  quarter 
ending  with  the  report  date  of  mutual  funds  that,  based  on  their  investment  objectives,  can  best  be 
characterized  as  equity  securities  fiinds.   Include  sales  that  were  made  directly  by  the  reporting  bank, 
through  a  bank  subsidiary,  and  by  affiliated  or  unaffiliated  entities  with  whom  the  bank  has  contractual 
sales  arrangements.    Equity  securities  funds  are  munial  funds  that  invest  primarily  in  equity  securities 
(e.g..  common  stock). 

Hem  12.C  on  the  FFIEC  034,  item  9.c  on  the  FFIEC  033,  and  item  lO.c  on  the  FFIEC  031 
and  032,  Debt  securities  funds.   Repon  the  amount  of  sales  (in  domestic  offices)  during  the  quarter 
ending  with  the  report  date  of  mutual  funds  that,  based  on  their  investment  objectives,  can  best  be 
characterized  as  debt  securities  ftinds.   Include  sales  that  were  made  directly  by  the  reporting  bank, 
through  a  bank  subsidiary,  and  by  affiliate  or  unaffiliated  entities  with  whom  the  bank  has  contractual 
sales  arrangements.    Debt  securities  funds  are  mutual  funds  that  invest  primarily  in  debt  securities 
(e.g.,  corporate  bonds,  U.S.  Government  securities,  municipal  securities,  mortgage-backed  securities). 

Hem  I2.d  on  the  FFIEC  034,  item  9.d  on  the  FFIEC  033,  and  item  lO.d  on  the  FFIEC  031 
and  032.  Other  mutual  funds.   Report  the  amount  of  sales  (in  domestic  offices)  during  the  quarter 
ending  with  the  report  date  of  mutual  fimds  that,  based  on  their  investment  objectives,  cannot  properly 
be  reported  In  one  of  the  three  preceding  items.    Include  sales  that  were  made  directiy  by  the 
reponing  bank,  through  a  hank  subsidiary,  and  by  affiliated  or  unaffiliated  entities  with  whom  the 
hank  has  contractual  sales  arrangements.   Other  funds  may  include  mutual  funds  that  invest  in  a  mix 
of  debt  and  equity  securities. 

item  I2.e  on  the  FTIEC  034,  item  9.e  on  the  FTIEC  033,  and  iUm  lO.e  on  the  FFIEC  031 
and  032,  Annuities.   Repon  the  amount  of  sales  (in  domestic  offices)  during  the  quarter  ending  with 
the  rep<in  date  of  annuities.    Include  sales  that  were  made  directly  by  the  reporting  bank,  through  a 
bank  subsidiary,  and  by  affiliated  or  unaffiliated  entities  with  whom  the  bank  has  contractual  sales 
arrangements. 
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Pf^gnl  OapoaH  InsuranM  CoipowUon  offtca  of  ma  oiBctor 

W«ahlnfltO".  DC  20428 DtiH»ton  of  Supenrtsion 


FIL-71-93 
October  8,  1993 


SAI£S  OF  NQNCEPOSrr  INVESIMEinS 


TO:  CHIEF  EXEXSfnVE  OFFICER 


SUBJECT:     Supervisory  Statement  Ragarding  State  Nonmember  Bank 
Sales  of  M,T<7ni  F"r^s  and  Annoities 

Ihe  FDIC's  Oivisicn  of  Supervision  has  develc{)ed  the  attached  supervisory 
statanent  to  alert  state  nonneober  banks  to  ccnoems  and  issues  raised  by  bank 
sales  of  initiial  funds  and  annuities,  which  are  investment  products  not  covered 
by  federal  deposit  insurance  or  other  guarantees  eigainst  loss.  One  such 
concern  is  the  potential  for  oist-nner  confusion  if  a  bank  offers  nondeposit 
investments  at  the  same  location  where  FDIC-insured  deposits  are  solicited. 
Another  is  the  potential  for  misananagement  of  the  sedes  program,  which  could 
expose  the  bank  to  liability  under  the  aitti-fraud  provisions  of  federal 
securities  laws. 

For  further  information,  please  contact  Curtis  L.  Vaughn,  an  E^eamination 
^jecialist  in  the  FDIC's  Division  of  Si^jervision  (202-898-6759)  or  Ann  loikow, 
a  Counsel  in  the  FDIC's  legzd  Division  (202-898-3796) . 


/  cr^ 


eff/h.  Poling  // 


Attachment 


Distribution:     FDIC-Supervised  Banks  (Oameicial  and  Savings) 
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FDIC  Sifjervisory  Statonent  en 
<rtate  MonMDber  Bank  Sales  of  W.^y^]  j\^^y^  and  Annaitles 


Banks  IncreEisingly  are  involved  in  the  sciles  of  i"'*-«'ai  funds  and  annuities  in 
iBsparse  to  changing  nistmipr  needs  and  in  an  attespt  to  retzdn  nistrmpr 
xelatiorships  while  increasing  noninterest  incxane.  Such  activities  include 
seLles  nade  directly  by  a  bank,  throu^  a  bank  subsidiary  or  eiffiliate,  or  by 
an  unaffiliated  entity  vAiether  located  en  bank  premises  or  located  off-site 
but  dependent  on  nistrmer  referrals  frcm  \i4iich  the  bank  receives  a  benefit. 
Securities  activities  of  subsidiaries  or  affiliates  of  insured  state  ncnneaDDber 
bemks  aure  governed  by  section  337.4  of  the  FDIC's  Rules  and  Regulations. 

Ohe  purpose  of  this  statement  is  to  alert  state  nmrnenber  banks  of  prcninent 
safety  and  soundness  oonoems  and  other  possible  issues  frcn  the  sales  of 
these  two  products.  IWo  principal  concerns  are:  (1)  potential  aistjoner 
confusion  over  the  nature  of  products  offered  and  (2)  the  potential  for 
mismanEigement  of  the  seQes  programs  for  these  eLItemative  investment  products, 
\^ch  could  expose  a  bank  to  liability  under  the  anti-fraud  provisions  of 
federal  securities  laws. 


Adcoticn  of  Oontrol  pmn«^^p»ci 

Bank  management  should  implement  oontrol  procedures  to  guard  agsdnst  these 
risks,  including  developnent  of  written  policies  and  procedures  governing  the 
bank's  involvement  in  these  activities. 

Every  state  rameniyer  bank  engaging  in  mutual  fund  and  annuity  sales  should 
develop  policies  that  at  a  mTniiwim  ;virtrpws  the  concerns  hic^i^ted  in  this 
statement.  The  policies  should  be  reviewed  and  apjprcrmd  by  the  bank's  board 
of  directors  prior  to  the  bank's  engaging  in  a  sedes  program  for  these 
investment  products.  Senior  bank  management  should  closely  si;¥>ervise  the 
operation  of  the  bank's  raitual  fund  cind  aomiity  sales  program  to  ensure 
ocrpliance  with  the  bank's  policies  and  procedures. 

Ihe  bank  cLlso  should  have  a  conplianoe  and  audit  program,  independent  of  the 
sales  program,  to  monitcar  the  bank's  mutual  funds  and  eumiity  sales 
activities.  Consistent  with  any  audit  or  ccnpliance  function,  findings  should 
be  periodicaaiy  reported  directly  to  the  bank's  board  of  directors,  oar  a 
designated  ccnmittee  of  the  board.  Ihe  bank  should  ensure  that  explicable 
laws,  niles  and  regulations  governing  the  seQes  of  securities,  annuities  and 
other  nondeposit  investments  eu:e  observed  to  minimize  the  risk  of  possible 
liability  of  the  bank.  Iherefore,  banks  are  encouraged  to  consult  with  legal 
counsel  when  designing  and  inplementing  sales  ptuyiamB  for  nitueLl  funds  £uid 
annuities. 
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Owtrmpr  CCnfusion 

CXistcmer  cxnfuslcn  may  lesult  if  a  bank  offers  noniepcsit  investments  en  bank 
premises  in  a  manner  simileu:  to  that  in  which  deposits  are  solicited. 
Therefore,  sutueLl  funds  and  annuities  should  be  prcnoted  and  sold,  and  the 
bank's  sades  activities  administered,  in  a  manner  that  clearly  distinguishes 
such  instruments  frcn  FDIC-insured  deposits. 

Banks  also  should  recognize  the  potentizd  for  aistoner  confusion  if  nondeposit 
investments  are  offered  at  the  same  physical  locations  where  deposits  are 
eooepted,  or  if  sucii  investments  are  offered  by  bank  en{>loyees  who  edso  accept 
deposits. 

Ihe  FDIC  addressed  this  concern  in  section  337.4  of  the  FDIC's  rules  and 
regulations  in  the  context  of  securities  activities  conducted  by  FaihRidiaries 
or  affiliates  of  state  nononesiter  banks.  Section  337.4  requires  that 
securities  activities  of  insured  nonnesDber  bank  subsidiaries  and  bank 
transactions  with  eif filiated  securities  conpanies  be  conducted  in  physiczaiy 
separate  and  distinct  locations  to  minimize  the  potential  for  r^is^rmoT- 
confusion.  The  area  in  which  nutual  ftnds  and  eumuities  are  sold  should  be 
clearly  and  prcninently  identified  to  distinguish  such  activities  frcn 
traditional  deposit-taking  activities  of  the  bank. 

Tellers  or  other  bank  enployees  involved  in  deposit-taking  activities 
generally  should  be  prohibited  fmn  selling  investment  products  emd  frcn 
offering   investment  adviae.  Good  practice  would  suggest  that  their 

involvement  be  limited  to  informing  customers  of  the  avadlability  of 
investment  eQtematives  through  bank-offered  mutual  finds  or  annuities  and 
directing  utterested  custoners  to  quzdified  personnel  for  more  specific 
information.  If  bank  enployees  are  also  representing  third-party  vendors, 
they  should  clearly  inform  custcners  when  they  are  edso  acting  on  b^ialf  of 
the  third  party. 


Disclosure 

Appropriate  disclosures  to  custoners  interested  in  nondeposit  investment 
alternatives  are  necessary  to  prevent  misleading  customers  about  the  nature  of 
the  investmaits.  The  disclosures  should  specify  that  mutual  funds  and 
annuities  are  not  bank  deposits,  are  not  insured  by  the  FDIC,  and  are  not 
guaranteed  by,  or  obligations  of,  the  bank. 

The  investment  risks  of  the  instnmiaits  also  should  be  disclosed,  including 
the  potent:ial  for  fluctuat:ions  in  investment  return  and  the  possibility  of 
loss  of  scne  or  all  of  the  principsLl  investment.  Disclosures  should  be  nade 
in  oral  sedes  presentations  and  in  writing  before  any  investment  decision  is 
nade  and  an  account  is  opened.  Banks  should  consider  requiring  customers  to 
sign  an  acJoiowledgement  when  a  mutual  fund  or  annuity  account  is  opened  to 
ocnfizm  ttiat  the  rawtrmpr  received  and  understands  the  disclosures. 
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Banks  should  take  approprisrte  steps  to  ensure  that  all  advertisements  euid 
prcndtions  for  nutueQ  funds  and  emruitles  are  aocurate  and  not  mislfwiing,  euid 
Include  the  disclosures  described  above.  In  particular,  confusion  may  arise 
fnan  jointly  evivertising  or  marioeting  depcBits  ernd  nondeposit  investments,  or 
from  including  infoniBticn  about  the  nondeposit  investments  in  ajstcmer 
deposit  account  statanoents.  Iherefore,  any  joint  advertising  or  ocnbined 
aooount  infcaanation  should  clearly  segregate  information  regarding 
FDIOinsured  depcKits  fron  infonnaticn  on  nondeposit  investments,  and  should 
include  a  prominently  di^layed  disclosure  statement  ss  desmbed  ab^/e. 

ringt-rtno-r  confusion  also  may  arise  from  the  use  of  names  for  nondeposit 
investments  that  are  similcu:  to  the  beuik's  name.  In  most  instances,  the 
disclosures  described  eOxTve  should  be  sufficient  to  permit  customers  to 
distinguish  between  bank  deposits  and  investment  products  such  as  THrtnial  funds 
and  annuities. 

If  a  bank  or  its  eiffiliate  serves  as  adviser  to  mihwl  funds  offered  by  the 
bank,  written  disclosures  should  be  made  to  customers  of  the  bank's  e>dvisary 
xole.  Ihe  disclosures  should  reenphaisize  that  the  bank  does  not  gu2u:antee  the 
fund,  nor  do  mutual  fund  shares  constitute  obligations  of  the  bank. 


Kanaaesoent  and  ^mini  gyration  of  ScHes  Programs 

ffiaxt  frtan  potentiad  liability  eurising  from  custxitier  confusion  over  the 
differences  between  insured  deposits  and  mutueQ  fund  or  annuity  investments, 
banks  that  participate  in  sedes  of  nondeposit  investments  may  be  liable  to 
custoners,  shar^x)lders,  or  others  for  the  management  of  these  activities. 
The  FDIC  is  concerned  that  banks  properly  administpr  these  activities  to 
protect  themselves  frcrn  liability  that  may  affect  the  bank's  overall  safety 
and  soundness. 

Hrittoi  policies  and  procedures  should  address  the  selection  criteria  for 
nondeposit  investments  to  be  offered,  the  use  of  bank  custrmpr  information  for 
marketing  purposes,  and  the  admi ni stration  and  si^)ervision  of  the  seQes 
program,  including  review  procedures  for  ensuring  oonpliance  with  these 
policies  and  procedures  by  third  parties  offering  nondeposit  investments  on 
bank  premises. 

Customers  purchasing  r«^<'''^1  funds  and  annuities  from  banks  are  likely  to 
eissume  that  the  bank  has  exercised  seme  degree  of  financial  expertise  in 
choosing  products  to  offer.  Bank  policies  should  establish  (jial  itative 
standards  for  the  selection  and  marteting  of  products  the  bank  will  offer. 
Part  of  the  process  for  selecting  products  to  be  offered  should  include  due 
diligence  reviews  of  third  parties  with  whom  the  bank  is  considering  entering 
into  eurrangements  or  whose  products  the  bank  may  offer.  Reviews  should  be 
mTTr^y-t-orj  prior  to  entering  into  any  agreements  and  periodically  during  the 
term  of  the  bank's  relationship  with  the  third  party. 
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Arranganents  for  offering  investment  products  throa^  third  parties  should  be 
in  writing  and  include  terms  regsurding  ocnpensatioi  for  bank  ^aoe,  equipient 
and  personnel  used  hy  the  third  party.  Tlie  written  arrangements  zlIso  should 
inpose  responsibility  on  the  third  peurty  to  conply  with  bank  policies 
governing  the  activities  and  identify  the  re^xansibility  of  bank  managanent  to 
review  oarplianoe  by  the  third  party.  All  aunrangements  should  be  reviewed  and 
approved  by  the  bank's  board  of  directors  prior  to  the  bank's  engaging  in  the 
activities. 

Bank  managenent  should  be  mindful  of  the  potential  for  confusion  when 
developing  policies  governing  the  permissibility  of  the  use  of  bank  nvst-nr^r 
information  for  marketing  purposes.  Marketing  efforts  vAiich  have  targeted 
custcners  with  maturing  certificates  of  deposit  can  lead  to  abuse  and 
therefore  are  of  speciad  concern  to  the  FDIC.  Banks  adlowing  such  targeted 
marketing  should  take  precautions  to  ensure  that  custoners  are  fully  informed 
about,  juid  understand  the  nature  of,  mitiiai  fund  and  annuity  investments  as 
o^jputjed  to  insured  d^x^its. 


(Xialifications  and  Training 

Banks  have  responsibility  for  ensuring  that  sales  personnel  are  properly 
guailified  euid  trained  to  sell  the  nondeposit  investments  offered.  Ihis 
includes  ensuring  that  sades  personnel  meet  explicable  statutory  and  industry 
requirements  and  standards  for  licensing  and  registration.  Training  should 
aopheisize  thorough  product  knowledge  and  custcmer  protection  requirements. 
Biplcyees  should  know  the  difference  between  coverage  provided  through  the 
Securities  Investor  Protection  C3orporation  (SIPC)  and  through  FDIC  deposit 
insurance,  and  should  help  customers  understand  this  difference,  if 
applicable.  Additionally,  training  should  be  provided  to  all  bank  enployees 
vAkj  hecve  direct  customer  ocntatct  to  ensure  a  basic  understanding  of  the  nature 
of  products  offered  by  the  bank,  and  the  bank's  policy  for  limiting  the 
involvement  of  employees  taking  deposits  in  the  sales  of  nondeposit  products. 
Bank  ccnpliance  and  audit  staiff  also  sixjuld  be  appropriately  trained. 


Oistonpr  Suitability 

If  the  bank  reocnmends  nondeposit  investment  products  to  custcmexs, 
appropriate  documentation  should  be  maintained  to  reflect  that  the  sade^jerscn 
had  reasonable  grounds  to  believe  the  reccomaided  investment  was  suitable  for 
the  custcmer  at  the  time  of  the  transaction.  Ihis  requires  that  sedes 
representatives  make  reasonable  inquiry  into  a  customer's  financial  condition 
and  background,  tax  status  and  investsnatt  objectives  in  order  to  make  the 
suitability  determination. 

Doojmaitatian  of  the  inquiry  should  be  maintedned  in  custcmer  files  and  based 
on  information  obtadned  directly  frcm  the  custcmer.  The  files  should  be 
ipdated  periodically. 
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other  Issues 

Ocnpensation  programs  based  on  sales  volume  present  potentied  conflicts  of 
interest.  The  bank's  policies  and  procedures  should  address  ocnpensation 
arrangements  and  how  to  prevent  them  from  operating  as  em  incentive  for 
setles^ypople  to  sell  naideposit  investments  over  a  nore  suitable  ciltemative. 
E^lcyee  referral  programs,  if  allowed  by  bank  policy,  should  be  based  solely 
on  the  referral  and  not  vAiether  the  referral  resulted  in  a  seLLe. 

Potentiid.  conflicts  of  interest  nay  arise  from  the  use  of  bank  distribution 
arrangements  to  facilitate  fiduciary  account  investments  administered  by  the 
bank's  trust  department.  SeQes  of  T"»<'"ai  funds  and  annuities  to  related  trust 
department  accounts  should  be  allowed  only  if  they  are  ccxisistent  with  the 
bank's  obligatiais  as  a  fiduciary  and  meet  the  criteria  of  the  bank's  policies 
governing  trust  documents  and  a^jplicable  law.  If  sales  to  the  bank's  own 
trust  accounts  axe  eillowed,  reguleu:  reviews  should  be  conducted  to  ensure  that 
the  ScLles  do  not  violate  the  bank's  fiducieiry  obligations  and  constitute 
permitted  and  suitable  investments  for  the  peirticular  trust. 

Prior  to  embarking  on  a  Seiles  program  for  miitiial  funds  and  annuities,  banks 
should  notify  their  blanket  bond  carriers  of  plans  to  er^age  in  these 
activities  and  the  ^^ecifics  of  their  arrangements.  Written  assurance  should 
be  obtedned  frcm  the  carrier  that  the  bank's  insurance  covereige  for  enployees 
includes  staff  representing  third-^arty  vendors. 


Supervisory  Pol  icy 

As  pEurt  of  regular  seifety  and  soundness  examinations,  FDIC  examiners  will 
review  bank  policies  and  procedures  governing  ssdes  of  mutual  funds  and 
annuities  as  well  as  maneigement's  inpleroentation  of  emd  ocoplianoe  with  then. 
Reviews  will  focus  on  the  adegueKy  of  measures  taken  to  inform  custcmers  of 
the  differences  between  ncndeposit  investment  alternatives  and  bank  deposits, 
and  the  administration  of  ncndeposit  investment  seQes  progi'anis  to  guard 
agednst  possible  liability  stenming  from  bank  involvement  in  these 
activities.  Failure  of  banks  to  establish  and  observe  e^spropriate  policies 
and  procedures  for  imitiial  fund  and  annuity  seQes  programs  will  be  subject  to 
criticism  and  required  corrective  cK±ion. 


(Septaiiaer  29,  1993) 
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Division  of  Supervision 

CLASSIFICATION  NUMBER 

SSICNSI 

DAH  October    25,     1993 

MEMORANDUM  SYSTEM 

ISSUING  OFFICE    DPIPTO 
CONTACT:      C.  Vtugtw  86759 

a  NOTICE                  W  MEMORANDUM 

MEMORANDUM  TO:  Regional  Directors 

FROM:  Stauiley  J.  Poling 

Director 

SUBJECT:       Participation  of  State  Nonmember  Banks 

in  the  Sales  of  Mutual  Funds  and  Annuities 

1 ■  Purpose .   To  establish  examination  procedures  for  state 
nonmember  banks  that  participate  in  the  sales  of  mutual  funds  and 
annuities . 

2 .  Background .   Bemk  involvement  in  the  sale  of  nondeposit 
investments  in  recent  years  has  expanded  from  the  trust 
department  into  retail  sales  of  these  investments .   Primary 
enphasis  has  been  on  mutual  funds  and  annuities,  products 
previously  handled  by  securities  brokers  and  insuremce  agents. 

Participation  directly  by  the  bank  in  the  sale  of  securities  may 
be  conducted  in  several  forms.   A  bank  may  act  as  sales  agent, 
merely  giving  customers  access  to  various  mutual  fund  or  annuity 
products.   If  more  specific  products  are  desired,  the  bank  may 
contract  with  a  specific  organization  to  provide  a  professional 
distribution  system.   Often  third  party  vendors  are  en^loyed  to 
operate  on  the  bank  premises  or  bank  en^loyees  become  dual 
employees  of  the  bank  and  the  broker /dealer .   Sometimes  a  bsmk 
may  become  involved  with  an  affiliated  broker/dealer. 

The  highest  level  of  involvement  is  usually  limited  to  larger 
banks  who  contract  with  an  unaffiliated  party  to  become  the 
distributer  of  a  "private  label"  mutual  fund.   These  funds  are 
typically  advised  or  administered  by  the  bank  and  sometimes  carry 
a  name  similar  to  the  bank,  hence  the  reference  to  a  proprietary 
fund.   The  distributer  performs  those  functions  that  are 
prohibited  for  a  bank  under  Federal  law.   These  proprietary 
products  are  created  typically  to  generate  fee  income  beyond  that 
available  from  acting  solely  in  an  agency  capacity  in  the  sale  of 
fund  shares . 

3.  Action  Required.   The  FDIC  Division  of  Supervision  has  issued 
guidance  concerning  the  sales  of  mutual  funds  and  annuities  which 
alerts  State  nonmember  banks  to  certain  prominent  safety  and 
soundness  concerns.   (See  FIL  71-93,  10-8-93).   Examiners  should 
familiarize  themselves  with  the  provisions  of  the  statement  smd 
use  the  guidance  contained  therein  in  reviewing  a  bank's 
involvement  in  the  sale  of  mutual  funds  or  annuities. 


Transmittal  #  93-15A 
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Examiners  are  reminded  that  the  guidance  in  the  supervisory 
statement  applies  to  bank  sales  of  nondeposit  investments. 
Securities  activities  of  subsidiaries  or  affiliates  are  governed 
by  the  provisions  of  section  337.4  of  the  FDIC's  regulations. 
The  guidance  contained  herein  is  not  intended  to  replace  existing 
examination  procedures  relating  to  bank  trust  activities  or 
municipal  securities  dealers  activities.   Also,  banks  involved  in 
the  sales  of  mutual  funds  or  other  securities  must  comply  with 
the  provisions  of  Part  344  relating  to  recordkeeping  and 
confirmation  requirements  for  securities  transactions.   Typically 
in  third  party  arrangements,  the  bank  can  depend  on  its  agent  to 
keep  records  regarding  transactions,  send  confirmations  to 
customers,  etc.   A  participating  bank  may  only  have  to  disclose 
to  customers  the  remuneration  it  receives  in  connection  with  the 
securities  transaction,  and  even  that  obligation  may  be 
discharged  if  the  confirmation  contains  the  relevant  information. 

As  a  general  principal,  examiners  should  review  the  policies  and 
procedures  adopted  by  the  bank  rather  than  the  records  of  the 
broker/dealer.   FDIC  responsibility  is  to  assure  that  the  bank 
has  considered  areas  of  potential  concern  and  has  taken  steps  to 
mitigate  those  concerns.   The  FDIC  does  not  wish  to  become 
involved  in  areas  already  supervised  under  other  Federal 
regulatory  schemes . 

The  guidance  is  intended  to  alert  banks  to  areas  of  supervisory 
concern.   Banks  may  address  these  concerns  in  any  manner  that 
effectively  lessens  customer  confusion  and  assures  proper 
management  of  the  sales  program  of  nondeposit  investments. 

The  statement  attempts  to  balance  the  need  for  supervisory 
guidance  on  the  sale  of  nondeposit  investments  with  the 
realization  that  size,  personnel  and  resource  limitations  may 
affect  the  manner  in  which  a  bank  responds  to  the  guidance.   For 
instance,  the  supervisory  statement  states  that  tellers  or  other 
bank  employees  involved  in  deposit -taking  activities  generally 
should  be  prohibited  from  selling  investment  products  and 
offering  investment  advice.   In  smaller  banks  or  branches,  if 
this  guidance  is  interpreted  narrowly,  these  institutions  may  be 
blocked  from  participating  in  the  activity.   If  it  is  unavoidcUale 
for  an  employee  to  act  in  this  dual  capacity,  examiners  should 
review  other  controls  in  place  such  as  physical  separation  of 
deposit -taking  and  investment  activities  and  the  efforts  made  by 
the  employee  to  inform  the  customer  when  they  are  acting  on 
behalf  of  a  third  party  vendor. 

Compensation  programs  may  be  structured  in  many  different  ways, 
but  these  programs  are  most  likely  to  present  conflicts  of 
interest  when  compensation  is  based  solely  on  sales  volume.   When 
reviewing  compensation  programs,  concerns  should  focus  on  whether 
the  customer  is  being  directed  into  investments  based  on  fees 
offered  the  employee.   Sales  programs  that  focus  on  customer 
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needs  reduce  the  potential  conflicts  of  interest  inherent  in  some 
coit;>ensation  programs. 

As  part  of  the  usual  examination  program,  examiners  should  review 
a  bcuik's  policies  and  procedures  governing  sales  of  mutual  funds 
and  annuities  and  analyze  management's  inplementation  and 
compliance  with  these  policies  and  procedures.   Significant 
deficiencies  found  should  be  commented  on  in  the  Report  of 
Examination  (normally  in  the  Administration,  Supervision  and 
Control  section  and  Conclusions  page,  if  appropriate)  and 
corrective  action  should  be  recommended  commensurate  with  the 
severity  of  the  deficiency.   The  supervisory  statement  contains 
the  Division's  views  on  the  standards  for  safe  and  sound 
participation  in  sales  of  nondeposit  investments.   Because  this 
activity  is  still  somewhat  new  and  not  universally  seen,  it  is 
appropriate  for  reports  to  contain  a  brief  descriptive  statement 
of  the  nature  smd  extent  of  a  bank's  involvement  in  this 
activity. 


nOOAtffXC  CAUFOWUA 
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B.3.  noose  of  lUpresentatioes 

jSubmiuiuUtg  on  duusigtu  nd  inoutigatunu 

of  dK 

ffwiiuliiff  on  SoQQ  md  Couuiiuct 

Wutdngnm.  BC  20^5-61)6 

March  2,  1994 


The  Honorable  Andrew  C.  Hove 

Acting  Chairman 

Federal  Deposit  Insurance  Corporation 

550  17th  Street,  N.W. 

Washington,  DC    20429 

Dear  Chairman  Hove: 

Pursuant  to  Rules  X  and  XI  of  the  Rules  of  the  U.S.  House  of  Representatives,  and  our 
continuing  oversight  of  securities  and  exchanges,  we  are  investigating  the  facts  and 
circumstances  surrounding  the  proposed  merger  between  the  Dreyfus  Corporation  (Dreyfus) 
and  Mellon  Bank  Corporation  (MBC)  whereby  Dreyfus  will  be  acquired  by  Mellon  Bank,  N.A. 
(Mellon  BanK)  as  a  separate  operating  subsidiary. 

In  connection  with  the  Subcommittee  hearings  today  and  tomorrow  on  this  matter, 
serious  concerns  have  been  raised  regarding  the  adequacy  of  the  protections  that  the 
banking  laws  afford  customers  who  purchase  securities  or  investment  advice  in  banks. 
Accordingly,  I  am  transmitting  the  enclosed  55-page  draft  table  comparison  of  the  regulation 
of  broker-dealers  and  investment  advisers  under  the  federal  securities  laws  versus  under  the 
federal  banking  laws.  The  table  summarizes  the  principal  relevant  statutes,  regulations,  and 
guidelines  administered  by  the  Securities  and  Exchange  Commission  and  by  the  federal 
banking  agencies.  The  Subcommittee  will  be  keeping  the  hearing  record  open  for  30  days  to 
accommodate  our  request  that  you  carefully  review  this  document  and  submit  any  corrections 
you  deem  necessary  to  make  this  table  accurate  and  complete. 

If  you  have  any  questions  about  this  request,  please  contact  Consuela  M.  Washington 
of  the  staff  at  (202)  225-3147    Th^jjlKyOCTStJyour  cooperation  and  assistance  with  the  work 
of  the  Subcommittee. 


:*<^ 


John  D  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


Ehclosure 

cc:       The  Honorable  Dan  Schaefer 
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Vi.SB.  Honst  of  Keprtstntatities 

fSuktoniuitta  on  Ootrilglu  and  Jnwstigatidns 

of  t)K 

Cimniuu  on  £iKrgg  sni  Cnrnntrn 

IDasiiingam,  BC  20515-61)6 

March  31,  1994 


The  Honorable  Andrew  C.  Hove 

Chairman 

Federal  Deposit  Insurance  Corporation 

550  17th  Street,  N.W. 

Washington,  D.C.    20429 

Dear  Chairman  Hove: 

This  is  with  reference  to  the  Subcommittee's  letter  of  March  2,  1 994  asking  you  to 
review  our  draft  table  comparing  the  regulation  of  broker-dealers  and  investment  advisers 
under  the  federal  securities  laws  and  under  the  federal  banking  laws.  The  table  does  not 
include  all  the  federal  securities  laws  and  rules,  nor  does  it  address  the  regulation  of  banks 
as  transfer  agents,  municipal,  or  government  securities  dealers.   This  is  consistent  with  the 
scope  of  the  Subcommittee's  inquiry  as  well  as  the  table's  stated  scope. 

At  the  request  of  the  Office  of  the  Comptroller  of  the  Currency,  we  are  extending 
the  deadline  for  your  responses  to  the  close  of  business  on  Friday,  April  8,  1994,  at  which 
time  we  will  be  closing  the  hearing  record  and  taking  the  steps  to  go  to  prompt  printing.  It 
would  be  helpful  if  the  recipients  of  the  March  2  letter  would  meet  and  discuss  (and  where 
possible  coordinate)  your  responses,  in  any  event,  your  transmittal  letters  for  your 
corrections  should  indicate  the  name  and  phone  number  of  a  contact  person  on  your  staff, 
in  the  event  that  we  have  questions  about  your  submission. 

The  Subcommittee  greatly  appreciates  your  cooperation  and  assistance  with  our 
work.   We  firmly  believe  that  these  issues  are  of  vital  importance  to  the  protection  of  the 
public. 


John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 


The  Honorable  Dan  Schaefer 
The  Honorable  Alan  Greenspan 
TTie  Honorable  Arthur  Levitt 
The  Honorable  Eugene  A.  Ludwig 
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MAfUOniE  MADOdUES-MOVIMSKT 


KtOWr  tTUKTZ.1 


B.^.  Honse  of  lUpitscntatiDes 

3o)iconiinitca  on  Ootrsight  ni  Smtstigsnons 

of  ttx 

Cuuuuiiiu  on  Snogg  md  Cofluiiuu 

mashingnm,  B€  205i5-ti)i 


May  10,  1994 


The  Honorable  Andrew  C.  Hove 

Acting  Chairman 

Federal  Deposit  Insurance  Corporation 

550  17th  Street,  N.W. 

Washington,  D.C.   20429 

Dear  Chairman  Hove: 

This  is  in  reference  to  your  letter  of  April  8,  1994  and 
enclosure  commenting  on  our  draft  table  comparing  the  regulation 
of  broker-dealers  and  investment  advisers  under  the  federal 
securities  laws  and  the  federal  banking  laws. 

To  the  extent  that  your  comments  suggest  substantive  correc- 
tions, we  are  making  the  necessary  revisions  to  the  final  table 
and  greatly  appreciate  your  assistance.   In  some  cases,  however, 
your  comments  raise  points  that  are  already  noted  in  the  table  or 
are  beyond  its  scope. 

In  connection  with  our  review  of  the  FDIC's  comments,  the 
Subcommittee  respectfully  requests  your  responses  to  the  follow- 
ing by  the  close  of  business  on  Friday,  May  20,  1994  so  that  we 
may  complete  our  edits  to  the  comparison  table: 

1.    At  various  places,  the  FDIC  cites  fiduciary  require- 
ments as  providing  customer  protection  to  investors  who  purchase 
securities  through  banks.   For  example,  the  FDIC's  comments  note 
(in  connection  with  suitability  requirements  applicable  to  bank 
brokerage  activities)  that  "fundamental  principles  of  fiduciary 
law  require  that  banks  exercising  fiduciary  powers  recommend  or 
invest  in  only  those  securities  that  are  suitable  for  the  benefi- 
ciaries of  any  particular  account."   (FDIC  Comments  at  15;  see 
also  id.  at  16  (Chinese  walls) ,  and  at  18  (private  rights  of 
action) . ) 

The  Subcommittee  has  researched  the  matter,  but  has  not 
learned  of  any  instance  in  which  the  federal  banking  regulators 
determined  that  bank  brokerage  activities  require  approval  as 
fiduciary  activities  subject  to  fiduciary  law  requirements. 
Moreover,  we  are  not  aware  of  any  regulatory  requirement  that  a 
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customer  enter  into  a  trust  agreement  with  a  bank  prior  to 
brokerage  services  being  made  available.   We  therefore  request 
that  you  provide  citations  to  any  such  rulings. 

2.    Your  letter  cites  two  FDIC  proceedings.  First  Count v 
Bank.  Stamford.  Connecticut  and  In  the  Matter  of  Robert  J.  Aulie. 
Brooklyn  Savings  Bank.  Danielson.  Connecticut,  as  examples  of  the 
FDIC's  use  of  12  C.F.R.  S  1818  to  reach  violations  of  the 
antifraud  provisions  of  the  federal  securities  laws. 

As  you  noted,  the  FDIC  and  SEC  acted  jointly  in  bringing  the 
Aulie  case.   According  to  the  SEC's  Litigation  Release,  the  SEC 
and  FDIC  charged  that  Aulie  violated  Exchange  Act  Section  10(b) 
and  Rule  lOb-5  thereunder,  and  aided  and  abetted  violations  of 
Exchange  Act  Section  13(a)  and  FDIC  Rule  330.   SEC  and  FDIC  v. 
Aulie.  SEC  Litigation  Release  12899  (July  9,  1991).   Specifical- 
ly, the  agencies  alleged  that  Brooklyn  Savings  Bank  and  Aulie 
failed  to  maintain  adequate  loan  loss  allowances,  and  that  by 
materially  understating  such  allowances,  the  bank  and  Aulie 
materially  overstated  the  bank's  new  income  in  financial  reports 
for  two  fiscal  quarters. 

The  facts  of  the  First  County  Bank  case  are  less  clear.   The 
FDIC  comments  state  only  that  " [v] iolations  of  section  15(c)  of 
the  Exchange  Act  are  referenced  in  the  body  of  the  order,  and  the 
cessation  of  such  violations  are  ordered."   (FDIC  Comments  at  13) 
The  FDIC's  order  in  the  case  simply  directed  the  bank  to  elimi- 
nate and/or  correct  all  remediable  violations  of  "the  Department 
of  Treasury  regulations  enforcing  Section  15(c)  of  the  Securities 
and  Exchange  Act  of  1934."  On  the  basis  of  the  order  and  its 
description  in  the  FDIC  comments,  however,  we  cannot  determine 
what  charges  the  FDIC  brought  against  First  County  Bank.^ 

Accordingly,  we  request  that  you  provide  the  Subcommittee 
with  a  copy  of  the  record  in  the  FDIC's  First  County  Bank  case. 
With  respect  to  the  Aulie  case,  we  request  that  you  provide 
internal  FDIC  materials  sufficient  that  the  Subcommittee  can 
determine  the  basis  on  which  the  FDIC  brought  its  portion  of  the 
case.   In  addition,  please  explain  whether  the  FDIC,  acting 
independently  (rather  than  jointly  with  the  SEC) ,  would  have  had 
jurisdiction  to  bring  charges  based  on  violations  of  Section 


As  an  initial  matter,  we  are  not  aware  of  any  Treasury 
Department  regulations  implementing  Section  15(c).  Exchange  Act 
Section  15C,  a  provision  governing  government  securities  brokers 
and  dealers,  is  of  course  another  matter.  The  Treasury  Depart- 
ment has  rulemaking  authority  under  Section  15C,  and  the  FDIC  is 
identified  as  the  "appropriate  regulatory  agency"  for  government 
securities  brokers  and  dealers  that  are  insured  nonmember  banks. 
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10(b)  and  Rule  lOb-5,  or  whether  the  FDIC  would  have  been  limited 
to  alleging  violations  of  Section  13(a)  and  FDIC  Rule  330. 

Thank  you  for  your  cooperation  and  attention  to  this  re- 
quest . 

fsincerely 


John  D.  Dingell 

Chairman 

Subconunittee  on  Oversight 

and  Investigations 


cc:   The  Honorable  Dan  Schaefer 
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OFFICE  OF  THE  CHAIRMAN 


FEDERAL  DEPOSIT  INSURANCE  CORPO'Rftti)?f^.V'^#;/"9'°"  dc  20429 


May    23,    1994 


Honorable  John  D.  Dingell 

Chairman 

Subcommittee  on  Oversight 

and  Investigations 
Committee  on  Energy  and  Commerce 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  in  response  to  the  Federal 
Deposit  Insurance  Corporation's  review  and  comments  upon  a 
draft  table  comparing  the  regulation  of  broker-dealers  and 
investment  advisers  under  the  federal  securities  laws  and 
the  federal  banking  laws. 

Your  letter  requested  that  we  provide  you  with  additional 
information  in  response  to  two  questions.   Enclosed  you  will 
find  a  response  to  those  questions  prepared  by  FDIC  staff. 

If  you  or  your  staff  have  any  further  questions,  our 
Office  of  Legislative  Affairs  can  be  reached  at  898-8730. 


Sincerely, 


C 


idrew  C.  Hove,  Jr, 
Acting  Chairman 


Enclosure 
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STAFF  RESPONSE  TO  LETTER  FROM  HONORABLE  JOHN  D.  DINGELL, 
REQUESTING  ADDITIONAL  INFORMATION  CONCERNING  FDIC'S  COMMENTS  ON 

,  COMPARISON  OF  REGULATION  OF  BROKER -DEALERS  AND  INVESTMENT 
ADVISERS  UNDER  FEDERAL  SECURITIES  LAWS  AND  FEDERAL  BANKING  LAWS 


The  following  responds  to  a  letter  dated  May  10,  1994  from 
the  Honorable  John  D.  Dingell,  requesting  additional  information 
concerning  the  FDIC's  comments  on  the  Subcommittee's  draft  table 
comparing  the  regulation  of  broker-dealers  and  investment 
advisers  under  the  federal  securities  laws  and  the  federal 
banking  laws.   This  memorandum  has  been  written  to  respond  to  the 
questions  in  the  order  in  which  they  were  raised  in  the  letter. 

1.   The  letter  seems  to  indicate  that  the  FDIC's  comments 
referencing  state  fiduciary  law  imply  that  bank  brokerage 
activities  require  prior  approval  as  fiduciary  activities.   The 
FDIC's  comments  were  not  intended  to  imply  that  a  fiduciary 
license  or  trust  agreement  is  required  before  a  bank  may  offer 
brokerage  activities  generally  to  its  customers.   Rather,  the 
comments  simply  reflect  the  fact  that  securities  brokerage  and 
investment  advisory  activities  have  for  many  years  been  conducted 
within  bank  trust  departments  on  behalf  of  customers  with  whom 
the  bank  has  a  fiduciary  relationship.   Where  such  a  fiduciary 
relationship  exists,  securities  activities  conducted  through  bank 
trust  departments  are  subject  to  the  fiduciary  duties  and 
remedies  pursuant  to  fiduciary  law  (both  as  codified  and  as 
developed  in  caselaw)  in  addition  to  the  various  provisions  of 
the  federal  securities  laws  that  apply  to  bank  trust 
departments.'   Thus,  fiduciary  customers  have  always  been  able 
to  resort  to  state  fiduciary  law  for  redress,  for  example,  for 
improper  investment  of  fiduciary  assets,  or  the  breach  of  the 
duties  of  loyalty,  to  exercise  reasonable  care  and  skill,  to  keep 
and  render  accounts,  to  furnish  information,  or  to  keep  fiduciary 
property  separate,  etc.^ 

2.   The  letter  also  raised  questions  concerning  First 
County  Bank.  Stamford.  Connecticut  and  In  the  Matter  of  Robert  J. 
Aulie.  Brooklyn  Savings  Bank.  Danielson.  Connecticut.   These 
proceedings  are  discussed  more  specifically  below.   In  addition, 
the  letter  inquired  whether  the  FDIC,  as  a  general  matter,  has 
the  authority  to  independently  prosecute  violations  of  the 
antifraud  provisions  of  federal  securities  laws. 


'      These  include  sections  10(b),  13(d),  13(f),  14(b),  17(f), 
and  17A  of  the  Securities  Exchange  Act  of  1934,  SEC  rules 
governing  privately  placed  securities,  the  Trust  Indenture  Act  of 
1939  and  the  Investment  Company  Act  of  1940  as  applicable. 

^   See  generally.  A.  Scott  &  W.  Fratcher,  The  Law  of  Trusts 
§§  169-185  (Duties  of  the  Trustee)  (4th  ed.  1987) . 
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Although  the  Federal  Deposit  Insurance  Act  (the  "FDI  Act") 
does  not  contain  language  expressly  prohibiting  fraud  in 
connection  with  securities  activities,  the  jurisdiction  of  the 
FDIC  is  not  so  narrowly  limited.   Under  section  8  of  the  FDI  Act, 
12  U.S.C.  §  1818,  the  FDIC  is  empowered  to  prosecute  by  means  of 
a  broad  range  of  actions,'  any  unsafe  or  unsound  banking 
practices  as  well  as  violations  of  any  laws,  rules  or 
regulations .   Virtually  every  fraudulent  activity  violates  some 
law  or  regulation  and,  therefore,  comes  within  the  scope  of  the 
FDIC's  enforcement  powers.   In  addition,  any  fraud  committed  with 
respect  to  an  insured  depository  institution  is,  by  its  nature, 
an  unsafe  or  unsound  activity  and  also  comes  within  the  FDIC's 
jurisdiction  to  prosecute. 

Where  another  law  enforcement  entity  (such  as  the  SEC  or  the 
U.S.  Attorney's  office)  is  involved,  the  FDIC  makes  every  effort 
to  coordinate  enforcement  and  prosecutorial  efforts  with  the 
other  involved  law  enforcement  entity  in  the  interest  of  avoiding 
double  jeopardy,"  res  judicata,  or  equitable  estoppel  problems 
in  the  proceeding.   The  FDIC  has  found  that  such  cooperative 
efforts  from  all  parties  results  in  the  most  efficient  use  of  law 
enforcement  resources  and  powers  and  affords  maximum  protection 
to  the  industry.   The  involvement  of  another  agency  does  not, 
however,  prevent  the  FDIC  from  proceeding  pursuant  to  its  own 
enforcement  authority  even  if  the  other  agency  decides  not  to 
prosecute.   For  example,  in  the  case  of  embezzlement  by  a  bank 
employee,  the  U.S.  Attorney's  Office  may  decide  for  a  variety  of 
reasons  not  to  prosecute.^   That  decision  does  not  preclude  the 
FDIC  from  bringing  an  enforcement  action  against  the  employee. 
On  several  occasions  the  FDIC  has  done  just  that,  issuing  a 
section  8(e)  removal  order  against  individuals  barring  them  from 
participating  in  the  affairs  of  any  insured  depository 
institution. 

The  Aulie  case,  in  which  the  SEC  and  FDIC  joined  in  seeking 
an  injunction  pursuant  to  section  10(b)  and  13(a)  of  the 
Securities  and  Exchange  Act  of  1934  ("Exchange  Act"),  is  an 
example  of  such  cooperative  enforcement  efforts.   Mr.  Aulie  also 


'The  types  of  actions  the  FDIC  is  empowered  to  take  include 
cease  and  desist  orders,  suspension,  removal  or  prohibition 
proceedings,  and  civil  money  penalties. 

'See  U.S.  V.  Halper.  109  S.Ct.  1892,  490  U.S.  435  (1989) . 

^We  have  observed  several  factors  which  seem  to  affect  this 
decision  including  (i)  the  dollar  amount  involved  (which  can  vary 
substantially  from  jurisdiction  to  jurisdiction) ,  (ii) 
restitution  by  the  individual  or  others,  or  (iii)  limited 
resources  on  the  part  of  the  U.S.  Attorney's  office. 
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stipulated  to  a  section  8(e)  prohibition  order  whereby,  based  on 
his  involvement  in  the  violations  of  federal  securities  laws,  he 
agreed  to  a  lifetime  ban  on  future  participation  in  the  banking 
industry.   These  orders  were  sought  concurrently  with  his 
stipulation  to  the  joint  federal  court  injunction.   Copies  of  the 
letter  forwarding  the  section  8(e)  stipulation  and  order  to  Mr. 
Aulie,  the  signed  stipulation  and  order  of  prohibition,  as  well 
as  the  federal  injunction,  are  attached.   Also  attached  are 
several  news  articles  which  pertain  to  the  Aulie  case. 

The  basis  for  both  the  joint  action  and  the  section  8(e) 
order  against  Mr.  Aulie  was  his  submission  to  the  FDIC  of  false 
reports  under  section  13  of  the  Exchange  Act.   The  facts  are  as 
follows: 

Robert  J.  Aulie  was  the  former  president,  chief  executive 
officer  and  director  of  Brooklyn  Savings  Bank,  Danielson, 
Connecticut  (the  "Bank").   While  at  the  Bank,  Aulie  was  primarily 
responsible  for  the  Bank  submitting  to  the  FDIC  two  Quarterly 
Reports  ("Form  F-4")  under  Section  13  of  the  Securities  Exchange 
Act  of  1934  ("Exchange  Act")  for  quarters  ending  June,  1989  and 
September,  1989  which  materially  overstated  the  overall  financial 
condition  of  the  Bank.   Apparently  the  misrepresentations  came 
about  as  the  result  of  understating  the  Bank's  allowance  for  loan 
losses,  when  Aulie  knew  or  should  have  known  that  the  Bank  was  on 
the  verge  of  experiencing  serious  losses  due  to  the  Bank's 
involvement  in  loan(s)  to  a  foundering  real  estate  development 
project  known  as  the  "Thermos  on  the  Thames"  project  ("Thermos 
project") . 

Mr.  Aulie  participated  in  making  statements  in  the  June, 
1989  F-4  which  painted  the  progress  of  the  Thermos  project  in  an 
extremely  rosy  light,  when  in  fact  at  the  time  of  the  statements, 
the  project  had  experienced  several  construction  delays,  sales 
were  substantially  behind  projections,  and  extraordinary  sales 
incentives  (an  unlimited  buy-back  guarantee  by  the  Bank)  were  not 
bringing  in  results.   In  addition  to  the  foregoing,  by  the  time 
of  the  September,  1989  F-4,  the  project  had  already  defaulted  on 
a  $1.8  million  loan,  a  fact  which  was  not  mentioned  in  the  F-4. 
Also,  the  September,  1989  F-4  indicated  that  sales  in  the  project 
were  going  very  well,  when  in  fact  sales  drastically  lagged 
behind  internal  projections.   Mr.  Aulie' s  signature  appeared  on 
both  F-4's  in  question,  and  the  facts  seemed  to  indicate  that  he 
knew  or  should  have  known  that  the  two  F-4's  contained  false  and 
misleading  information. 

The  SEC  and  FDIC  joined  in  seeking  the  injunction  pursuant 
to  the  antifraud  provisions  of  section  10(b)  of  the  Exchange  Act, 
and  pursuant  to  section  13(a)  of  the  Exchange  Act.   The  FDIC's 
participation  in  the  proceedings  was  necessary  to  lend  impact  to 
the  action,  since  the  false  filings  were  made  with  the  FDIC. 
Absent  SEC  participation,  however,  the  FDIC  would  not  have  been 
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precluded  from  citing  a  violation  of  section  10(b)  and  Rule  lOb-5 
as  part  of  the  section  8  enforcement  action,  or  as  the  basis  for 
other  injunctive  relief. 

With  respect  to  the  First  County  case,  copies  of  the 
stipulation  and  consent  to  the  issuance  of  an  order  to  cease  and 
desist  as  well  as  the  order  itself  are  attached.   The  order  at 
page  22  requires  the  bank  to  "eliminate  and/or  correct  all 
remediable  violations  of  Federal  Reserve  Board  Regulation  O  and 
the  Department  of  the  Treasury  regulations  enforcing  Section 
15(c)  of  the  Securities  and  Exchange  Act  of  1934."   Although 
section  15(c)  is  referenced  in  the  order,  because  of  the  citation 
to  Department  of  Treasury  regulations,  it  is  very  possible  that 
what  was  intended  to  be  referenced  in  the  order  was  the  cessation 
of  violations  of  Department  of  Treasury  regulations  under  section 
15C  of  the  Exchange  Act.   However,  because  this  action  was 
stipulated  to  without  requiring  issuance  of  a  notice  of  charges 
and  because  it  was  issued  pursuant  to  delegated  authority  at  the 
Regional  Office  level,  we  are  unable  to  state  with  certainty 
which  section  of  the  Exchange  Act  is  the  correct  reference. 
Nonetheless,  the  order  clearly  addressed  violations  of  federal 
securities  laws. 

Attachments 
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REGULATION  OF  BROKER-DEALERS  AND  INVESTMENT  ADVISERS 

The  following  table  (which  is  preceded  by  a  summary  table)  compares  the  regulation 
of  broker-dealers  and  investment  advisers  under  federal  securities  laws  and  under  federal 
banking  laws.   The  table  demonstrates  the  difference  in  focus  between  the  two  regulatory 
schemes  and  highlights  the  need  for  legislation  --  such  as  H.R.  3447  --  to  provide  for  the 
functional  regulation  of  all  securities  activities.   The  table  illustrates  that,  under  current  law, 
banks  that  engage  directly  in  securities  brokerage  and  advisory  activities  are  outside  the 
regulatory  framework  established  under  the  federal  securities  laws,  and  are  not  subject  to 
comparable,  uniform  or  enforceable  standards  under  federal  banking  laws. 

Part  I  of  the  table  notes  that  banks  that  engage  directly  in  securities  activities  are 
exempt  from  broker-dealer  regulation  under  the  federal  securities  laws.    Consequently,  banks 
and  bank  employees  are  not  subject  to  direct  Commission  oversight,  or  to  any  but  the 
antifraud  provisions  of  the  federal  securities  laws.   The  securities  activities  of  banks  and  their 
personnel  are  governed  by  federal  banking  laws,  which,  with  the  exertion  of  limited 
recordkeeping  and  confirmation  requirements,  do  not  specifically  address  direct  bank 
brokerage  activities.    Rather,  the  securities  regulatory  programs  of  the  federal  banking 
agencies  are  primarily  based  on  guidelines  that  defme  general  standards  and  give  the  banks 
wide  latitude  to  establish  policies  and  procedures  to  implement  those  standards.   Notably, 
there  are  questions  regarding  the  enforceability  of  the  standards  by  the  federal  banking 
agencies  or  bank  customers. 

The  toble  describes  several  critical  areas  where  federal  banking  law  differs 
substantially  from  the  federal  securities  laws.   For  example,  federal  banking  law  does  not 
require  banks  to  register  as  broker-dealers  or  provide  notice  of  securities  activities  to  their 
banking  regulator.   Bank  employees  who  sell  securities  are  not  subject  to  uniform  testing  and 
qualification  requirements  prior  to  engaging  in  direct  securities  activities.   Moreover,  federal 
banking  law  does  not  include  procedures  for  the  screening  of  bank  securities  salespersons  for 
prior  violations  of  law.   Also  notable  is  the  fact  that,  under  federal  banking  law,  there  is  no 
particular  provision  imposing  sanctions  on  banks  for  failure  to  adequately  supervise  their 
employees  engaged  in  securities  activities.    Federal  banking  law  does  not  generally  contain 
private  rights  of  action  for  investors  and  there  is  no  banking  law  counterpart  to  the  securities 
arbitration  scheme  for  bank  securities  investors.   The  table  also  notes  that  bank  examinations 
under  the  federal  banking  law  focus  primarily  on  bank  safety  and  soundness  and  only 
secondarily  on  compliance  with  the  federal  securities  laws. 

Part  n  of  the  uble  describes  the  regulatory  gaps  that  arise  under  the  federal  banking 
laws  respecting  bank  investment  adviser  activities.   Banks  engaging  in  investment  advisory 
activities  are  subject  to  a  regulatory  scheme  that  includes  notice  to  the  appropriate  federal 
banking  regulator,  fiduciary  standards  and  recordkeeping  requirements.   However,  because 
bank  advisers  are  not  required  to  register  with  the  Commission  as  investment  advisers, 
Commission  examiners  who  inspect  bank-advised  investment  companies  have  no  express 
authority  to  examine  the  bank  adviser's  books  and  records  relating  to  clients  other  than  the 
investment  company.   As  a  result,  a  bank  adviser  to  an  investment  company  is  not  subject  to 
an  examination  that  focuses  on  the  evaluation  of  potential  conflicts  of  interest  between  the 
bank  investment  adviser  and  the  investment  company. 
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REGULATION  OF  BROKER-DEALERS  AND  INVESTMENT  ADVISERS 

The  following  table  compares  the  regulation  of  broker-dealers  and  investment  advisers  under  federal 
securities  laws  and  under  federal  banking  laws.  The  table  demonstrates  the  difference  in  focus  between  the 
two  regulatory  schemes  and  highlights  the  need  for  legislation  to  provide  for  the  functional  regulation  of  all 
securities  activities.    This  table  is  a  summary  of  a  fuller  version. 


I.    BROKER-DEALERS 

A.    REGISTRATION 

•  Broker-dealers  must  register  with  the  Commission 
under  federal  securities  laws.  Broker-dealers  and 
their  associated  persons  must  register  with  a  SRO. 


I.    BANKS 

A.    REGISTRATION 

•  Banks  do  not  have  to  register  as  broker-dealers  or 
provide  notice  of  securities  activities  luider  the  federal 
banking  laws.  Banks  and  bank  employees  who  sdl 
securities  are  not  members  of  a  SRO. 


B.   TESTING  AND  QUALIFICATIONS 

•  Broker-dealers  and  their  associated  persons  are 
subject  to  uniform,  comprehensive  testing  and 
qualification  requirements  and  procedures. 


B.    TESTING  AND  QUALIFICATIONS 

•  Bank  employees  who  sell  securities  are  not  subject 
to  uniform  testing  and  qualification  requirements  and 
procedures.  Federal  banking  statutes  and  regulations 
contain  no  provisions  governing  sales  training  and 
qualification. 


I.    Slatutorv  Disqualifications 

•  Individuals  subject  to  statutory  disqualirications 
may  be  excluded  by  the  Commission  from  employment 
with  broker-dealers  in  order  to  protect  investors. 


2.     Fingerprinting 

•  Broker-dealers  and  their  associated  persons 
engaged  in  the  sale  of  securities  must  be  fingerprinted 
for  processing  by  the  U.S.  Attorney  General. 


1.  Statutory  Disqualifications 

•  Bank  employees  convicted  of  a  broad  range  of 
violations  may  be  barred  from  participating  in  any 
manner  in  the  conduct  of  an  Fl)IC-insured  bank's 
affairs  unless  approved  by  the  FDIC. 

2.  Fingerprinting 

•  Bank  employees  engaged  in  the  sale  of  securities  to 
bank  customers  are  not  required  to  be  fingerprinted 
under  federal  banking  laws. 


3      Fidelity  Bonds 

•  Broker-dealers  are  required  to  maintain  Tidelity 
bonds. 

C.    ANTIFRAUD 

•  Broker-dealers  and  their  associated  persons  are 
subject  to  federal  securities  laws  antifraud  provisions, 
including  Commission  rules  that  are  intended  to 
prohibit  and  prevent  market  manipulation  and 
deceptive  and  fraudulent  practices  and  conduct. 


D.    SALES  PRACTICE  RULES 

•  Broker-dealers  and  their  associated  persons  must 
comply  with  Commission  and  SRO  sales  practice 
rules,  particularly  those  relating  to  suitability  and 
excessive  prices. 


3.    Fidelity  Bonds 

•  Banks  are  required  to  maintain  bond  coverage. 

C.  ANTIFRAUD 

•  The  federal  banking  statutes  do  not  include 
provisions  expressly  prohibiting  fraud  in  connection 
with  bank  securities  activities.  However,  banks  and 
bank  employees  who  sell  securities  are  subject  to 
certain  of  the  federal  securities  laws  antifraud 
provisions,  including  Commission  rules  that  are 
mtended  to  prohibit  market  manipulation  and 
deceptive  and  fraudulent  practices  and  conduct. 

D.  SALES  PRACTICE  RULES 

•  Federal  banking  regulations  do  not  include 
provisions  for  suitability  requirements  or  other  sales 
practice  rules  designed  to  protect  investors  who 
purchase  securities  through  banks.    Bank  employees 
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who  sell  securities  are  not  subject  to  Commission  and 
SRO  sales  practice  rules. 


1.     Suitability 

•  Broker-dealers  generally  are  required  to  "know 
their  security"  and  "know  their  customer"  when 
recommending  securities  products  to  customers. 


1.  Suitability 

•  The  federal  banking  statutes  and  regulations  do 
not  require  banks  to  evaluate  the  suitability  of 
investments  recommended  to  customers. 


2.     Excessive  prices:  sales  commissions  and  mark-ups 

•  Broker-dealers  are  subject  to  Commission  and 
SRO  rules  prohibiting  the  charging  of  excessive  prices 
and  commissions. 


E.    DUTY  TO  SUPERVISE 

•  Broker-dealers  are  subject  to  sanctions  for  failure 
to  adequately  supervise  their  employees.  Broker- 
dealers  are  also  subject  to  controlling  person  liability 
for  employees  who  engage  in  violations  of  the  federal 
securities  laws. 

1.    Chinese  Walls 

•  Broker-dealers  must  establish  Internal  policies  and 
procedures  to  restrict  the  flow  and  prevent  the  misuse 
of  material  nonpublic  information. 


2.  Excessive  prices;  sales  commissions  and  mark- 

ups 

•  Federal  banking  law  prohibits  as  an  unsafe  and 
imsound  practice  excessive  compensation  or 
compensation  that  could  result  in  a  material  financial 
loss  to  a  bank.  Federal  banking  statutes  and 
regulations  do  not  establish  spedric  compensation 
requirements  and  procedures  for  bank  employees, 
including  employees  effecting  securities  transactions 
for  bank  customers.  Nor  do  they  address  mark-ups 
by  bank  employees  for  effecting  securities 
transactions. 

E.    DUTY  TO  SUPERVISE 

•  There  is  no  particular  provision  in  federal  banking 
law  imposing  sanctions  on  banks  for  failure  to 
adequately  supervise  their  employees  engaged  in 
securities  activities. 


1.    Chinese  Walls 

•  Banks  are  required  under  the  federal  banking  laws 
to  establish  and  maintain  policies  and  procedures 
providing  for  the  disclosure  of  the  securities  activity  of 
bank  personnel  who  are  involved  in  investment 
recommendations;  however,  the  federal  banking  laws 
do  not  comprehensively  address  conflict  of  interest 


F.    DISCIPLINARY  PROCEEDINGS 

•  Broker-dealers  are  subject  to  disciplinary  sanctions 
ranging  from  censure  to  revocation  of  their 
registration  if  they  engage  in  activities  that  violate  the 
federal  securities  laws,  the  rules  adopted  thereunder, 
or  SRO  rules.  Public  releases  describe  the  nature  of 
the  proceedings  and  the  identity  of  parties  disciplined. 

I.    Investor  Actions 

•  The  federal  securities  laws  have  been  interpreted 
to  confer  private  rights  of  action  to  investors  for 
certain  violations  of  the  federal  securities  laws, 
including  the  m^or  antifraud  provisions.  In  addition, 
SRO  rules  require  broker-dealers  to  resolve  disputes 
with  their  customers  in  industry-sponsored  arbitratioa 
forums  that  are  subject  to  Commission  oversight. 


F.  DISCIPLINARY  PROCEEDINGS 

•  Banks  and  bank-related  parties  are  subject  to 
disciplinary  sanctions  ranging  from  censure  to  removal 
if  they  engage  in  imsafe  and  imsound  practices  or 
violations  of  laws,  regulations  or  supervisory 
agreements.  Public  i^eases  of  the  proceedings  do  not 
describe  the  nature  of  the  proceedings. 

i.    Investor  Actions 

•  Federal  banking  laws  do  not  generally  contain 
private  rights  of  action  for  investors  and  there  is  no 
banking  law  coimterpart  to  the  securities  arbitration 
scheme  for  bank  securities  investors. 
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G.    FINANCIAL  RESFONSIBILITY 

•  Broker-dealers  lu-e  required  to  meet  net  capital  and 
other  operational  and  financial  competence  standards 
established  by  the  Commission  to  protect  the 
customers  and  creditors  of  broker-dealers. 

1.    Net  Capital  Rule 

•  Broker-dealers  must  meet  certain  basic  financial 
responsibility  standards  to  assure  that  customers  can 
recover  their  funds  and  securities  in  the  event  the 
broker-dealers  become  insolvent. 


G.    FINANCIAL  RESPONSIBILITY 

*  Bank  regulatory  agencies  require  that  banks  and 
bank  holding  companies  maintain  certain  levels  of 
capital.  These  capital  rules,  however,  are  not 
spedfkally  designed  with  securities  activities  in  mind. 

1.    Net  Capital  Rule 

•  Banks  are  not  required  under  the  federal  banking 
laws  to  satisfy  specific  capital  requirements  in  order 
to  engage  in  securities  activities.  Bank  securities 
operations  are  not  subject  to  the  net  capital 
requirements  developed  for  the  protection  of  broker- 
dealer  customers. 


2.    Cusiomer  Protection  Rule 

•  Broker-dealers  are  required  to  maintain  sufTident 
funds  to  assure  that  their  customers  can  recover  those 
funds  in  the  event  the  broker-dealers  become 
insolvent. 


2.    Customer  Protection  Rule 

•  Banks  are  not  required  to  maintain  sufficient  funds 
to  assure  that  their  securities  customers  can  recover 
those  funds  in  the  event  the  banks  be^me  insolvent 


3.    Risk  Assessmenl 

•  Broker-dealers  are  subject  to  risk  assessment 
recordkeeping  and  reporting  requirements  with 
respect  to  activities  engaged  in  by  their  afTiIiates. 


3.    Risk  Assessment 

•  Bank  holding  companies  are  subject  to  detailed 
recordkeeping  and  reporting  requirements  but  such 
requirements  are  not  focused  on  securities  activities 
engaged  in  by  affiliates. 


4.     Limitaiions  on  Extensions  of  Credit 

•    The  extension  of  credit  by  broker-dealers  to  their 
customers  is  limited. 


4.  Limitations  on  Extensions  of  Credit 

•  Limitations  on  extension  of  credit  by  banks  to  their 
securities  astamers  are  less  restrictive  than  limitations 
imposed  on  broker-dealers. 


H.  RECORDKEEPING      AND 

CONnRMATIONS 

•  Broker-dealers  are  subject  to  comprehensive 
recordkeeping  and  reporting  requirements  for 
securities  transactions. 

2.    Confirmations 

•  Broker-dealers  are  required  to  provide  customers 
with  written,  detailed  information  on  securities 
transactions  effected  for  their  customers. 


3.    Lost  and  Stolen  Securities 

•  Broker-dealers  must  report  lost  or  stolen  securities 
to  the  Commission  or  its  designee  and,  in  some  cases, 
to  the  Federal  Bureau  of  Investigation  ("FBI"). 


H. 


RECORDKEEPING  AND  CONFIRMATIONS 


*  Federal  banking  regulators  have  adopted  only 
limited  recordkeeping  and  confirmation  requirements 
for  securities  transactions. 

2.  Confirmatijns 

*  Regulations  of  the  federal  banking  agencies  require 
banks  to  provide  customers  with  limited  written 
information  on  securities  transactions  effected  for 
their  customers. 

3.  Lost  and  Stolen  Securities 

*  Banks  must  report  lost  or  stolen  securities  to  the 
Commission's  designee,  the  SIC,  and  to  the  FBI. 
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J.    INSOLVENCY  PROTECTION 

•  Broker-dealers  must  contribute  to  an  industry- 
wide fund  to  protect  their  securities  customers  in  the 
event  the  broker-dealers  become  insolvent. 


K.    EXAMINATIONS 

•  Broker-dealers  are  examined  by  the  Commission 
and  their  DEA  to  assure  compliance  with  the  federal 
securities  laws.  Commission  and  SRO  rules. 


11.    INVESTMENT  ADVISERS 

A.  REGISTRATION 

•   Federal  securities  law  requires  investment  advisers 
to  register  with  the  Commission. 


J.    INSOLVENCY  PROTECTION 

•  Bank  brokerage  customers  are  not  protected  by 
SIPC  insurance.  In  the  event  of  a  bank  failure, 
however,  bank  brokerage  customers  are  protected  by 
FDIC  insurance  with  respect  to  cash  arising  from 
securities  transactions  that  b  held  in  deposit  accounts 
(up  to  $100,000).  Securities  held  in  safekeeping  are 
returned  to  the  owners. 

K.  EXAMINATIONS 

•  Banks  are  examined  to  assure  the  appropriate 
federal  banking  regulator  that  the  overall  nnancial 
condition  of  the  bank  is  safe  and  sound.  Bank 
examinations  are  not  focused  upon  banks'  compliance 
with  federal  securities  laws. 

n.  BANK  INVESTMENT  ADVISERS 

A.     REGISTRATION 

•  Under  federal  banking  law,  banks  do  not  have  to 
roister  as  investment  advisers.  However,  banks  do 
have  to  provide  general  notice  to  the  appropriate 
federal  banking  regulator  regarding  their  investment 
advisory  activities. 


B. 


CUSTOMER  DISCLOSURES 


B. 


CUSTOMER  DISCLOSURES 


•  Investment  advisers  must  disclose  certain 
information  to  both  the  Commission  and  States  and  to 
(heir  customers,  and  subsequently  are  required  to  take 
additional  steps  to  keep  their  registrations  in  good 
standing. 


C. 


FIDUCIARY  DUTIES 


•      Registered   investment   advisers   are  subject   to 
certain  fiduciary  standards. 


•  Federal  banking  regulations  require  banks  and 
bank  holding  companies  acting  as  investment  advisers 
to  make  certain  disclosures  to  bank  investment 
advisory  customers. 


C.     FIDUCIARY  DUTIES 

•  Under  federal  banking  law,  banks  acting  as 
investment  advisers  are  suQect  to  certain  fiduciary 
standards. 


1.  Compensalion 

•  The  lAA  prohibits  registered  advisers  from 
collecting  "performance  fees"  based  on  the  success  of 
their  investment  advice,  with  certain  exceptions. 

2.  Agency  Cross  and  Principal  Transactions 

•  Registered  advisers  are  prohibited  from  actii^  as 
broker  or  principal  in  buyii^  or  selling  securities  from 
a  client. 


3.     Antifraud  Provision 

•    The  LAA  imposes  certain  antifraud  requirements 
on  registered  advisers. 


1.  Compensation 

•    Federal  banking  law  generally  does  not  put  limits 
on  the  kinds  of  fees  bank  advisers  may  charge. 


2.  Agency  Cross  and  Principal  Transactions 

•  Federal  banking  law  does  not  expressly  prohibit 
bank  advisers  from  acting  as  broker  or  principal  in 
buying  or  selling  securities  from  a  client.  However, 
general  principles  of  fiduciary  law  require  bank 
fiduciaries  to  maintain  undivided  loyalty  to  the  client 
and  to  avoid  conflicts  of  interest.  Moreover,  banking 
r^ulations  contain  some  guidelines  regarding 
transactions  to  avoid  so  as  to  generally  prevent 
conflicts  of  interest. 

3.  Antifraud  Provision 

•  The  federal  banking  statutes  do  not  include 
provisions  expressly  prohibiting  fraud  in  connection 
with  bank  investment  advisory  activities.    However, 
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banks  and  bank  onployees  who  provide  inTcstmcnt 
advice  are  subject  to  tbie  antifraud  provisions  or  tlie 
Exchange  Act  (Section  10(b)  and  Rule  lOb-5 
thereunder). 


a.  Advertising 

•  Registered  investment  advisers  are  prohibited  from 
engaging  in  false  advertising. 


a.  Advertising 

•  Federal  banking  regulations  contain  only  limited 
restraints  on  the  lands  of  advertising  permitted  for 
banks  engaging  in  investment  advisory  activities. 


b.  Custody  of  Client  Assets 

•  Registered  advisers  who  have  custody  of  the  funds 
or  securities  of  their  clients  are  subject  to  heightened 
requirements  with  respect  to  steps  they  must  take  to 
ensure  the  safety  of  the  funds  or  securities,  and 
disclosures  they  must  make. 

c.  Solicitations 

•  Registered  advisers  must  comply  with  certain 
requirements  when  paying  someone  to  solicit  business. 


d.  Financial  and  Disciplinary  Disclosures 

•  As  noted  above,  registered  advisers  have  a  duty  to 
disclose  to  their  clients  precarious  financial  conditions 
and  prior  disciplinary  actions. 


4      Duty  lo  Supervise 

•  Registered  advisers  have  a  duty  to  supervise. 

5.     Chinese  Walls 

•  Registered  advisers  are  required  to  maintain  and 
enforce  written  policies  and  procedures  reasonably 
designed  to  prevent  the  misuse  of  material,  nonpublic 
information  by  the  advisers  or  their  associated 
persons. 

D.  RECORDKEEPING  REQUIREMENTS 

•  Registered  investment  advisers  are  required  to 
maintain  certain  kinds  of  books  and  records 
respecting  their  investment  advisory  activities. 

E.  EXAMINATIONS 

•  Registered  investment  advisers  are  subject  to  both 
routine  and  cause  inspections  of  their  investment 
advisory  activities. 


b.  Custody  of  Assets 

•  Bank  investment  advisos  with  custody  of  dlent 
funds  or  securities  are  not  subject  to  luiifonn 
requirements  with  respect  to  steps  they  must  take  to 
ensure  the  safety  of  the  funds  or  securities,  or 
tfisdosures  they  must  make. 


•  Federal  banking  regulations  do  not  contain 
provisions  for  bank  advisers  that  pay  someone  to 
solicit  business. 

d.  Financial  and  Disciplinary  Disclosures 

•  Under  federal  banking  law,  bank  advisers  do  not 
have  a  specific  duty  to  disclose  to  their  customers 
precarious  financial  conditions  or  prior  material  legal 
or  disciplinary  actions. 

4.  E>utv  to  Supervise 

•  Federal  banking  law  does  not  bnpose  on  hank 
advisers  an  express  duty  to  supervise  or  responsibility 
for  persons  acting  on  their  behalf.  (See  additional 
discussion  of  this  issue  generally,  supra,  under  I.E.) 


5. 


Chinese  Walls 


•  National  banks  are  required  to  adopt  written 
policies  and  procediu-es  to  prevent  the  misuse  of 
material  inside  information  by  tbeir  trust 
departments. 


D.  RECORDKEEPING  REQUIREMENTS 

•  Federal  banking  law  does  not  generally  require 
bank  investment  advisers  to  keep  particular  records 
respecting  their  investment  advisory  activities. 

E.  EXAMINATIONS 

*  Although  bank  fiduciary  activities  are  subject  to 
CKaminations  by  the  federal  bank  regulators,  bank 
investment  advisory  activities  with  respect  to  advising 
a  registered  investment  company  are  not  subject  to  the 
same  kinds  of  examinations  that  registered  investment 
advisers  are  subject  to.  For  example,  a  bank  adviser 
to  a  mutual  fund  is  not  subject  to  an  examination  that 
focuses  on  the  evaluation  of  potential  conflicts  of 
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interest  between  the  adviser  and  the  investment 
company,  hank  examinations'  primary  focus  is  on 
whether  the  overall  flnancial  condition  of  the  banli  is 
safe  and  sound. 


ENFORCEMENT  ACTIONS 


F. 


ENFORCEMENT  ACTIONS 


•  The  Commission  may  bring  a  civil  iixjunctive  action 
against  any  person  for  violations  of  the  lAA  or  any 
regulation  thereunder.  The  Commission  may  bring  an 
acbninistrative  proceeding  against  any  investment 
adviser  and  its  associated  persons  for  violations  of  the 
federal  securities  laws  and  regulations  thereunder,  and 
for  committing  certain  acts  enumerated  in  the  lAA. 
The  Commission  may  seek  money  penalties  in  both  the 
civil  and  administrative  context,  and  may  impose  both 
temporary  and  permanent  cease-and-desist 
administrative  orders. 

SPECIAL  REQUIREMENTS  FOR  INVESTMENT 
ADVISERS  TO  REGISTERED  INVESTMENT 
COMPANIES 


•  The  federal  banking  regulators  may  bring 
administrative  proceedings  against  banks  and  bank- 
related  parties  for  engaging  in  unsafe  and  unsound 
practices  or  violations  of  laws,  regulations  or 
supervisory  agreements.  The  banking  regulators  may 
seek  civil  money  penalties,  and  may  impose  both 
temporary  and  permanent  cease-and-desist  orders. 


SreCIAL  REQUIREMENTS  FOR  INVESTMENT 
ADVISERS  TO  REGISTERED  INVESTMENT 
COMPANIES 


•  The  1940  Act  contains  certain  requirements 
applicable  to  investment  advisers  to  investment 
companies,  including  mutual  funds,  as  described 
below.  These  requirements  are  in  addition  to  the 
regulations  applicable  to  registered  investment  advisers 
under  the  I A  A. 


•  While  banks  and  bank  holding  companies  are 
specifically  excluded  from  the  lAA's  ddfinition  of 
investment  adviser,  banks  and  bank  holding 
companies  are  not  excluded  from  the  1940  Act's 
definition  of  investment  adviser,  and  are  therefore 
subject  to  requirements  applicable  to  investment 
advisers  to  mutual  funds  under  the  1940  Act.  The 
1940  Act's  definition  of  affiliated  person  includes  any 
investment  adviser  to  a  mutual  fund,  so  banks  are 
also  subject  to  the  1940  Act's  provisions  for  afTiliated 
persons.  Banks  are  therefore  subject  to  the  provisions 
of  the  1940  Act  (described  at  len)  in  the  investment 
advisers  column  of  this  chart.  Comparable  banking 
regulations,  if  any,  are  discussed,  supra,  in  the 
sections  noted  below. 


G.    INVESTMENT  ADVISORY  CONTRACT 

•  Investment  advisers  to  investment  companies  are 
required  to  have  a  contract  with  the  investment 
company,  which  must  contain  certain  terms,  including 
the  amount  of  compensation. 


H. 


FIDUCIARY  DUTIES 


•       The    1940    Act    imposes    fiduciary    duties    on 
investment  advisers  to  mutual  funds. 


G. 


INVESTMENT  ADVISORY  CONTRACT 


*  Federal  banking  law  does  not  require  a  bank 
acting  as  investment  adviser  to  a  mutual  fund  to  have 
an  investment  advisory  contract  with  the  fund. 


H.     FIDUCIARY  DUTIES 

*  As  noted  above,  under  federal  banking  law,  banks 
acting  as  investment  advisers  to  investment  companies 
are  subject  to  certain  fiduciary  standards. 


I.     RECORDKEEPING  REQUIREMENTS 

•  Investment  advisers  to  registered  investment 
companies  are  required  to  maintain  certain  books  and 
records. 


RECORDKEEPING  REQUIREMENTS 


•  As  noted  above,  bank  investment  advisers  are 
generally  not  reauired  by  federal  banking  law  to  keep 
particular  records  respecting  their  investment  advisory 
activities. 
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REGULATION  OF  BROKER- DEALERS  AMD  XNVESTMEMT  ADVISERS 


The  table  below  summarizes  the  principal  statutes,  regulations,  and 
guidelines  governing  broker-dealers  and  investment  advisers 
administered  by  the  Commission  and  by  the  federal  banking  agencies 
(the  Office  of  the  Comptroller  of  the  Currency  ("OCC") ,  the  Federal 
Deposit  Insurance  Corporation  ("FDIC"),  and  the  Federal  Reserve 
Board) . 

The  scope  of  this  table  is  limited  to  bank- related  brokerage 
activity  that  occurs  in  an  entity  that  is  not  subject  to  the 
regulatory  scheme  of  the  federal  securities  laws.  Accordingly, 
the  table  is  not  intended  to  cover  broker-dealer  affiliates  of 
banks,  bank  holding  companies  or  foreign  banking  institutions  that 
are  required  to  register  with  the  Commission.  The  table  also  does 
not  apply  to  bank  municipal  and  government  securities  activities. 
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Federal  Securities  Laws 


Federal  Banfclno  Laws 


The  Securities  Exchange  Act  of 
1934  ("Exchange  Act"),  and  the 
rules  thereunder,  establish  a 
comprehensive  scheme  for 
registering  broker- dealers  and 
regulating  their  activities.  The 
regulatory  scheme  under  federal 
securities  laws  for  broker- 
dealers  is  grounded  in  concepts 
of  market  integrity  and  investor 
protection.  The  Commission 
achieves  the  regulatory  scheme  of 
the  federal  securities  laws  by 
enforcing  requirements  that 
include:  registration  with  the 
Commission  and  a  self -regulatory 
organization  ("SRO");  compliance 
with  competency,  financial 
responsibility,  recordkeeping  and 
reporting  requirements;  adherence 
to  Commission  and  SRO  sales 
practice  rules  and  specialized 
antifraud  rules;  and  the 
provision  of  insolvency 
protection  for  investors. 
Broker-dealers  are  also  subject 
to  Commission  and  SRO  examination 
and  oversight. 

The  regulatory  scheme  for  broker- 
dealers  under  federal  securities 
laws  includes  the  following  major 
components : 


Federal  banking  laws  and 
regulations  do  not  establish  a 
comprehensive  regulatory  scheme 
for  banks  engaged  in  securities 
activities.  Regulation  of  bank 
brokerage  activity  by  the  federal 
banking  agencies  is  structured  on 
guidelines  that  provide  the 
banking  institutions  with 
discretionary  authority  to 
establish  and  implement  policies 
and  procedures.  Moreover,  the 
regulatory  scheme  under  federal 
banking  laws  for  banks' 
securities  activities  is  grounded 
in  concepts  of  depositor 
protection  and  preservation  of 
the  safety  and  soundness  of  the 
banking  system.  Toward  this  end, 
the  federal  banking  agencies' 
regulatory  approach  focuses  on 
the  overall  operations, 
activities,  and  management  of  the 
regulated  financial  institutions 
to  assure  their  financial 
integrity  and,  thereby,  to 
achieve  customer  protection  of 
investors  who  purchase  securities 
through  banks .  The  federal 
banking  agencies  rely  on  their 
examination  authority  as  a 
supervisory  tool  to  assure  banks' 
compliance  with  agency  guidelines 
and  appliceible  banking  and 
securities  laws,  rules  and 
regulations. 

Recently,  the  federal  banking 
agencies  issued  an  Interagency 
Statement  to  provide  "uniform 
guidance"  to  banks  that  sell 
mutual  funds,  annuities,  and 
other  nondeposit  investments. 
The  statement  apparently 
supersedes  prior  separate 
guidelines  that  were  issued  by 
the  banking  agencies.  Thus,  the 
OCC's  Banking  Circular  274, 
Retail  Nondeposit  Investment 
Sales,  was  rescinded  and  replaced 
by   new   section   413   to   the 
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Comptroller' s 


Handbook 


for 


Nat  ional 


Bank 


Examiners 


I.   BROKER -DEALERS 

A.   REGISTRATION 

•  Broker-dealers  must  register 
with  the  Commission  under  federal 
securities  laws. 


("Comptroller's  Handbook") .  (See 
OCC  Bulletin  94-13,  February  24, 
1994)  Section  413  provides 
national  bank  examiners  with 
guidance  for  examining  mutual 
fund  or  other  retail  nondeposit 
investments  sales  operations  of 
national  banks.  The  guidance 
implements  and  incorporates  the 
Interagency  Statement . 

The  guidelines  set  forth  in  the 
Interagency  Statement  apply  to 
sales  made  by  bank  employees; 
sales  made  by  employees  of 
affiliated  or  unaffiliated 
entities  on  the  bank's  premises; 
and  sales  resulting  from  customer 
referrals  when  the  bank  receives 
a  benefit  for  the  referral.  The 
guidelines  do  not  establish  clear 
and  uniform  standards  of  conduct 
for  banks  engaged  directly  in 
securities  activities.  The 
guidelines  are  general  in  nature 
and  provide  the  banks  with  wide 
latitude  to  esteiblish  policies 
and  procedures  to  implement  them. 
Notably,  the  guidelines  are  not 
regulations.  As  "guidelines," 
they  are  not  legally  enforceable 
by  the  banking  agencies  or  bank 
customers.  (See  Interagency 
Statement  on  Retail  Sales  of 
Nondeposit  Investment  Products 
(February  15,  1994) ) 

The  regulatory  scheme  under 
federal  banking  laws  for  banks 
engaged  in  securities  activities 
includes  the  following  major 
components : 

I.   BANKS 

A.   REGISTRATION 

•  BanJcs  do  not  have  to  register 
as  broker -dealers  or  provide 
notice  of  securities  activities 
under  the  federal  banking  laws. 
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1.  Registration  with   the 
Commission 

Section  15(a)  of  the  Exchange  Act 
generally  makes  it  unlawful  for  a 
broker  or  dealer  to  engage  in 
securities  business  on  an 
interstate  basis  unless  it 
registers  with  the  Commission. 
Form  BD  is  the  form  filed  by  a 
securities  firm  required  to 
register  with  the  Commission  as  a 
broker-dealer  under  the  Exchange 
Act  (§  15(b) ) . 

Under  §§  3(a)(4)  and  (5)  of  the 
Exchange  Act,  banks  are  excluded 
from  the  definitions  of  "broker" 
and  "dealer"  and,  therefore,  are 
outside  of  the 
regulatory  scheme 
securities  laws, 
bank  exclusion  only  extends  to 
banks.  It  does  not  apply  to 
broker-dealer  subsidiaries  or 
affiliates  of  banks,  bank  holding 
companies  or  foreign  banking 
institutions  that  are  required  to 
register  with  the  Commission. 
Moreover,  banks  that  engage  in 
municipal  and  government 
securities  business  are  subject 
to  the  regulatory 
government  and 
securities  brokers 


Registration 


with 


the 


broker-dealer 

of  the  federal 

However,  the 


schemes  for 

municipal 

and  dealers 


imposed    under 
securities  laws. 


the 


federal 


Federal  Banking  Regulators 

Banks  generally  are  required  to 
register  with  respect  to  their 
overall  banking  activities.  For 
example,  national  banks  are 
chartered  by  the  OCC  and  may  only 
engage  in  activities  that  are 
within  or  incidental  to  the 
business  of  banking  or  otherwise 
authorized  by  statute,  and  are 
consistent  with  principles  of 
safety  and  soundness.  However, 
there  are  no  specific 
requirements  in  the  federal 
banking  statutes  that  banks 
provide  notice  of  their 
participation  in  securities 
activities  to  their  appropriate 
federal  banking  regulator. 

It  is  noted  that  the  FDIC 
recently  published  changes  to 
Call  Reports  filed  quarterly  by 
insured  state  nonmember 
commercial  and  savings  banks. 
The  revisions,  scheduled  to  be 
effective  as  of  March  31,  1994, 
would  include  a  requirement  that 
the  banks  provide  data  on  mutual 
fund  and  annuity  sales.  The  OCC 
and  the  Federal  Reserve  Board  are 
making  the  same  changes  to  the 
Call  Reports  filed  by  the  banks 
under  their  supervision.  (See  59 
FR  2603,  January  18,  1994) 
Notably,  the  FDlC's  publication 
does  not  state  the  manner  in 
which  banks  would  provide  mutual 
fund  and  annuity  data  under  the 
Call  Report  revisions,  e.g.  . 
under  combined  or  separate 
categories. 


2 .   Membership  in  an  SRO 

•  Broker -dealers  and  their 
associated  persons  must  register 
with  a  SRO. 


2.   Membership  in  an  SRO 

•  Banks  and  bank  eaployees  who 
sell  securities  are  not  aembers 
of  a  SRO. 


In  addition  to  registration  with 
the  Commissit)n,  §  15(b)  (8)  of  the 


Because  only  registered  broker- 
dealers   and   their   associated 
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Exchange  Act  requires  a  broker- 
dealer  to  become  a  member  of  a 
SRO.  Also,  individuals  who  work 
for,  or  are  "associated"  with  a 
broker-dealer  firm  must  be 
registered  with  their  broker- 
dealer  firm's  SRO  by  filing  Form 
U-4.  Section  3(a)  (18)  of  the 
Exchange  Act  defines  "associated 
persons  of  a  broker  or  dealer"  as 
any  partner,  officer,  director, 
branch  manager,  or  employee  of  a 
broker-dealer,  or  any  person 
controlled  by,  controlling,  or 
under  common  control  with  the 
broker-dealer. 


persons  can  be  members  of  a  SRO, 
banks  and  their  employees  who 
sell  securities  are  not  eligible 
to  be  members  of  a  SRO.  Banks 
and  their  associated  persons  are 
not  subject  to  a  SRO's  rules  of 
professional  conduct  based  on 
just  and  equitable  principles  of 
trade,  which  are  designed  to 
prevent  fraudulent  and 
manipulative  securities 
practices. 


SRO  rules  regulate  the 
professional  conduct  of  their 
members,  and  include  many 
provisions  designed  to  prevent 
fraudulent  and  manipulative 
practices  and  to  promote  just  and 
equitable  principles  of  trade 
(Exchange  Act  §§  6(b)(5)  and 
15A(b)(6)).  The  SROs  have 
adopted  a  substantial  body  of 
rules  of  conduct  for  their 
broker-dealer  members. 


Generally,  SRO  rules  fall  into 
two  categories:  rules  relating 
to  transactions  on  the  particular 
market  and  rules  relating  to  the 
internal  operations  of  the  member 
broker-dealer  firms  and  their 
dealings  with  their  customers. 
Due  to  space  constraints,  this 
table  will  only  include  several 
of  the  most  important  SRO  rules . 

The  SROs  also  have  authority  to 
examine  their  members, 
investigate  complaints  against 
members,  conduct  disciplinary 
proceedings,  and  impose  penalties 
for  violations  of  their  own  rules 
and  the  federal  securities  laws. 
(See  NASD  Rules  of  Fair  Practice, 
Art.  V,  §1) 

Under  §  19  of  the  Exchange  Act, 
the  SROs  have  broad  authority  to 
adopt,   administer,   and  enforce 
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rules  subject  to  the  oversight  of 
the  Commission.  The  SROs'  rules 
are  subject  to  Commission  review 
and  approval  (§  19(b));  the 
Commission  also  may  abrogate  or 
amend  the  SROs'  rules  to  meet  the 
Exchange  Act's  standards  (§ 
19(c)).  In  addition  to  its 
ability  to  approve  or  disapprove 
changes  in  SRO  rules,  or  to  amend 
them,  the  Commission  oversees  the 
self -regulatory  responsibilities 
of  registered  SROs  through  the 
registration  process,  its  ability 
to  sanction  SROs  for  failure  to 
comply  with  their  legal 
obligations  (§  19(h)),  and 
through  routine  examinations  of 
the  SROs  (§  17(b) ) . 


B.   TESTING  AND  QnALIFICATIONS 


B.   TESTING  AND  QUALIFICATIONS 


•  Broker -dealers  and  their 
associated  persons  are  subject  to 
uniform,  comprehensive  testing 
and  qualification  requirements 
and  procedures . 


•  Bank  eiq>loyee8  who  sell 
securities  are  not  subject  to 
unlfoxin  testing  and  qualification 
requirements  and  procedures. 
Federal  banking  statutes  and 
regulations  contain  no  provisions 
governing  sales  training  and 
qualification. 


1.   Competency  and  Testing 
Requirements 

Section  15(b)(7)  of  the  Exchange 
Act  empowers  the  Commission  to 
devise  and  administer  tests  and 
to  require  registered  broker- 
dealers  and  associated  persons  to 
pass  uniform,  comprehensive 
competency  tests  administered  by 
a  SRO.  Section  15(b)(7)  also 
authorizes  the  Commission  to 
enforce  qualification  standards 
and  to  prohibit  broker-dealers 
from  engaging  in  securities 
transactions  unless  their 
associated  persons  meet  SRO 
qualification  standards. 

The  Commission's  authority  under 
§  15(b) (7)  of  the  Exchange  Act  is 
implemented  by  Commission  Rule 
15b7-l,  which  requires  registered 


Competency 


and 


Testing 


Requirements 

No  federal  banking  regulator 
administers  and  devises 
competency  tests  for  bank 
employees  who  sell  securities. 
Nor  is  there  mandated  uniformity 
among  tests  established  by  the 
banking  industry. 

The  Interagency  Statement  of  the 
federal  banking  agencies  does  not 
establish  uniform  testing  and 
qualification  requirements  and 
procedures,  but  instead  charges 
each  bank  with  developing  its  own 
prograim.  The  guidelines  state 
that  the  bank's  policies  and 
procedures  should  include  a 
"description"  of  the  training 
required  for  employees  authorized 
to  sell  investment  products  and 
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broker-dealers  and  their 
associated  persons  to  comply  with 
qualification  standards 
established  under  the  rules  of  a 
SRO  of  which  the  broker -dealer  io 
a  member  or  to  which  it  is 
subject. 

Current  competency  tests  have 
been  devised  by  the  SROs  in 
consultation  with  the  Commission, 
and  are  subject  to  Commission 
oversight.  Generally,  the  SROs 
require  an  individual  to  pass  a 
comprehensive,  uniform  test 
relating  to  the  securities 
products  that  the  individual  will 
sell,  or  the  position  of 
responsibility  that  the 
individual  will  occupy,  at  the 
broker-dealer  firm.  For  example, 
the  NASD  qualifications  system 
includes  the  following  tests: 

•  Series  7  (GS)  -  General 
Securities  Representative 

•  Series  8   (SU)   -  General 
Securities  Sales  Supervisor 

•  Series  24  (GP)   -  General 
Securities  Principal 

•  Series  27  (FN)  -  Financial  and 
Operations  Principal 

Recently,  the  SROs  announced  a 
plan  to  develop  a  single 
continuing  education  program  for 
all  securities  industry 
registered  representatives  and 
principals.  (See  7  NASD 
Regulatory  &  Compliance  Alert. 
No.  1  (March  1993) ) 


those  personnel  having  contact 
with  customers  concerning  the 
bank's  sales  program.  Banks  are 
directed  to  ensure  that  employees 
selling  investments  or  providing 
investment  advice  are  "adequately 
trained"  with  regard  to  the 
products  being  sold  or 
recommended.  Supervisory 
personnel  should  receive 
"training  appropriate  to  that 
position."  Training  should  be 
updated  periodically  and  occur  on 
an  ongoing  basis. 

The  guidelines  state  that 
training  for  employees  who  sell 
investments  should  be  the 
"substantive  equivalent"  of  that 
required  for  personnel  qualified 
to  sell  securities  as  registered 
representatives.  However,  it  is 
not  clear  which  SRO  qualification 
standards  the  banking  agencies 
want  bank  management  to 
incorporate  to  ensure  that  sales 
personnel  are  properly  qualified 
and  "adequately  trained"  to  sell 
all  bank- related  nondeposit 
investment  products.  Moreover, 
it  is  noted  that  bank  employees 
are  not  eligible  to  take  SRO 
competency  examinations  unless 
they  are  affiliated  with  a 
broker-dealer. 

Section  413  of  the  Comptroller's 
Handbook  advises  examiners  that  a 
bank's  hiring  practices  and 
training  plan  should  be  designed 
around  the  complexity  and  risks 
of  the  particular  investment 
products  being  offered. 
Therefore,  "[w]hile  it  may  be 
appropriate  to  have  a  banking 
generalist  with  no  securities 
industry  background  sell  money 
market  mutual  funds,  it  could  be 
inappropriate  to  allow  this 
individual  to  sell  fixed- rate 
annuities  without  extensive 
training."  (See  OCC  Bulletin  94- 
13  at  9) 
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2 .   Statutory  Disqualifications 

•  Individuals  siibject  to 
statutory  disqualifications  may 
be  excluded  by  the  Commission 
from  employment  with  broker- 
dealers  in  order  to  protect 
investors. 

Registered  broker- dealers  and 
their  associated  persons  can  be 
excluded  from  securities 
activities  or  employment  if  they 
are  subject  to  certain  statutory 
disqualifications  set  forth  in 
section  3(a) (39)  of  the  Exchange 
Act,  which  are  designed  to 
prevent  persons  with  an  adverse 
disciplinary  history  from 
becoming,  or  becoming  associated 
with,  registered  broJcer- dealers. 

Broker-dealers  are  required  under 
federal  securities  laws  to  fully 
disclose  their  disciplinary 
histories  to  the  Commission  and  a 
SRO  and  to  undergo  a  background 
check  to  determine  whether  they 
are  subject  to  statutory 
disqualification  from  membership 
in  an  SRO. 

The  National  Association  of 
Securities  Dealers  ("NASD"), 
under  the  Commission's  oversight, 
has  established  a  testing  and 
qualification  scheme  for  broker- 
dealer  personnel  that  includes  a 
Central  Registration  Depository 
("CRD")  system  to  register  such 
personnel ,  and  background  checks 
of  broker-dealer  personnel  to 
ensure  that  they  are  not  subject 
to  statutory  disqualifications. 

Section  3(a) (39)  of  the  Exchange 
Act  defines  the  term  "statutory 
disqualification."  A  person 
generally  is  subject  to  a 
statutory  disqualification  if 
that  person  has  been  convicted  of 
any  felony  or  certain  enumerated 
misdemeanors  within  the  last  ten 
years;  is  enjoined  temporarily  or 


2.   Statutory  Disqualifications 

•  Bank  en^loyees  convicted  of  a 
broad  range  of  violations  may  be 
barred  from  participating  in  any 
manner  in  the  conduct  of  an  FDIC- 
insured  bank' s  affairs  unless 
approved  by  the  FDIC. 

Sections  1818(e)  and  1829  of 
Title  12  are  the  only  provisions 
in  federal  banking  law  applicable 
to  bank  employees  analogous  to 
the  statutory  disqualification 
provisions  (Sections  3(a)  (39), 
15(b)(4)  and  15(b)(6)  of  the 
Exchange  Act)  under  federal 
securities  law. 

Under  12  U.S.C.  §  1818(e),  bank 
regulators  have  broad  powers  of 
administrative  removal  and 
prohibition  with  respect  to  bank 
employees,  officers,  and 
directors.  Under  12  U.S.C.  § 
1829,  persons  convicted  of  a 
range  of  criminal  offenses 
involving  dishonesty  or  a  breach 
of  trust  may  be  barred  from 
participating  in  any  manner  in 
the  conduct  of  the  affairs  of  an 
FDIC- insured  bank  without  the 
written  consent  of  the  FDIC. 

12  U.S.C.  §  1829  covers  a  broader 
range  of  violations  than  is 
covered  in  the  statutory 
disqualification  provisions  of 
the  federal  securities  law,  and 
reaches  convictions  beyond  the 
10 -year  time  frame  established 
under  the  federal  securities 
laws.  No  FDIC  action  is  required 
to  establish  a  disqualification 
under  12  U.S.C.  §  1829:  the 
burden  is  on  the  applicant  to 
demonstrate  that  an  exception 
should  be  made  in  his  or  her 
case. 

An  individual  subject  to  a 
removal/prohibition  order  under 
12  U.S.C.  §  1818(e)  is  barred 
from  participating  in  the  conduct 
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permanently  from  violating  the 
securities  laws  by  a  court  of 
competent  jurisdiction,  or  has 
been  and  is  barred  or  suspended 
from  association  with  a  broker- 
dealer  by  the  Commission,  a  SRO 
or  the  foreign  equivalent 
thereof. 

Those  persons  who  are  statutorily 
disqualified,  but  wish  to  enter 
or  re-enter  the  industry,  must 
apply  to  the  SRO  under  procedures 
adopted  pursuant  to  Commission 
Rule  19h-l.  The  Commission  has 
authority  to  review  the  SRO's 
judgment.  If  the  SRO  decides  to 
permit  a  statutorily  disqualified 
person  to  associate  with  a 
broker- dealer  under  appropriate 
special  supervisory  conditions, 
the  Commission  may  authorize  such 
employment  or  issue  an  order  that 
directs  the  SRO  to  bar  the 
proposed  employment . 


of  a  bank's  affairs  for  life, 
cUDsent  written  approvals  from  the 
agency  that  issued  the  order  and 
the  agency  that  is  the  bank's 
primary  federal  banking 
regulator.  The  grounds  for 
removal  under  12  U.S.C.  §  1818(e) 
are  not  limited  to  banking 
related  activities;  they  include 
activities  occurring  at  any 
business  institution  that  involve 
violations  of  law,  breach  of 
fiduciary  duty,  and/or  unsafe  and 
unsound  practices. 

12  U.S.C.  §  78  provides  that  no 
employee  of  a  corporation  and  no 
individual  primarily  engaged  in 
underwriting  securities  shall 
serve  at  the  same  time  as  an 
officer,  director  or  employee  of 
a  member  bank  unless  the  Federal 
Reserve  Board  determines  that  the 
investment  policies  of  the  member 
bank  or  the  advice  it  gives  its 
customers  would  not  be  unduly 
influenced.  Notably,  the 
provision  would  not  be  violated 
by  service  of  officers  of  the 
member  bank's  trust  department  as 
officers  of  an  investment  fund 
operated  by  the  bank.  (See 
Investment  Co.  Institute  v.  Camp. 
401  U.S.  617  (1971) ) 


Federal  banking  law  does  not 
require  that  bank  employees 
apply  to  the  federal  banking 
regulators  in  order  to  engage  in 
the  sale  of  securities  products. 
Federal  banking  law  does  not 
establish  a  registration  system 
comparable  to  the  CRD  system  for 
broker-dealer  personnel  under  the 
federal  securities  laws. 


The  Interagency  Statement  of  the 
federal  banking  agencies 
recommends  that  bank  management 
investigate  the  background  of 
employees  hired  for  their 
nondeposit  investment  products 
sales  programs.  The 
investigation   should    include 
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checking  for  possible 
disciplinary  actions  by 
securities  and  other  regulators 
if  the  employees  have  previous 
investment  industry  experience. 
However,  the  guidelines  do  not 
say  what  banks  must  do  if 
employees  have  a  disciplinary 
history;  nor  do  broker-dealer 
statutory  disqualifications  apply 
to  bank  employees. 


3.   Fingerprinting 

•  Broker-dealers  and  their 
associated  persons  engaged  in  the 
sale  of  securities  must  be 
fingerprinted  for  processing  by 
the  U.S.  Attorney  General. 

As  an  additional  tool  to  enhance 
investor  protection  by  ensuring 
adequate  competency  among 
securities  personnel,  the 
Commission  promulgated  Rule  17f- 
2. 

Rule  17f-2  provides  that  broker- 
dealers  must  require  that  each  of 
its  partners,  directors,  officers 
and  employees  be  fingerprinted 
and  must  submit,  or  cause  to  be 
submitted,  the  fingerprinting  to 
the  U.S.  Attorney  General,  or  its 
designee,  for  identification  and 
appropriate  processing,  unless 
the  individual  is  not  engaged  in 
the  sale  of  securities;  has  no 
supervisory  authority;  and  has 
limited  access  to  the  firm's 
securities . 


3 .   Fingerprinting 

•  Bank  eaq>loyee8  engaged  In  the 
sale  of  securities  to  bank 
customers  are  not  required  to  be 
fingerprinted  under  federal 
banking  laws . 

There  is  no  federal  banking 
statute  that  expressly  requires 
banks  to  fingerprint  present  or 
prospective  employees.  Nor  has 
12  U.S.C.  §  1829  been  interpreted 
as  including  such  a  requirement. 
Moreover,  the  FDIC  has  noted  that 
the  federal  preemption  doctrine 
applies  to  fingerprinting;  that 
only  banks  whose  personnel  are 
required  to  be  fingerprinted 
under  Commission  Rule  17f-2  (12 
C.F.R.  §  240.17f-2)  (i.e. .  New 
York  banks  which  are  registered 
transfer  securities  agents)  can 
impose  such  a  requirement  if 
state  law  prohibits 
fingerprinting.  (See  1990  FDIC 
Interp.  Ltr.  LEXIS  79,  February 
28,  1990) 

Federal  banking  law  requires 
banks  and  bank  holding  companies 
to  file  notice  with  the 
appropriate  federal  banking 
regulator  30  days  prior  to  adding 
or  replacing  directors;  employing 
senior  executive  officers;  or 
changing  the  responsibilities  of 
individuals  from  one  senior 
executive  position  to  another. 
(12  U.S.C.  §  1831i) 
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4.   Fidelity  Bonds 


Under  §  I83li,  the  notice  must 
include  information  pertaining  to 
the  identity,  personal  history, 
business  background  and 
experience  of  a  proposed  director 
or  senior  executive  officer, 
including  pending  legal  or 
administrative  proceedings  to 
which  the  individual  is  a  party 
and  any  criminal  indictment  or 
conviction. 

The  OCC's  regulation  implementing 
§  183li  requires  national  banks, 
within  certain  categories,  to 
file  notices  with  the  OCC  prior 
to  changes  in  their  directors  and 
senior  executive  officers.  (12 
C.F.R.  §  5.51)  The  OCC  has 
stated  that  the  30 -day  prior 
notice  includes  a  requirement 
that  fingerprints  be  submitted 
for  FBI  review  unless  within 
three  years  prior  to  a  filing  an 
individual  has  previously 
submitted  fingerprints  under  a  § 
1831i  notice.  (Ss£  Banking 
Bulletin  93-28,  May  28,  1993) 

Notably,  the  OCC's  fingerprinting 
requirement  only  applies  to  bank 
directors  and  senior  executive 
officers.  It  does  not  apply  to 
lower  level  employees,  in 
particular  it  may  not  apply  to 
bank  employees  engaged  in  the 
sale  of  securities.  Moreover,  the 
OCC's  fingerprinting  requirement 
is  not  grounded  on  protecting  the 
securities  customer.  Under  the 
regulation,  the  OCC's  disapproval 
of  a  proposed  director  or  senior 
executive  officer  is  determined 
on  the  basis  of  whether  the 
individual's  competence, 
experience,  character  or 
integrity  would  be  "in  the  best 
interests  of  the  depositors  of 
the  bank  or  []  of  the  public." 
(12  C.F.R.  §  5.51(e) (2) ) 

4.   Fidelitv  Bnnda 
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•  Broker -dealers  are  required  to 
maintain  fidelity  bonds. 

Broker-dealers  are  required  by 
rules  of  the  SROs  to  maintain 
blanket  fidelity  bonds  insuring 
against  a  variety  of  risks, 
including  loss  through  any 
dishonest  or  fraudulent  act  of 
any  employee,  loss  of  property 
through  robbery,  burglary, 
larceny,  theft,  false  pretenses, 
or  misplacement  while  within  the 
office  or  premises  of  the 
insured,  loss  of  property  in 
transit,  forgery,  securities  loss 
(including  securities  forgery) 
and  fraudulent  trading.  The 
limits  of  coverage  vary, 
depending  upon  the  net  capital 
requirement  of  the  broker-dealer. 
(NASD  Rules,  art.  Ill,  §  32;  NYSE 
Rule  319;  American  Stock  Exchange 
Rule  330) 


•  Banks  are  required  to  maintain 
bond  coverage . 

Banks  generally  are  required  by 
law  or  by  agency  supervision  to 
maintain  a  Banker's  Blanket  Bond, 
which  affords  coverage  similar  to 
the  Stockbroker's  Blanket  Bond. 

Officers  and  employees  of 
national  banks  must  have  adequate 
fidelity  bond  coverage,  and  the 
failure  of  directors  to  require 
bonds  with  adequate  sureties  and 
in  sufficient  amounts  may  make 
them  liable  for  any  losses  which 
the  bank  sustains  because  of  the 
absence  of  such  bonds.  (12  § 
C.F.R.  7.5215)  While  there  are 
no  specified  limits  of  coverage 
for  national  banks,  bank 
examiners  rely  upon  suggested 
limits  of  the  American  Bankers 
Association  ("ABA")  in  reviewing 
a  national  bank's  fidelity  bond 
coverage . 

Section  413  of  the  Comptroller's 
Handbook  advises  examiners  that 
banks  proposing  to  engage  in 
nondeposit  investment  sales 
programs  may  consider  notifying 
their  blanket  bond  carriers  in 
order  to  obtain  written 
assurances  from  the  carrier  that 
the  bank's  insurance  coverage  for 
employees  includes  staff 
representing  third  party  vendors. 
(See  OCC  Bulletin  94-13,  p.  ?) 

The  FDIC  has  authority  to  require 
any  FDIC- insured  bank  to  provide 
protection  and  indemnity  against 
burglary,  defalcation,  and  other 
similar  insureible  losses.  If  an 
insured  bank  refuses  to  comply 
with  any  such  requirement,  the 
FDIC  may  contract  for  such 
protection  and  indemnity  and  add 
the  cost  to  the  assessment 
otherwise  payable  by  the  bank. 
(12  U.S.C.  §  1828 (e))  There  are 
no  FDIC  regulations  enforcing  a 
bonding  requirement  nor  is  there 
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a  requirement  that  a  bank  notify 
the  FDIC  when  its  fidelity  bond 
has  been  terminated.  However, 
guidelines  are  provided  for  FDIC 
examiners  to  assure  that  insured 
banks  carry  a  minimum  blanket 
bond  coverage  consistent  with  the 
ABA'S  recommended  coverage. 

C.    ANTIFRAUD 


•  Broker -dealers  and  their 
associated  persons  are  subject  to 
federal  securities  laws  antifraud 
provisions,  including  Comnission 
rules  that  are  intended  to 
prohibit  and  prevent  market 
manipulation  and  deceptive  and 
fraudulent  practices  and  conduct. 

There  are  three  major  antifraud 
provisions  contained  in  the 
Federal  securities  laws: 

Section  17(a)  of  the  Securities 
Act  of  1933  prohibits  fraud  in 
connection  with  sales  of 
securities  by  any  person, 
including  registered  broker- 
dealers,  banks,  and  others. 

Section  10 (b)  of  the  Exchange  Act 
provides  the  Commission  with 
broad  powers  to  proscribe  fraud 
that  occurs  in  connection  with 
the  purchase  and  sale  of 
securities  by  any  person, 
including  registered  broker- 
dealers,  banks,  and  others.  The 
statute  applies  to  all 
securities,  both  listed  and  OTC 
securities . 

Commission  Rule  10b- 5  is  the 
basic  regulation  implementing 
§10  (b)  of  the  Exchange  Act. 
Courts  have  ruled  that  investors 
have  an  implied  private  right  of 
action  under  Rule  10b- 5. 

Section  15 (cl  of  the  Exchange  Act 
prohibits  manipulative, 
deceptive,  or  fraudulent  conduct 
by  broker-dealers  in  transactions 


•  The  federal  banking  statutes 
do  not  Include  provisions 
expressly  prohibiting  fraud  in 
connection  with  bank  securities 
activities.  However,  banks  and 
bank  employees  who  sell 
securities  are  subject  to  certain 
of  the  federal  securities  laws 
antifraud  provisions,  including 
Commission  rules  that  are 
intended  to  prohibit  market 
manipulation  and  deceptive  and 
fraudulent  practices  and  conduct. 

Under  12  U.S.C.  §1818,  the 
federal  banking  regulators  can 
bring  administrative  proceedings 
against  banks  and  bank- related 
parties  for  unsafe  and  unsound 
practices  that  pose  a  financial 
threat  to  the  bank,  or  for 
violations  of  laws,  regulations, 
or  supervisory  agreements. 

It  is  not  clear,  however,  that 
this  provision  gives  the  federal 
banking  regulators  a  means  of 
enforcing  the  antifraud 
provisions  of  the  federal 
securities  laws.  Congressional 
intent  behind  §  1818  was  to 
provide  the  banking  agencies  with 
improved  means  of  discharging 
their  existing  responsibilities. 
There  is  no  evidence  that 
Congress  considered  enforcement 
of  the  antifraud  provisions  part 
of  those  existing 
responsibilities.  Furthermore, 
courts  have  limited  the  use  of  § 
1818  when  another  statute 
specifically  provides  a  separate 
enforcement  mechanism  -  -  as  do 
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involving  the  purchase  or  sale  of 
securities  in  the  OTC  market,  and 
gives  the  Commission  express 
authority  to  define  and  take 
measures  to  prevent  such  conduct. 
The  provision  applies  only  to 
registered  broker-dealers. 

Through  interpretation  and 
enforcement  of  the  antifraud 
provisions  contained  in  the 
federal  securities  laws,  the 
Commission  has  articulated  a 
broker-dealer  duty  of  fair 
dealing  toward  customers.  The 
"shingle  theory"  holds  that  a 
b r oke r - de a  1 e r  impliedly 
represents  to  its  customers  that 
it  will  deal  fairly  with  them. 
This  duty  encompasses,  inter 
alia:  the  best  execution  of 
customer  orders,  disclosure  of 
all  material  information,  fair 
pricing,  and  full  disclosure  of 
any  conflicts  of  interest. 
Broker  -  dealer  actions  or 
representations  inconsistent  with 
the  implied  representation  of 
fair  dealing  may  constitute 
actionable  fraud  under  the 
antifraud  provisions  of  the 
federal  securities  laws. 

The  Commission  has  brought 
actions  under  the  antifraud 
provisions  against  a  wide  range 
of  abuses,  including: 

•  misrepresentations  and 
omissions  in  offering  materials 
and  financial  statements 

•  insider  trading 

•  market  manipulation 

•  churning 

•  unauthorized  trading 

•  unsuitable  recommendations 

•  excessive  markups 

•  misuse  of  funds  and  of 
customers'  securities 


the  federal  securities  laws,  with 
respect  to  the  enforcement  of  the 
antifraud  provisions.  Finally, 
no  litigated  court  cases  have 
been  found  in  which  the  federal 
banking  regulators  invoked  §  1818 
to  reach  violations  of  the 
antifraud  provisions  of  the 
federal  securities  laws  (although 
it  appears  that  there  may  be  one 
settled  case  that  followed 
Commission  action.  See  In  the 
Matter  of  Thelma  Elizabeth 
Pollard  (OCC  EA  No.  625  (1992)). 

Authorities  generally  agree  that 
authority  to  enforce  the 
antifraud  provisions  of  the 
federal  securities  laws  rests 
with  the  Commission  rather  than 
the  federal  banking  agencies, 
even  with  respect  to  institutions 
covered  by  Section  12  (i)  of  the 
Exchange  Act  (which  vests  the 
federal  banking  regulators  with 
jurisdiction  over  periodic  and 
financial  reporting  by  publicly 
owned  banks  and  thrifts) .  See  4 
L.  Loss  &  J.  Seligman,  Securities 
Regulation  1772  (3d  ed.  1990);  1 
M.  Malloy,  The  Corporate  Law  of 
Banks  492,  525-56  (1988);  SEC  v. 
Warner.  652  F.  Supp.  647  (S.D. 
Fla.  1987) .  The  Warner  court, 
for  example,  noted  that 
"  [c] onspicuously  absent  from  the 
grant  of  jurisdiction  to  the 
[Federal  Home  Loan  Bank  Board]  is 
the  enforcement  of  section 
10(b)."  652  F.  Supp.  at  649.  It 
further  stated  that  "[t]he 
difference  in  the  actions  brought 
by  the  SEC  and  the  FHLBB  against 
[the  thrift  involved]  underscores 
the  court's  conclusion  that 
Congress  did  not  intend  to  vest 
enforcement  of  the  antifraud 
provisions  of  the  securities  laws 
with  the  FHLBB."  Id.;  see  also 
Peoples  Bank  of  Danville  v. 
Williams.  449  F.  Supp.  254,  260 
(W.D.  Va.  1978)  (noting  in  dicta 
that  "[t]he  sole  governmental 
agency  charged  with  enforcing  the 
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D.   SALES  PRACTICE  RULES 

•  Broker-dealers  and  their 
associated  persons  aust  conqply 
with  Conmisslon  and  SRO  sales 
practice  rules,  particularly 
those  relating  to  suitability  and 
excessive  prices. 


antifraud  sections  against  banks 
is  the  SEC.  Although  federal 
banking  officials  hold  concurrent 
jurisdiction  to  enforce  some  of 
the  securities  laws,  they  cannot 
enforce  these  antifraud 
sections") . 

In  addition,  bank  customers,  like 
other  investors,  have  an  implied 
private  right  of  action  under 
Exchange  Act  §  10(b)  and  Rule 
lOb-5. 

D.   SALES  PRACTICE  RULES 

•  Federal  banking  regulations  do 
not  include  provisions  for 
suitability  requirements  or  other 
sales  practice  rules  designed  to 
protect  investors  who  purchase 
securities  through  banks.  Bank 
employees  who  sell  securities  are 
not  subject  to  Commission  and  SRO 
sales  practice  rules. 

Federal  banking  statutes  and 
regulations  do  not  impose  sales 
practice  rules  on  bank  employees 
engaged  in  securities  activities. 
There  is  no  counterpart  under 
federal  banking  laws  to  the  sales 
practice  rules  imposed  on  broker- 
dealers  under  federal  securities 
laws. 


It  is  noted  that  the  federal 
banking  agencies  have  adopted  the 
following  regulations  (12  C.F.R. 
§§  344.6  (FDIC),  208.8(k)(5) 
(Federal  Reserve  Board)  and  12.6 
(OCC) )  requiring  banks  to 
establish  written  policies  and 
procedures  to  address  the 
assignment  of  responsibility  for: 
a.  the  supervision  of  employees 
and  officers  who  transmit  or 
execute  customers'  orders; 
b-  the  fair  and  equitable 
allocation  of  securities  and 
prices  to  accounts  when  similar 
orders  for  the  same  securities 
are  received  at  the  saune  time; 
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c.  the  crossing  of  buy  and  sell 
orders  (where  appliceible  and 
where  permitted  under  local  law) , 
and 

d.  the  disclosure  of  the 
securities  activities  of  officers 
or  employees  of  the  bank  who  are 
involved  in  or  obtain  information 
with  regard  to  investment 
recommendations  or  decisions  for 
the  accounts  of  customers. 
Notably,  this  disclosure  need  not 
include  transactions  involving  in 
the  aggregate  $10,000  or  less 
during  the  calendar  year  and 
transactions  in  mutual  fund 
shares. 


1.  Suitability 

•  Broker-dealers  generally  are 
required  to  "know  their  security" 
and  "know  their  customer"  when 
recommending  securities  products 
to  customers. 

The  NASD  Rules  of  Fair  Practice 
require  broker-dealers  to  have 
reasonable  grounds  to  believe 
that  any  security  recommended  to 
a  customer  is  suitable  for  that 
customer,  in  view  of  the 
customer's  financial  situation 
and  investment  objectives.  (NASD 
Rules  of  Fair  Practice,  art.  Ill, 
§  2,  NASD  Manual  (CCH)  1  2152; 
see  also  New  York  Stock  Exchange 
Rule  405,  "Diligence  as  to 
Accounts,"  NYSE  Guide  (CCH)  1 
2405  (the  "know  your  customer" 
rule)) 


The  regulations  provide 
exemptions  from  the  requirements 
of  (a)  through  (c)  where  a  bank 
averages  less  than  200  securities 
transactions  per  year  for 
customers  over  the  prior  three 
year  period.  The  OCC's 
regulation  further  provides  that 
the  Comptroller  may  waive  one  or 
more  of  the  requirements  of  §12.6 
in  "appropriate  cases."  (12 
C.F.R.  §  12.7(d) ) 

1.   Suitability 

•  The  federal  bemking  statutes 
and  regulations  do  not  require 
banks  to  evaluate  the  suitability 
of  investments  recommended  to 
customers. 

The  Interagency  Statement  of  the 
federal  banking  agencies  requires 
bank  employees  involved  in 
selling  nondeposit  investment 
products  to  adhere  to  "fair  and 
reasoneODle  sales  practices" 
subject  to  compliance  reviews  by 
the  bank's  management.  The 
guidelines  state  that  bank 
employees  recommending 
investments  to  customers  should 
have  reasonable  grounds  to 
believe  that  the  product 
recommended  is  suitable  for  that 
customer   on   the   basis   of 
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The  Commission  and  the  SROs  also 
have  specific  suitability 
requirements  applicable  to 
transactions  in  certain 
securities  products  that  are 
considered  particularly  risky, 
e  ■  q  ■  ■  options,  limited 
partnerships,  and  "penny  stocks." 
Thus,  Commission  Rule  15g-9 
requires  a  dealer,  before  selling 
any  penny  stock,  to  obtain  the 
customer's  written  authorization 
for  the  purchase,  determine  that 
the  security  is  suitable  for  the 
customer,  and  provide  the 
customer  with  a  written  statement 
setting  forth  the  basis  for  such 
determination  of  suitability. 


information  disclosed  by  the 
customer.  Bank  employees  should 
make  "reasonaible  efforts"  to 
obtain  information  directly  from 
the  customer  regarding,  at  a 
minimum,  the  customer's  financial 
and  tax  status,  investment 
objectives  and  other  relevant 
information.  Notably,  the 
guidelines  omit  half  of  the  NASD 
suiteUoility  requirement  that  the 
broker  know  enough  about  the 
security  to  form  a  reasonable 
basis  for  a  recommendation. 
Moreover,  the  guidelines  never 
explicitly  require  that 
recommendations  actually  be 
suitable  for  customers.  Also, 
because  the  guidelines  are  not 
mandatory,  it  is  unclear  what 
penalties  would  apply  to  bank 
employees  that  recommended 
unsuitable  investments  to  bank 
customers  or  what  remedies  would 
be  available  to  those  customers . 


Section  413  of  the  Comptroller's 
Handbook  states  that  the  NASD 
Rules  of  Fair  Practice  "do  not 
expressly  apply  to  sales  or 
recommendations  made  directly  by 
the  bank.  .  .however,  they  are  an 
appropriate  reference  for  a  bank 
compliance  program  designed  to 
ensure  that  the  bank's  retail 
sales  of  all  nondeposit 
investment  products  are  operated 
in  a  safe  and  sound  manner." 


with  regard  to  securities  sales 
and  recommendations,  "the  OCC  now 


interprets 

Statement 

suitability 

identical 

suiteibility 

Letter     to 


the  Interagency 

pr ovi  s  i  on  on 

to  adopt  standards 

to    the    NASD's 

rule. "     (See   OCC 

Robert  L.  Andersen, 


First  Union  Corporation  (April 
15,  1994)  ;  see  also  OCC  Letter  to 
Michael  E.  Bleier,  General 
Counsel,  Mellon  Bank,  N.A.  (May 
4,  1994)) 
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2.  Excessive 


prices: 


sales 


commissions  and  mark-ups 

•  Broker -dealers  are  subject  to 
Commission  and  SRO  rules 
prohibiting  the  charging  of 
excessive  prices  and  commissions. 

The  antifraud  provisions  of  the 
federal  securities  laws  {§  10(b) 
of  the  Exchange  Act  and  Rule  10b- 
5)  proscribe  deceptive  pricing 
practices  by  broker-dealers. 
Charging  retail  customers 
excessive  mark-ups  without  proper 
disclosure  constitutes  such  a 
deceptive  practice  or  scheme. 
The  broker-dealer  has  an 
obligation  to  deal  fairly  with 
public  customers.  If  a  dealer's 
price  to  a  customer  includes  an 
excessive  mark-up  over  the 
prevailing  market  price,  then, 
absent  proper  disclosure,  the 
dealer  has  violated  §  10(b)  of 
the  Exchange  Act,  and  Rule  10b- 5 
thereunder. 

The  Commission  has  consistently 
held  that  undisclosed  mark-ups  of 
more  than  10  percent  above  the 
prevailing  market  price  violate 
federal  securities  laws.  The 
NASD  rules  and  policies  prohibit 
excessive  mark-ups  whether  or  not 
disclosed. 

The  NASD  requires  its  members  to 
establish  fair  and  reasonable 
markups  and  commissions.  Dealer 
markups  must  reasonably  relate  to 
the  current  market  price  of  the 
security.  A  5%  markup  ordinarily 
would  be  considered  a  fair  profit 
within  the  NASD  Rules  of  Fair 
Practice.  Commissions  must  also 
be  reasonable.  (NASD  Rules,  art. 
Ill,  §§  1,  4) 

The  NASD  requires  members 
participating  in  a  public 
offering  of  securities  to  file 
with  the  NASD  documents  or 
information    concerning    the 


2.    Excessive   prices:    sales 
commissions  and  mark-ups 

•  Federal  banking  law  prohibits 
as  an  unsafe  and  unsound  practice 
excessive  compensation  or 
condensation  that  could  result  in 
a  material  financial  loss  to  a 
bank.  Federal  banking  statutes 
and  regulations  do  not  establish 
specific  compensation 
requirements  and  procedures  for 
bank  employees,  including 
employees  effecting  securities 
transactions  for  bank  customers. 
Nor  do  they  address  mark-ups  by 
bank  eoployees  for  effecting 
securities  transactions. 

The  antifraud  provisions  of  the 
federal  securities  laws  (Exchange 
Act  §  10(b)  and  Rule  lOb-5) 
proscribe  deceptive  pricing 
practices  by  banks  as  well  as 
registered  broker-dealers. 

Federal  banking  law  (12  U.S.C.  § 
1831p-l(a))  requires  the  federal 
banking  regulators  to  prescribe 
by  regulation  certain  safety  and 
soundness  standards  for  banks  and 
bank  holding  companies.  Such 
standards  must  prohibit  as  an 
unsafe  and  unsound  practice 
excessive  compensation  or 
compensation  that  could  result  in 
a  material  financial  loss  to  an 
institution.  (12  U.S.C.  §  1831p- 
1(c)) 

The  federal  banking  regulators 
have  not  defined  how  institutions 
are  to  set  compensation  under  the 
safety  and  soundness  standards 
prescribed  under  §  1831p-l(c). 
Rather,  the  institutions  are 
required  to  select  a  method 
designed  to  prevent  payment  of 
compensation,  fees,  or  benefits 
that  are  not  excessive  or  could 
lead  to  material  financial  loss, 
based  on  specific  considerations 
set  forth  in  a  proposed  FDIC 


931 


18 


underwriting  terms  and 
arrangements.  NASD  rules 
prohibit  members  from 
participating  in  public  offerings 
of  securities  where  the 
underwriting  terms  and 
arrangements  are  deemed  by  the 
NASD  to  be  "unfair  or 
unreasonable."  (NASD  Rules,  art. 
Ill,  §  44  (Corporate  Finance 
Rule))  In  addition,  NASD  rules 
require  that  a  member  affiliated 
with  the  issuer  use  an 
unaffiliated  NASD  member  to  price 
an  offering  of  that  issuer's 
securities.  (Schedule  E  to  the 
By-Laws)  Following  a  favorable 
review  of  the  underwriting  terms 
and  arrangements,  the  NASD 
provides  an  opinion  that  it  has 
no  objection  to  the  members' 
participation  in  the  proposed 
underwriting. 

Article  III,  §  26(d)  of  the  NASD 
Rules  of  Fair  Practice  establish 
maximum  fees  charged  by  bro)ter- 
dealers  engaged  in  open -end 
mutual  funds'  sales.  Under  the 
Rule,  member  bro)cer- dealers  are 
prohibited  from  offering  or 
selling  shares  of  any  open-end 
investment  company  registered 
under  the  Investment  Company  Act 
of  1940  if  the  sales  charges 
described  in  the  prospectus  are 
excessive.  The  Rule  sets  forth 
detailed  guidelines  with  respect 
to  excessive  aggregate  sales 
charges . 

Under  the  general  ant i fraud 
provisions  (§  10(b)  of  the 
Exchange  Act  and  Rule  10b- 5) , 
every  sale  by  a  bro)cer-dealer 
carries  with  it  an  implied 
representation  that  the  price  is 
reasonably  related  to  that 
prevailing  in  the  open  mar)cet . 
In  addition,  a  number  of 
Commission  rules  pertain 
expressly  to  pricing.  These 
include: 


rule.  (S££  58  FR  60802,  60805, 
60819-20) 

The  Interagency  Statement  of  the 
federal  ban)cing  agencies  also 
does  not  establish  specific 
compensation  requirements  and 
procedures,  but  instead  charges 
each  ban)t  with  developing  its  own 
program.  The  guidelines  state 
that  the  bank's  policies  and 
procedures  should  include  a 
"description"  of  the  compensation 
arrangements  for  employees 
authorized  to  sell  investment 
products  and  those  personnel 
having  contact  with  customers 
concerning  the  bank's  sales 
program.  The  guidelines  make  no 
reference  to  mark-ups  by  bank 
employees . 

The  guidelines  authorize  bank 
employees,  including  tellers,  to 
earn  a  one-time  nominal  fee  of  a 
fixed  dollar  amount  for  each 
customer  referral  for  nondeposit 
investment  products.  Banks 
should  not  pay  employees 
participating  in  the  referral 
programs  compensation  based  on 
the  success  of  a  sale.  The 
compensation  programs  should  not 
operate  as  an  incentive  for 
salespeople  to  sell  retail 
nondeposit  investment  products 
over  a  more  suitable  option. 

Section  413  of  the  Comptroller' s 
Handbook  directs  examiners  to 
assess  the  steps  bank  management 
has  taken  to  ensure  that 
compensation  programs  do  not 
operate  as  an  incentive  for 
salespersons  to  make  unsuitable 
recommendations  or  sales  to 
customers.  The  section  notes 
that  one  way  to  avoid  having  the 
compensation  system  drive  the 
recommendation  toward  mutual 
funds  and  away  from  certificate 
of  deposit  {"CD")  renewals  would 
be  to  either  separate  the 
nondeposit   investment   product 
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Commission  Rule  15cl-e  prohibits 
a  broker -dealer  from  representing 
a  "market  price"  unless  it  has 
reasonable  grounds  to  believe  a 
trading  market  in  fact  exists  in 
the  security. 

Commission  Rule  15c2-7  implements 
the  prohibition  contained  in 
§15 (c)(2)  of  the  Exchange  Act 
against  a  broker-dealer's  use  of 
fictitious  quotations  (e.g. .  bids 
or  offers  based  on  an  undisclosed 
arrangement  between  correspondent 
broker-dealers)  . 

Commission  Rule  15c2-ll  prohibits 
broker-dealers  from  publishing 
quotations  without  first 
obtaining,  reviewing,  and  keeping 
records  of  specified  information 
regarding  the  security. 

E.   DOTY  TO  SUPERVISE 

•  Broker -dealers  are  subject  to 
sanctions  for  failure  to 
adequately  supervise  their 
employees.  Broker-dealers  are 
also  subject  to  controlling 
person  liability  for  employees 
who  engage  in  violations  of  the 
federal  securities  laws. 

Section  15(b)(4)(E)  of  the 
Exchange  Act  imposes  a  duty  to 
supervise  on  registered  broker- 
dealers.  The  Commission  has 
significant  enforcement  remedies 
available  if  brokerage  firms  fail 
to  supervise  their  employees 
adequately  to  prevent  violations 
of  the  securities  laws. 

The  NASD  Rules  of  Fair  Practice 
(§27)  also  require  members  to 
maintain  written  procedures  to 
ensure  thdir  employees' 
compliance  with  securities  laws, 
regulations,  and  NASD  policies. 

New  York  Stock  Exchange  Rule 
342(a)  imposes  a  general 
obligation  on  a  "person  in  charge 


sales  and  CD  renewal  functions  or 
to  compensate  employees  for  both 
renewals  of  maturing  deposits  as 
well  as  the  selling  of  nondepoist 
investment  products. 


E.   DUTY  TO  SUPERVISE 

•  There  is  no  particular 
provision  in  federal  banking  law 
in^osing  sanctions  on  banks  for 
failure  to  adequately  supervise 
their  en^loyees  engaged  in 
securities  activities. 

Federal  banking  regulations  do, 
however,  require  banks  to 
establish  written  policies  and 
procedures  to  address  the 
assignment  of  responsibility  for 
the  supervision  of  employees  and 
officers  who  transmit  or  execute 
customers'  orders.  See  12  C.F.R. 
§§    12.6    (OCC)  ,    208. 8(k)  (5) 

(Federal  Reserve  Board),   344.6 

(FDIC) . 

The  Interagency  Statement  of  the 
federal  banking  agencies  does  not 


establish 
supervision 
involved  in 
investment 
customers, 
state    that 


uniform  standard  of 
of  bank  employees 
sales  of  nondeposit 
products  to  bank 
The  guidelines  only 
bank's    senior 


management    should    designate 
individuals   to   supervise   each 
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of  a  group  of  employees  [to] 
reasonably  discharge  his  duties 
and  obligations  in  connection 
with  supervision  and  control  of 
the  activities  of  those 
employees."  In  proceedings 
brought  under  the  rule,  the 
courts  have  applied  decisions  in 
which  the  Commission  has  held 
that  the  president  of  a  broker- 
dealer  is  "in  charge"  of  all  the 
firm's  employees  and  activities 
and  is  responsible  for  compliance 
with  all  of  the  requirements 
imposed  on  his  firm  unless  and 
until  he  reasonably  delegates 
particular  functions  to  another 
person  in  the  firm.  (See. 
e.g. ■  Patrick  v.  SEC.  No.  93-4148 
(2d  Cir.)  (January  18,  1994)) 

In  addition  to  SRO  regulation, 
broker-dealer  firms  establish 
rules  and  procedures  for  their 
representatives  at  the  firm 
level,  and  provide  an  initial 
level  of  review  through  their 
duty  to  supervise  their 
employees.  Generally,  at  least 
one  office  in  the  broker-dealer 
firm,  managed  by  a  registered 
principal,  is  responsible  for 
reviewing  the  firm's  compliance 
activities. 

Section  20(a)  of  the  Exchange  Act 
establishes  liability  for  broker- 
dealers  for  the  conduct  of  any 
controlled  persons  liable  under 
any  provision  of  the  Exchange  Act 
or  any  rule  or  regulation 
thereunder,  subject  to  a  good 
faith  defense. 


activity  outlined  in  the  bank's 
policies  and  procedures  adopted 
under  the  guidelines;  that  bank 
personnel  with  supervisory 
responsibilities  should  receive 
training  "appropriate  to  that 
position. " 


1 .   Chinese  Walls 

•  Broker-dealers  must  estcOslisb 
internal  policies  and  procedures 
to  restrict  the  flow  and  prevent 
the  misuse  of  material  nonpublic 
information. 

Section  15(f)  of  the  Exchange  Act 
requires    registered    broker- 


1.   Chinese  Walls 

•  Banks  are  reqfulred  xinder  the 
federal  banking  laws  to  establish 
and  maintain  policies  and 
procedures  providing  for  the 
disclosure  of  the  securities 
activity  of  bank  personnel  who 
are  Involved  in  investment 
recommendations;   however,    the 
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dealers  to  maintain  and  enforce 
writt-en  policies  and  procedures 
reasoneibly  designed  to  prevent 
the  misuse,  in  violation  of  the 
statute  or  the  rules  and 
regulations  thereunder,  of 
material,  nonpublic  information 
by  the  broker -dealers  or  their 
associated  persons. 

A  notable  area  of  oversight  by 
SROs  concerns  the  policies  and 
procedures  employed  by  broker - 
dealers  to  segment  the  flow  of 
sensitive  information,  often 
referred  to  collectively  as 
"Chinese  Walls."  For  example. 
Commission  Rule  14e-3  prohibits 
the  trading  of  securities  which 
may  be  the  subject  of  a  tender 
offer  while  in  possession  of 
material  nonpublic  information. 
However,  paragraph  (b)  of  the 
rule  provides  a  safe  harbor  for 
transactions  by  multi-service 
financial  institutions  under 
certain  circumstances  that 
otherwise  would  be  proscribed, 
provided,  among  other  factors, 
Chat  the  broker-dealer  firm  has 
established  reasonable  policies 
and  procedures  to  ensure  that  the 
individuals  making  the  investment 
decisions  for  the  firm  were  not 
trading  on  the  basis  of  material 
nonpublic  information  obtained 
from  another  area  of  the  firm. 


federal  banking  laws  do  not 
coiq>rebensively  address  conflict 
of  interest  issues. 

The  federal  banking  agencies 
require  banks  to  estaiblish 
written  policies  and  procedures 
to  address  the  assignment  of 
responsibility  for  the  disclosure 
of  the  securities  activities  of 
officers  or  employees  of  the  bank 
who  are  involved  in  or  obtain 
information  with  regard  to 
investment  recommendations  or 
decisions  for  the  accounts  of 
customers.  (This  disclosure  need 
not  include  transactions 
involving  in  the  aggregate 
$10,000  or  less  during  the 
calendar  year  and  transactions  in 
mutual  fund  shares.)  (12  C.F.R. 
§§  12.6  (OCC) ,  208.8 (k)  (Federal 
Reserve  Board),  344.6  (FDIC) ) 

The  Interagency  Statement  of  the 
federal  banking  agencies  does  not 
prescribe  or  suggest  appropriate 
limitations  on  the  use  of  bank 
customer  information.  The 
guidelines  simply  require  banks 
to  adopt  procedures  addressing 
"the  use"  of  such  information  for 
any  purpose  in  connection  with 
bank- related  retail  investment 
sales  activities.  Moreover,  the 
guidelines  do  not  comprehensively 
address  conflict  of  interest 
issues,  such  as  limitations  on  a 
bank's  communication  of  nonpublic 
customer  information  to  an 
affiliated  investment  company. 

Section  413  of  the  Comptroller' s 
Handbook  advises  examiners  that 
if  banks  use  customer  lists  to 
telephone  depositors  whose 
certificates  of  deposit  are  due 
to  mature  for  the  purpose  of 
informing  them  about  alternative 
investment  products,  the  banks 
should  have  policies  outlining 
steps  to  avoid  customer  confusion 
as  to  the  risks  associated  with 
nondeposit  investment  products, 
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including  their  uninsured  nature. 
The  section  also  authorizes  banks 
to  supply  customer  information 
lists  to  a  third  party  vendor, 
after  bank  management  has 
evaluated  the  steps  being  taken 
by  the  third  party  to  avoid 
customer  confusion  and  has 
determined  that  such  steps  are 
consistent  with  the  bank's.  It 
is  suggested  that  bank  management 
obtain  a  legal  opinion  concerning 
its  authority  to  share  customer 
information  with  third  parties. 
(See  OCC  Bulletin  94-13  at  4) 

The  Federal  Reserve  Board  expects 
each  State  member  bank  exercising 
investment  discretion  for  the 
accounts  of  others  to  adopt 
written  policies  and  procedures 
to  ensure  that  material  inside 
information  in  its  possession  is 
not  misused. 


P.   DISCIPLINARY  PROCEEDINGS 

•  Broker-dealers  are  subject  to 
disciplinary  sanctions  ranging 
from  censure  to  revocation  of 
their  registration  if  they  engage 
in  activities  that  violate  the 
federal  securities  laws,  the 
rules  adopted  thereunder,  or  SRO 
rules.  Public  releases  describe 
the  nature  of  the  proceedings  and 
the  identity  of  parties 
disciplined. 

Both  the  Commission  and  the  SROs 
may  bring  disciplinary 
proceedings  against  registered 
broker-dealers  and  their 
associated  persons  for  violations 
of  securities  laws  and  Commission 
rules. 

The  Commission  may  bring  civil 
injunctive  actions  or 
administrative  proceedings 
against  individuals  and  firms  for 
violations  of  the  U.S.  securities 
laws  and  Commission  rules.  In 
administrative  proceedings,   the 


F.    DISCIPLINARY  PROCEEDINGS 

•  Banks  and  bank -related  parties 
are  subject  to  disciplinary 
sanctions  ranging  from  censure  to 
removal  if  they  engage  in  unsafe 
and  unsound  practices  or 
violations  of  laws,  regulations 
or  supervisory  agreements. 
Public  releases  of  the 
proceedings  do  not  describe  the 
nature  of  the  proceedings. 

As  noted  above,  the  federal 
banking  regulators  have  authority 
under  12  U.S.C.  §1818  to  bring 
administrative  proceedings 
against  banks  and  bank- related 
parties  for  unsafe  and  unsound 
practices  that  pose  a  financial 
threat  to  a  bank,  or  for 
violations  of  laws,  regulations, 
or  supervisory  agreements.  In 
such  proceedings,  the  banking 
regulators  may  (among  other 
things)  impose  temporary  and 
permanent  caase  and  desist 
orders,  and/or  require  an 
"institution-affiliated    party" 
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Commission  may  (among  other 
things)  censure;  suspend  or  bar  - 
-  for  life,  or  for  life  but  with 
permission  to  reapply  to  the 
Commission  after  passage  of  a 
specified  period  of  years 
firms  and  individuals  from  acting 
as  broker -dealers  or  associated 
persons  of  broker- dealers;  limit 
the  functions  and  operations  of  a 
broker- dealer;  or  revoke  a 
broker-dealer's  registration. 
(Exchange  Act  §§  15(b)(4),  (6)) 
The  Commission  may  also  impose 
cease  and  desist  orders  and/or 
civil  money  penalties.  (Exchange 
Act  §§  21B,  21C) 

Each  SRO  has  rules  specifying 
procedures  for  disciplining 
members  who  violate  the 
securities  statutes  or  Commission 
rules.  (Exchange  Act  §§  6(b) (6), 
15A(b)(8),  and  15A(h))  SRO  rules 
also  set  forth  disciplinary 
procedures  and  penalties  for 
violations  of  the  SRO's  own 
rules.  (See,  e.g. .  NASD  Rules  of 
Fair  Practice,  art.  V,  §  l, 
providing  for  monetary  fines, 
suspension  from  membership  or 
associated  person  status,  and 
expulsion  or  revocation  of 
associated  person  registration.) 
SRO  action  taken  in  connection 
with  such  disciplinary 
proceedings  may  be  appealed  to 
Che  Commission  (or  the  Commission 
may  review  the  SRO  action  on  its 
own  motion) .  (Exchange  Act  §§ 
19(d),  (e),  (f)) 

Commission  and  SRO  disciplinary 
proceedings  are  matters  of  public 
record.  Public  releases  describe 
the  nature  of  the  proceedings  and 
the  identity  of  parties 
disciplined. 

In  addition  (as  mandated  by 
Exchange  Act  §  15A(i) )  ,  the  NASD 
operates  an  "800"  number  hotline 
which  allows  investors  to  obtain 
information    about    the 


(including  a  bank  officer  or 
director)  to  be  removed  from  the 
bank  or  barred  from  the  banking 
industry.  (12  U.S.C.  §§  1818(b), 
(c)  ,  (e)  ,  (g)  )  In  addition,  the 
federal  banking  agencies  may 
apply  to  federal  district  court 
for  enforcement  of  any 
administrative  order  issued  under 
12  U.S.C.  §  1818,  and  may  obtain 
civil  money  penalties  for 
violations  of  any  such  order. 
(12  U.S.C.  §  1818(i) ) 

The  Interagency  Statement  of  the 
federal  banking  agencies  provides 
that  failure  of  a  bank  to 
establish  and  observe  appropriate 
policies  and  procedures  in 
connection  with  sales  activities 
involving  nondeposit  investment 
products  will  be  subject  to 
"criticism  and  appropriate 
corrective  action. "  Notably,  the 
guidelines  contained  in  the 
statement  are  not  regulations 
and,  therefore,  are  not 
enforceable  by  the  banking 
agencies  under  12  U.S.C.  §  1818. 

The  federal  banking  agencies  are 
required  to  "publish  and  make 
available  to  the  public"  any 
final  order  issued  in  connection 
with  any  administrative 
enforcement  proceeding.  (12 
U.S.C.  §1818 (u) )  Releases  issued 
by  the  federal  banking  agencies, 
however,  usually  do  not  describe 
the  nature  of  the  violation  and 
the  enforcement  action  taken. 
Rather,  the  releases  are  lists  of 
enforcement  actions  that 
typically  only  include  the  docket 
number,  names  of  the  parties 
involved,  the  type  of  action,  the 
date  of  the  action,  and  whether 
the  action  was  by  consent.  It  is 
difficult  for  an  investor  to 
determine  from  the  listings  which 
proceedings  are  of  interest  in 
order  to  request  copies  of 
documents   of   specific   final 
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disciplinary  and  civil  lieibility 
records  of  broker-dealers' 
registered  representatives. 
Moreover,  registration  data  on 
associated  persons  (including 
employment  history,  education, 
and  disciplinary  history)  is 
available  to  the  Commission,  SROs 
and  all  state  securities 
regulators  through  a  computer 
accessible  Central  Registration 
Depository  administered  by  the 
NASD. 


actions 
agencies. 


from    the    banking 


1.   Investor  Actions 

•  The  federal  securities  laws 
have  been  interpreted  to  confer 
private  rights  of  action  to 
investors  for  certain  violations 
of  the  federal  securities  laws, 
including  the  major  antifraud 
provisions.  In  addition,  SRO 
rules  require  broker -dealers  to 
resolve  disputes  with  their 
customers  in  industry -sponsored 
arbitration  forums  that  are 
subject  to  Commission  oversight. 

Individuals  and  private  entities 
may  bring  private  rights  of 
action  in  federal  court  seeking 
redress  for  violations  of  certain 
provisions  of  the  securities  laws 
and  SRO  rules.  For  example, 
investors  have  an  implied  right 
of  action  under  Rule  10b- 5  and  § 
10(b)  of  the  Exchange  Act. 
Individuals  also  may  bring 
actions  arising  under  the 
securities  laws  in  the  SRO 
arbitration  forums.  In  addition, 
section  29(b)  of  the  Exchange  Act 
provides  that  contracts  made  in 
violation  of  the  Exchange  Act  or 
rules  under  the  Exchange  Act  are 
voidable  by  the  aggrieved  party. 
This  provides  investors  with  a 
private  right  of  action  for 
rescission. 


1.   Investor  Actions 

•  Federal  banking  laws  do  not 
generally  contain  private  rights 
of  action  for  investors  and  there 
is  no  banking  law  counterpart  to 
the  securities  arbitration  scheme 
for  bank  securities  investors. 

Bank  securities  customers,  like 
other  investors,  have  an  implied 
right  of  action  under  Rule  10b- 5 
and  §  10(b)  of  the  Exchange  Act. 

Bank  securities  customers, 
however,  have  no  formal  avenue  of 
redress  for  complaints  under 
federal  banking  laws .  The 
federal  banking  laws  do  not 
generally  contain  private  rights 
of  action  for  investors  (See. 
g.g. .  In  re  Fidelity  Bank  Trust 
Fee  Litigation.  839  F.  Supp.  318 
(E.D.  Pa.  1993);  In  re  Corestates 

Trust Fee   Litigation.   837   F. 

Supp.  104  (E.D.  Pa.  1993)),  and 
there  is  no  banking  law 
counterpart  to  the  securities 
arbitration  scheme. 


The  SROs  operate  arbitration 
progreims  for  resolution  of 
disputes  between  SRO  members  and 
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between  an  SRO  member  and  its 
customers.  Generally,  the 
arbitration  program  is  overseen 
by  a  committee  of  the  SRO  and 
administered  by  SRO  staff  under 
detailed  uniform  rules  adopted  by 
the  SROs  and  using  model  rules 
developed  by  the  Security 
Industry  Conference  on 
Arbitration  ("SICA").  (See  NASD 
Code  of  Arbitration  Procedure) 
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G.   FINANCIAL  RESPONSIBILITY 


6.   FINANCIAL  RESPONSIBILITY 


•  Broker-dealers  are  required  to 
meet  net  capital  and  other 
operational  and  financial 
competence  standards  established 
by  the  Commission  to  protect  the 
customers  and  creditors  of 
broker -dealers. 


•  Bank  regulatory  agencies 
require  that  banks  and  bank 
holding  companies  maintain 
certain  levels  of  capital .  These 
capital  rules,  however,  are  not 
specifically  designed  with 
securities  activities  in  mind. 


Section  15(b)(7)  of  the  Exchange 
Act  requires  broker-dealers  to 
meet  such  operational  and 
financial  competence  standards  as 
the  Commission  may  establish. 

Pursuant  to  §  15(c)(3)  of  the 
Exchange  Act,  the  Commission  has 
promulgated  rules  establishing 
minimum  financial  responsibility 
standards  for  broker- dealers 
engaged  in  secxirities  activities. 

The  Commission's  net  capital  and 
customer  protection  rules  are 
designed  to  protect  the  customers 
and  creditors  of  a  broker-dealer 
and  to  ensure  that  sufficient 
liquid  assets  are  availaible 
regardless  of  the  activities  of 
the  broker-dealer  holding  company 
and  affiliates. 

1.   Net  Capital  Rule 

•  Broker-dealers  must  meet 
certain  basic  financial 
responsibility  standards  to 
assure  that  customers  can  recover 
their  funds  and  securities  in  the 
event  the  broker -dealers  become 
Insolvent. 


1.   Net  Capital  Rule 

•  Banks  are  not  required  \inder 
the  federal  banking  laws  to 
satisfy  specific  capital 
requirements  in  order  to  engage 
in  securities  activities.  Bank 
securities  operations  are  not 
subject   to   the   net   capital 
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Commission  Rule  15c3-l  prescribes 
minimum  liquidity  standards  for 
broker-dealers.  The  rule 
requires  broker-dealers  to 
maintain  sufficient  liquid  assets 
to  meet  the  claims  of  their 
customers  and  other  broker- 
dealers  in  the  event  the  broker- 
dealer  fails,  as  well  as  a 
cushion  of  liquid  assets  in 
excess  of  liabilities  to  protect 
against  potential  market  and 
credit  risks.  The  rule  describes 
how  the  broker-dealer  should 
compute  "net  capital." 

Net  capital  is  defined  as  a 
broker-dealer's  net  worth 
computed  in  accordance  with 
generally  accepted  accounting 
principles,  plus  subordinated 
liabilities,  less  assets  not 
readily  convertible  into  cash  and 
most  unsecured  receivables.  The 
broker-dealer  then  subtracts 
prescribed  percentages  (or 
haircuts)  from  the  market  value 
of  securities  and  commodities 
owned  by  the  broker -dealer.  The 
rule  requires  broker-dealers  to 
mark  their  securities  and 
commodities  positions  to  market 
value. 

The  Commission's  monitoring  of 
compliance  with  the  financial 
responsibility  rules  is  aided  by 
the  filing  by  broker-dealers  of 
financial  and  operations  reports 
("FOCUS  Reports")  on  a  periodic 
basis. 


reqfuirements  developed  for  the 
protection  of  broker-dealer 
customers. 

12  U.S.C.  §  3907  requires  federal 
banking  regulators  to  establish 
minimum  levels  of  capital  for 
banks  and  bank  holding  companies . 
(See,  e.g. .  12  C.F.R.  §  3  (OCC) ) 
Under  the  Uniform  Interagency 
Bank  Rating  System,  capital 
adequacy  is  only  one  of  five 
elements  used  by  the  federal 
banking  regulators  to  evaluate 
the  financial  condition  of  banks 
and  bank  holding  companies  for 
supervisory  purposes.  The  other 
elements  are:  asset  quality, 
management  ability,  earnings 
performance,  and  liquidity.  The 
elements  are  summarized  by  the 
acronym  "CAMEL." 

Notably,  the  purpose  of  the 
capital  adequacy  standards 
imposed  by  federal  banking 
regulators  on  banks  is  to  protect 
depositors  and  the  financial 
system.  Capital  adequacy  does 
not  require  banks  to  maintain 
specific  liquidity  standards  to 
assure  that  customers  can  recover 
their  funds  and  securities  in  the 
event  the  bank  becomes  insolvent . 
However,  securities  owned  by  a 
bank  customer  that  are  held  for 
safekeeping  by  a  bank  do  not 
become  property  of  the 
receivership  estate  and  are 
returned  to  the  customer  if  the 
bank  fails. 


In  addition  to  the  Commission's 
financial  responsibility 
standards,  all  the  SROs  require  a 
statement  of  financial  condition 
as  part  of  their  membership 
application. 

Commission  Rule  17a- 5  requires 
broker-dealers  to  file  monthly 
and  quarterly  FOCUS  reports  as 
well  as  annual,  independently 
audited  financial  reports  with 


Federal  banking  law  requires  the 
federal  banking  agencies  to 
establish  a  capital -based 
supervisory  system  requiring 
prompt  correction  of  problem 
institutions  based  on  their 
capital  status,  e.g. .  well 
capitalized  or  critically 
undercapitalized.  (12  U.S.C.  § 
18310)  As  a  general  rule,  only 
adequately  capitalized  banks  and 
bank   holding   companies   are 
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the  Commission.  The  rule  also 
requires  broker-dealers  to  file  a 
report  with  the  Commission  upon 
termination  of  their  membership 
interest  in  an  SRO.  Moreover, 
broker-dealers  that  carry 
customer  accounts  are  required  to 
send  their  customers  an  audited 
balance  sheet  and  other 
information. 

Commission  Rule  17a- 11  requires  a 
broker-dealer  to  notify  the 
Commission  and  its  designated 
examining  authority  ("DEA")  when 
its  net  capital  is  less  than  120% 
of  its  required  minimum  amount 
(early  warning  level)  and  its  net 
capital  falls  below  the  minimum 
amount  required  by  the  net 
capital  rule.  In  addition,  Rule 
17a- 11  requires  a  broker-dealer 
to  notify  the  Commission  and  its 
DEA  when  the  broker-dealer's 
books  and  records  are  not  being 
kept  current.  In  addition,  under 
Commission  Rule  15c3-l(e), 
broker-dealers  must  provide  the 
Commission  with  a  two  business 
day  advance  notice  of  withdrawal 
of  equity  capital  in  excess  of  30 
percent  of  the  broker-dealer's 
excess  net  capital  in  any  30-day 
period,  and  may  not  withdraw  the 
capital  in  the  event  that  it 
would  reduce  the  broker-dealer's 
net  capital  to  less  than  120 
percent  of  its  required  minimum 
amount . 

The  NASD  Rules  of  Fair  Practice 
(Art.  Ill  §  22)  require  broker- 
dealers  to  send  their  customers 
certain  annual  financial 
statements  dealing  with,  among 
other  points,  the  firm's 
subordinated  loans,  its  required 
and  actual  net  capital,  and 
material  deficiencies  (if  any)  . 
Every  six  months,  the  firm  must 
send  its  customers  an  uncertified 
balance  sheet  and  statement  of 
the  firm's  net  and  required  net 
capital. 


permitted  to  expand  their 
activities,  unless  the 
institutions  have  implemented  a 
capital  restoration  plan  approved 
by  the  appropriate  federal 
banking  regulator. 

The  federal  banking  regulators 
have  issued  regulations 
discussing  the  capital  categories 
assigned  to  national  banks  for 
purposes  of  procedures  pertaining 
to   prompt   corrective   actions 

CPCA")  under  the  §  1831o.  In 
considering  appropriate  PCAs,  the 
federal  banking  agencies  may 
consider  securities  violations, 
including  those  affecting  capital 
levels .  The  federal  banking 
agencies  also  have  noted  that 
they  retain  the  right  to 
institute  PCA  proceedings 
pursuant  to  their  regulatory 
authority  in  cases  where  a 
violation  of  the  federal 
securities  laws  adversely  affects 
a  national  bank's  capital  level. 

(PPM-5310-5  (Rev.)  July  7,  1993) 

Section  413  of  the  Comptroller' s 
Handbook  advises  national  bank 
exciminers  that  the  OCC  may  view 
banks  operating  a  retail 
securities  business  without 
appropriate  suitability 
procedures  to  be  engaging  in  an 
unsafe  and  unsound  practice 
because  litigation  by 
dissatisfied  customers  could 
introduce  risk  to  the  banks' 
capital. 
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2 .   Customer  Protection  Rule 

•  Broker -dealers  are  required  to 
maintain  sufficient  funds  to 
assure  that  their  customers  can 
recover  those  funds  in  the  event 
the  broker-dealers  become 
insolvent. 


2.   Customer  Protection  Rule 

•  Banks  are  not  required  to 
maintain  sufficient  funds  to 
assure  that  their  securities 
customers  can  recover  those  funds 
in  the  event  the  banks  become 
insolvent. 


Commission  Rule  15c3-3,  first, 
requires  a  broker- dealer  to 
promptly  obtain  and  maintain 
physical  possession  or  control  of 
all  fully  paid  and  excess  margin 
customer  securities.  On  a  daily 
basis,  a  broker-dealer  is 
required  to  make  a  determination 
that  it  is  in  compliance  with 
this  rule. 

Second,  Rule  15c3-3  precludes  a 
broker-dealer  from  using  customer 
funds  and  securities  to  finance 
firm  overhead  and  dealer 
activities.  Under  this  aspect  of 
the  rule,  a  broker-dealer  is 
required  to  make  a  periodic 
computation  to  determine  the 
amount  of  customer- related  money 
that  must  be  segregated  in  a 
Special  Reserve  Bank  Account  for 
the  Exclusive  Benefit  of 
Customers . 

Commission  Rule  17a-13  requires 
most  broker -dealers  to  conduct  a 
quarterly  count  of  all  customer 
and  firm  securities. 


National  banks,  however,  are 
required  to  segregate  all  assets 
held  in  any  fiduciary  capacity 
from  the  general  assets  of  the 
bank,  except  with  regard  to  a 
common  trust  fund  maintained 
exclusively  for  collective 
investment.  (12  U.S.C.  §  92(c); 
12  C.F.R.  §§  9.13  and  9.18) 
National  banks,  therefore,  are 
required  to  segregate  customer 
funds  to  the  extent  that  the 
banks  engage  in  brokerage 
activities  in  their  trust 
departments. 

Securities  owned  by  a  bank 
customer  that  are  held  in 
safekeeping  by  a  bank,  moreover, 
do  not  become  property  of  the 
receivership  estate  and  are 
returned  to  the  customer  if  the 
bank  fails.  Cash  from  securities 
transactions  held  in  deposit 
accounts  is  covered  by  FDIC 
insurance,  up  to  $100,000. 


Under  the  NASD's  Rules  of  Fair 
Practice  (Art.  Ill  §19)  members 
are  forbidden  to  make  improper 
use  of  a  customer's  securities  or 
funds.  This  prohibition  applies 
to  improper  holding  of  fully  paid 
securities  in  cash  accounts  or 
excess  collateral  securities  in 
margin  accounts. 

3 .   Risk  Assessment 

•  Broker -dealers  are  subject  to 
risk  assessment  recordkeeping  and 
reporting    requirements    with 


3.   Risk  Assessment 

•  Bank  holding  companies  are 
subject  to  detailed  recordkeeping 
and  reporting  requirements  but 
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respect  to  activities  engaged  in 
by  tbeir  affiliates. 

Under  the  Market  Reform  Act  of 
1990  ("Reform  Act"),  the 
Commission  is  authorized  to 
monitor  the  activities  of  broker- 
dealer  affiliates  and  holding 
companies .  The  Reform  Act  also 
empowers  the  Commission  to  obtain 
more  detailed  reports  during 
periods  of  market  stress  or  when 
information  contained  in  the 
quarterly  reports  or  other 
information  leads  the  Commission 
to  conclude  that  supplemental 
information  is  necessary  to 
assess  the  financial  or 
operational  condition  of  a 
particular  broker -dealer. 

Pursuant  to  the  Reform  Act,  the 
Commission  adopted  Rules  17h-lT 
and  17h-2T,  which  establish  a 
risk  assessment  recordkeeping  and 
reporting  system  for  broker- 
dealers. 

Under  Rules  17h-lT  and  17h-2T, 
certain  broker-dealers  are 
required  to  identify  any 
affiliated  entities  whose 
business  activities  are 
reasonably  likely  to  have  a 
material  impact  on  the  financial 
and  operational  condition  of  the 
broker- dealer.  For  the  purposes 
of  the  risk  assessment  rules, 
these  affiliates  are  known  as 
"Material  Associated  Persons." 
Broker-dealers  are  required  to 
maintain  information  concerning 
the  financial  and  securities 
activities  of  each  Material 
Associated  Person  and  to  file 
summaries  of  that  information  in 
quarterly  reports  with  the 
Commission  on  Form  17 -H. 


such  requirements  are  not  focused 
on  securities  activities  engaged 
in  by  affiliates. 

Under  federal  banking  law,  the 
Federal  Reserve  Board  prescribes 
that  bank  holding  companies 
establish  and  maintain  systems 
for  monitoring  and  controlling 
financial  and  operational  risks 
to  them  resulting  from  affiliate 
activities  that  are  likely  to 
materially  impact  their  capital, 
liquidity  or  ability  to  conduct 
or  finance  their  operations.  (12 
U.S.C.  §  1841  et  seq. )  While 
such  risk  assessment 
recordkeeping  and  reporting 
requirements  are  broader  than 
those  imposed  under  federal 
securities  laws,  they  are  not 
focused  on  affiliates'  securities 
activities. 


4 .  Limitations  on  Extensions  of 
Credit 


Limitations  on  Extensions  of 
Credit 
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•  The  extension  of  credit  by 
broker-dealers  to  tbelr  customers 
Is  limited. 

Section  7  of  the  Exchange  Act 
authorizes  the  Federal  Reserve 
Board  to  limit  the  amount  of 
credit  that  may  be  extended  by 
broker-dealers  for  the  purchasing 
or  carrying  of  non- exempted 
securities.  Under  this 
authority,  the  Board  has 
promulgated  rules,  or  margin 
requirements,  governing  the 
extension  of  credit  by  registered 
broker-dealers  (Regulation  T,  12 
C.F.R.  §  220.1-220.130)  and  by 
banks  (Regulation  U,  12  C.F.R.  § 
221.1-221.124) . 

Under  §  7  of  the  Exchange  Act, 
the  Federal  Reserve  Board's 
margin  requirements  mu.=  t  base  the 
initial  extension  of  credit  on  an 
amount  not  greater  than  the 
higher  of  (1)  55  percent  of  the 
current  market  price  of  the 
security,  or  (2)  100  percent  of 
the  lowest  market  price  of  the 
security  during  the  preceding  36 
calendar  months,  but  no  more  than 
75  percent  of  the  current  market 
price. 

Regulation  T's  principal  purpose 
is  to  regulate  extensions  of 
credit  by  and  to  broker-dealers. 
It  imposes,  among  other 
obligations,  initial  margin 
requirements  and  payment  rules  on 
securities  transactions.  It 
provides  a  margin  account  and 
seven  special  purpose  accounts  in 
which  to  record  all  financial 
relations  between  a  customer  and 
a  creditor.  Any  transaction  not 
specifically  permitted  in  a 
special  account  must  be  recorded 
in  a  margin  account.  Regulation 
T  does  not  preclude  any  exchange, 
national  securities  association, 
or  creditor  from  imposing 
additional  requirements  or  taking 
action  for  its  own  protection. 


•  Limitations  on  extension  of 
credit  by  banks  to  their 
securities  customers  are  less 
restrictive  than  limitations 
imposed  on  broker -dealers. 

Section  7(d)  of  the  Exchange  Act 
grants  the  Federal  Reserve  Board 
authority  to  regulate  any  bank 
loan  for  the  purpose  of 
purchasing  or  carrying  any 
security  (except  for  a  loan  "on  a 
security  other  than  an  equity 
security").  However,  Regulation 
U,  as  promulgated  by  the  Federal 
Reserve  Board,  is  more  limited  in 
scope  and  applies  only  to 
extensions  of  credit  by  banks  on 
"margin  stock"  for  the  purpose  of 
purchasing  or  carrying  "margin 
stock. " 

Under  Regulation  U,  banks  can 
loan  money  for  a  broader  range  of 
securities  purchases  and  are 
accorded  more  flexible  collateral 
requirements  than  broker-dealers 
are  under  Regulation  T. 

Regulation  U  does  not  apply  to 
purchases  of  non-margin  stock; 
nor  does  it  apply  when  collateral 
used  is  other  than  stock  even  if 
the  purpose  of  the  loan  is  to 
purchase  margin  stock.  In 
addition,  banks  can  make 
unsecured  loans  for  the  purpose 
of  purchasing  securities. 

The  Commission  in  practice  leaves 
the  policing  of  Regulation  U  to 
the  federal  and  state  bank 
examining  authorities  under  an 
arrangement  whereby  substantial 
violations  are  to  be  brought  to 
the  Commission's  attention.  But 
even  with  respect  to  banks,  any 
injunctive  proceeding  must  be 
brought  in  the  Commission's  name 
under  §  21(e)  of  the  Exchange 
Act.  Under  section  21,  the 
Commission  may  seek  civil  money 
penalties  in  addition  to  federal 
district    court    injunctive 
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Broker-dealers  are  regulated  more 
stringently  under  Regulation  T 
than  banks  are  regulated  under 
Regulation  U.  Regulation  T 
essentially  limits  the  kinds  of 
securities  eligible  for  lending 
by  broker-dealers  to  margin 
securities  (i.e. .  listed  equities 
and  certain  approved  OTC  stocks) . 

Moreover,  the  exchanges  and  the 
NASD  impose  margin  maintenance 
requirements  on  broker -dealers 
that  are  more  stringent  than  the 
Federal  Reserve  Board's 
Regulation  T  requirements.  Under 
these  margin  maintenance  rules, 
the  current  market  value  of  the 
collateral  must  be  at  least  25 
percent  of  the  account's  total 
value.  Thus,  there  are  minimum 
margin  maintenance  requirements 
for  all  accounts.  (New  York  Stock 
Exchange  Rule  431(c) (2);  American 
Stock  Exchange  Rule  462(c)  (2)  (A)  ; 
NASD  Rules  of  Fair  Practice  Art. 
Ill,  sec.  30,  App.  A,  sec. 
4(a)  (n)  )  . 


actions.  Moreover,  civil 
penalties  and  aiding  and  abetting 
licibility  may  be  assessed  by  the 
Commission  against  any  bank  if 
the  customer  or  its  broker-dealer 
is  found  in  violation  of 
Regulation  T,  and  if  the  bank  has 
)tnowledge  of  the  facts  and 
assists  the  scheme,  e.g. .  by 
extending  credit  to  finance  free- 
riding  . 


While  the  power  to  regulate 
extensions  of  credit  under  §  7  is 
vested  in  the  Federal  Reserve 
Board,  enforcement  of  the  rules 
with  respect  to  broker- dealers  is 
the  responsibility  of  the 
Commission  and  the  SROs.  A 
substantial  number  of  proceedings 
have  been  brought  against  broker- 
dealers  for  violations  of  the 
margin  rules,  which  bar  them  not 
only  from  extending  credit  in 
violation  of  the  Federal  Reserve 
Board's  limitations  but  also  from 
arranging  for  the  extension  of 
such  credit  by  others  (Exchange 
Act  §  7(c);  12  C.F.R.  § 
220.7(a) ) . 


Under  §  11(d) (i)  of  the  Exchange 
Act,  broker-dealers  may  not 
extend,  maintain  or  arrange  for 
the  maintenance  or  extension  of 
credit  to  or  for  customers  on  the 
purchase  of  a  security  that  is 


945 


32 


part  of  a  new  issue  if  they  have 
participated  in  a  primary 
distribution  of  that  issue  within 
the  past  30  days. 


H. 


RECORDKEEPING 
CONFIRMATIONS 


AND 


•  Broker -dealers  are  subject  to 
comprehensive  recordkeeping  and 
reporting  requirements  for 
securities  transactions. 


B.         RECORDKEEPING  AND 

CONFIRMATIONS 

•  Federal  banking  regulators 
have  adopted  only  limited 
recordkeeping  and  confirmation 
requirements  for  securities 
transactions. 


1 .   Recordkeeping 

Section  17  of  the  Exchange  Act 
specifies  certain  basic 
recordkeeping  and  reporting 
requirements  for  broker- dealers. 
The  recordkeeping  and  reporting 
requirements  are  incorporated  in 
a  series  of  Commission  rules 
under  §  17  of  the  Exchange  Act. 
The  rules  were  promulgated,  among 
other  reasons,  to  provide  the 
Commission  with  early  warning  of 
danger  signs  so  as  to  telegraph 
notice  of  violations  of  the  net 
capital  rule  or  appropriate 
standards  of  broker-dealer 
conduct .  The  books  and  records 
of  broker- dealers  must  be  made 
available  for  Commission  or  SRC 
inspection  without  notice  at  any 
reasonable  time. 


The  federal  bank  regulators  have 
adopted  regulations  detailing 
records  required  to  be 
established  and  maintained  and 
notification  furnished  to 
customers  in  connection  with 
securities  transactions  effected 
by  banks  for  their  customers.  (12 
C.F.R.  §§  12.1-7  (OCC) ;  208. 8(k) 
(Federal  Reserve  Board);  344.1- 
.7  (FDIC) ) . 

1 .   Recordkeeping 

Banks  are  required  to  maintain, 
for  at  least  three  years,  the 
following  records:  chronological 
records  of  original  entry  which 
include  purchase  and  sale 
information;  account  records  for 
each  customer  reflecting  all 
stock  and  cash  activity;  each 
order  ticket  whether  executed  or 
not;  and  a  record  of  all  broker - 
dealers  used  to  execute 
transactions  and  the  amount  of 
commission  paid  during  the  year. 
All  except  for  the  first  are  not 
required  for  banks  having  an 
average  of  less  than  200 
securities  transactions  per 
calendar  year. 


Commission  Rule  17a- 3  requires 
registered  broker- dealers  to  make 
and  keep  current  records 
detailing,  among  other  things, 
securities   transactions,   money 
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balances , 
positions. 


and 


securities 


Commission  Rule  17a -4  specifies 
record  retention  and  preservation 
requirements  for  registered 
broker-dealers . 

Commission  Rule  17a- 8  requires 
broker -dealers  subject  to  the 
Currency  and  Foreign  Transactions 
Reporting  Act  of  1990  to  comply 
with  the  reporting,  recordkeeping 
and  record  retention  requirements 
of  the  Act  as  well  as  those  of 
the  Exchange  Act . 

The  NASD  Rules  of  Fair  Practice 
(Art.  Ill  §21)  require  each 
member  to  keep  and  preserve  any 
records  applying  to  account 
information,  in  addition  to  a 
complaint  file. 

2 .   Confirmations 

•  Broker -dealers  are  required  to 
provide  customers  with  %n:itten, 
detailed  Information  on 
securities  transactions  effected 
for  their  customers. 

Commission  Rule  10b- 10  recpjires 
broker-dealers,  at  or  before 
completion  of  a  transaction,  to 
give  or  send  to  the  customer  a 
written  document  that  details 
information  on  specific  trades. 
In  general,  the  rule  requires 
disclosure  of  the  date,  time, 
identity,  price  and  number  of 
shares  involved  in  the 
transaction.  With  respect  to 
debt  securities,  the  rule 
requires  disclosure  of 
information  on  price,  yield  and 
call  provisions.  Notably,  the 
rule  requires  disclosure  of  the 
broker-dealer's  compensation. 
When  the  broker-dealer  acts  as 
agent,  it  must  disclose  its 
commission;  when  it  acts  as 
principal,  it  generally  must 
disclose  thQ. mark-up  or  mark-down 


2.   Conf  i  rma  t  i  ons 

•  Regulations  of  the  federal 
banking  agencies  require  banks  to 
provide  customers  with  limited 
%n:ltten  Information  on  securities 
transactions  effected  for  their 
customers. 

The  federal  banking  confirmation 
regulations  require  written 
notification  to  be  mailed  or 
furnished  within  five  business 
days  from  the  transaction  date, 
or,  if  a  broker-dealer  is  used, 
within  five  business  days  from 
the  bank's  receipt  of  the 
broker's  confirmation,  unless 
otherwise  excepted. 

Banks  effecting  transactions  for 
customers  are  required  to 
maintain  for  at  least  three  years 
and  furnish  to  the  customer 
either  of  the  following  two  forms 
of  notification: 

(1)  A  copy  of  the  broker-dealer 
confirmation  and  a  statement  of 
the  source  and  amount  of 
remuneration,   if   any,   to   be 
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it  received.  This  information  is 
designed  to  allow  the  customer  to 
verify  that  the  broker-dealer  did 
the  trade  requested,  to  compare 
the  execution  price  of  the 
trades,  and  disclose  material 
conflicts  of  interest  between  the 
customer  and  the  broker- dealer . 

In  March  1994,  the  Commission 
proposed  amendments  to  Rule  lOb- 
10  to  strengthen  the  rule's 
investor  protection  function. 
(59  Fed.  Reg.  12,767  (March  17, 
1994))  The  proposed  amendments 
would:  (1)  require  confirmation 
disclosure  of  mark-ups  and  mark- 
downs  for  riskless  principal 
transactions  in  debt  securities; 

(2)  require  disclosure  of  the 
fact  that  a  debt  security  is  not 
rated  by  a  nationally  recognized 
statistical  rating  organization; 

(3)  require  confirmation 
disclosure  of  mark-ups  and  mark- 
downs  in  Nasdaq  and  exchange - 
listed  securities;  (4)  require 
disclosure  regarding  whether 
broker- dealers  are  not  members  of 
the  Securities  Investor 
Protection  Corporation  ("SIPC"); 

(5)  modify  the  disclosure 
requirements  with  respect  to 
certain  collateralized  debt 
securities;  (6)  add  a  preliminary 
note  to  the  Rule  indicating  that 
the  Rule's  disclosure 
requirements  do  not  limit 
disclosures  necessary  under  the 
antifraud  provisions  of  the 
federal  securities  laws;  and  (7) 
restructure  the  Rule. 


3 .   Lost  and  Stolen  Securities 

•  Broker-dealers  must  report 
lost  or  stolen  securities  to  the 
Commission  or  Its  designee  and. 


received  by  the  bank  (the 
remuneration  statement  is 
required  only  if  such 
remuneration  is  not  determined 
pursuant  to  a  prior  written 
agreement  between  the  bank  and 
the  customer)  ,  or  (2)  A 
notification  that  discloses  the 
bank's  and  the  customer's  name; 
the  capacity  in  which  the  bank  is 
acting;  the  date  and  time  of 
execution;  the  identity,  price 
and  number  of  shares  or  units; 
the  amount  of  remuneration 
received  or  to  be  received  by  a 
broker-dealer  from  the  customer 
in  connection  with  the 
transaction  and  by  the  bank, 
unless  remuneration  is  determined 
pursuant  to  a  written  agreement 
between  the  bank  and  the 
customer.  Also  disclosed  is  the 
neime  of  the  broker-dealer  used, 
or,  if  none,  the  name  of  the 
person  from  whom  the  security  was 
purchased  or  to  whom  it  was  sold 
or  the  fact  that  such  information 
will  be  furnished  upon  request. 

Under  the  OCC's  regulations  (12 
C.F.R.  §  12.7 (d) )  ,  the 
Comptroller  may  waive  one  or  more 
of  the  recordkeeping  and 
confirmation  requirements  "in 
appropriate  cases." 

In  addition  to  the  confirmation 
disclosures  that  are  required 
under  their  regulations,  the 
federal  banking  agencies' 
Interagency  Statement  states  that 
in  the  event  the  confirmations  or 
account  statements  contain  the 
name  or  the  logo  of  the  bank  or 
an  affiliate,  employees  must  make 
certain  minimiim  disclosures 
clarifying  that  the  products  are 
not  FDIC- insured. 

3 .   Lost  and  Stolen  Securities 

•  Banks  must  report  lost  or 
stolen    securities    to    the 
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in  some  cases,  to  the  Federal 
Bureau  of  Investigation  (■FBI") . 

Section  17(f)(1)  of  the  Exchange 
Act  grants  to  the  Commission 
broad  rulema)cing  authority  to 
establish  procedures  for 
reporting  and  inquiring  about 
missing,  lost,  stolen  and 
counterfeit  securities.  Pursuant 
to  this  authority,  the  Commission 
adopted  Rule  I7f-1  which  governs 
the  Commission's  Lost  and  Stolen 
Securities  Program  ("Program"). 

Commission  Rule  17f-l  requires 
all  bro)cer-dealers  (regardless  of 
whether  they  are  registered  with 
the  Commission  as  bro)cer- 
dealers) ,  members  of  the  Federal 
Reserve  System,  and  banks  whose 
deposits  are  insured  by  the  FDIC, 
to  register  with  and  report  to 
the  Commission  or  its  designee, 
the  Securities  Information  Center 
("SIC"),  regarding  missing,  lost, 
counterfeit  or  stolen  securities, 
unless  otherwise  excepted. 
Reports  to  the  Commission  or  the 
SIC  are  filed  on  Form  X-17F-1A. 

When  a  securities  certificate 
comes  into  the  possession  of  a 
Program  participant,  it  must  make 
an  inquiry  to  the  SIC  to 
determine  whether  the  securities 
certificate  previously  was 
reported  lost,  missing, 
counterfeit  or  stolen.  When  an 
inquiry  into  the  system  matches  a 
missing,  lost,  counterfeit  or 
stolen  security  report  (commonly 
referred  to  as  a  "hit"),  the  SIC 
provides  the  inquiring  broker- 
dealer  or  bank  with  the  naime, 
address  and  telephone  number  of 
the  institution  that  reported  the 
loss.  The  institution  that 
reported  the  loss  also  is 
notified,  as  is  the  FBI  if  there 
are  any  indications  that 
potential  criminal  activity  may 
be  involved. 


Conmlssion's  designee, 
and  to  the  FBI. 


the  SIC, 


Banks  are  required  to  report  all 
lost  and  missing  securities 
pursuant  to  the  Commission's 
reporting  requirements  set  forth 
in  17  C.F.R.  §  240.17f-l. 

Commission  Rule  17f-l  governs  the 
Lost  and  Stolen  Securities 
Program  which  requires  banks 
receiving  or  holding  securities 
to  file  a  registration  form, 
maintain  records,  and  make 
certain  inquiries  and  reports  in 
connection  with  securities  coming 
into  their  possession  or  control. 
Registration  filings,  inquiries 
and  reports  are  made  through  the 
SIC. 

Each  registered  institution  must 
report  to  the  SIC,  and  the 
appropriate  transfer  agent,  those 
securities  which  it  discovers  to 
be  missing,  lost  or  stolen,  or 
counterfeit.  Counterfeit  and 
stolen  securities  also  must  be 
reported  to  the  FBI .  There  is  a 
timeteible  for  reporting  the 
missing,  lost,  stolen  or 
counterfeit  securities. 

The  Commission  permits  banks  to 
file  with  the  FBI  the  Criminal 
Referral  Form  required  by  the 
federal  banking  regulators, 
instead  of  Form  X-17F-1A. 
However,  the  Criminal  Referral 
Form  must  be  filed  within  the 
time  frames  specified  in 
Commission  Rule  17f-l.  Banks 
must  file  Form  X-17F-1A  with  the 
SIC  because  the  Criminal  Referral 
Form  does  not  request  all  the 
information  required  by  Rule  17f- 
1(c)  (5) . 

National  banks  need  not  file 
Criminal  Referral  Forms  under  12 
C.F.R.  §  21.11  for  lost,  missing, 
counterfeit  or  stolen  securities 
if  a  report  is  filed  pursuant  to 
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J.   INSOLVENCY  PROTECTION 

•  Bro)cer-dealer8  must  contribute 
to  an  Industry-wide  fund  to 
protect  their  securities 
customers  in  the  event  the 
broker -dealers  become  insolvent. 

The  Securities  Investor 
Protection  Act  of  1970  ("SIPA") 
(§  3(a))  created  SIPC,  a  non- 
profit membership  corporation, 
for  the  purpose  of  protecting 
customers  of  the  broker-dealers 
by  ensuring  that  they  receive 
back  their  cash  and  securities  in 
the  event  of  a  broker-dealer 
liquidation. 

All  registered  broker-dealers 
must  be  members  of  SIPC  unless 
their  principal  business  is 
conducted  outside  of  the  U.S.  or 
their  broker-dealer  business 
consists  exclusively  of  the 
distribution  of  investment 
company  shares,  the  sale  of 
variable  annuities,  the  business 
of  insurance,  or  the  business  of 
rendering  investment  advice  to 
registered  investment  companies 
or  insurance  company  separate 
accounts.  (SIPA  §§  3(a)(2)) 

SIPC  protects  each  customer  of  a 
failed  SIPC  member  broker-dealer 
up  to  $500,000  for  claims  for 
cash  and  securities,  except  that 
claims  for  cash  are  limited  to 
$100,000  per  customer  (SIPA  § 
6(a),  (f)) 

SIPC  is  funded  by  assessments  on 
its  members  and  the  interest 
earned  on  fund  assets.  It  has 
statutory  authority  to  borrow  up 
to  $1  billion  from  the  U.S. 
Treasury  Department,  through  the 
Commission.  (SIPA  §§  4(c),  (d) 
and  (g) ) 


the  reporting  requirements  of  17 
C.F.R.  §  240.17f-l. 

J.   INSOLVENCY  PROTECTION 

•  Bank  brokerage  customers  are 
not  protected  by  SIPC  insurance. 
In  the  event  of  a  bank  failure, 
however,  bank  brokerage  customers 
are  protected  by  FDIC  Insurance 
with  respect  to  cash  arising  from 
securities  transactions  that  Is 
held  In  deposit  accounts  (up  to 
$100,000).  Securities  held  In 
safekeeping  are  returned  to  the 
owners. 

When  an  insured  bank  fails,  the 
FDIC  usually  becomes  the  receiver 
(12  U.S.C.  §  1821(c)).  When  the 
FDIC  is  appointed  receiver,  it 
has  the  choice  of  engaging  in  a 
deposit  payoff  (12  U.S.C.  § 
1821(f))  or  engaging  in  a 
purchase  and  assumption 
transaction  (12  U.S.C.  § 
1823(c)).  Regardless  of  which 
avenue  the  FDIC  uses  to  fulfill 
its  receivership  responsibility, 
its  function  is  to  provide 
payment  to  bank  depositors  of  up 
to  $100,000  each.  (12  U.S.C.  § 
1821(a))  FDIC  insurance  does  not 
protect  customers'  securities 
held  at  banks;  nor  are  such 
accounts  protected  by  SIPC 
insurance.  However,  securities 
owned  by  bank  customers  held  by 
the  bank  for  safekeeping  are  not 
considered  to  be  part  of  the 
receivership  estate  and  are 
returned  to  the  customers. 

The  Interagency  Statement 
represents  a  recognition  by  the 
federal  banking  agencies  that 
banks  recommending  or  selling 
nondeposit  investment  products, 
such  as  mutual  funds  and 
annuities,  need  to  ensure  that 
customers  understand  the 
differences  between  nondeposit 
products  and  insured  deposits. 
Toward  this  end,  the  guidelines 
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SIPC  is  subject  to  oversight  by 
the  Commission.  For  example,  the 
Commission  may  require  SIPC  to 
adopt,  amend,  or  repeal  any  bylaw 
or  rule. 

If  SIPC  determines  that  a  member 
broker-dealer  has  failed  or  is  in 
danger  of  failing  to  meet  its 
obligations  to  customers,  the 
SIPC  may  apply  for  a  court  order, 
trustee  and  receivership. 

The  trustee's  responsibilities 
are  to  return  customer  property, 
complete  the  firm's  contract 
commitments,  and  liquidate  the 
business.  In  limited  situations 
involving  smaller  firms,  SIPC 
protects  the  customers  by  paying 
them  directly.  Normally,  the 
trustee  and  SIPC  will  try  to  have 
some  or  all  customer  accounts 
transferred  from  the  failed 
broker-dealer  to  another  SIPC 
member  broker-dealer.  If 
transfer  is  not  effected,  the 
trustee  satisfies  claims  on  an 
individual  basis  after  the 
customer  files  his  claim  with  the 
trustee. 

The  Commission  has  the  ability 
and  has  shown  the  willingness  to 
intervene  long  before  a  broker- 
dealer  is  insolvent.  Falling  net 
capital  levels  trigger  measures 
designed  to  facilitate  the 
Commission's  oversight  and  to 
prevent  further  deterioration  of 
capital . 

K.   EXAMINATIONS 


State  that  banks  should  ensure 
that  their  employees  clearly  and 
fully  disclose  to  retail 
customers  that  the  investment 
products  are  not  insured  by  the 
FDIC;  are  not  deposits  or  other 
obligations  of  the  bank  and  are 
not  guaranteed  by  the  bank;  and 
are  subject  to  investment  risks, 
including  possible  loss  of  the 
principal  invested.  Moreover, 
the  guidelines  state  that  any 
representation  concerning 
insurance  coverage  should  not 
suggest  or  imply  that  any 
alternative  insurance  coverage  is 
the  Scime  as  or  similar  to  FDIC 
insurance. 

The  guidelines  advise  banks  to 
obtain  a  statement,  signed  by  the 
customer,  acknowledging  that  the 
customer  has  received  and 
understands  the  disclosures.  The 
guidelines  also  state  that 
information  concerning  investment 
products  should  be  clearly 
separate  from  the  information 
concerning  the  deposit  account  on 
a  customer's  periodic  deposit 
account  statement  and  should  be 
introduced  with  the  minimum 
disclosures  and  the  identity  of 
the  entity  conducting  the 
nondeposit  transaction. 


K.  EXAMINATIONS 


•  Broker-dealers  are  ejuuoalned  by 
the  Commission  and  their  OEA  to 
assure  complleuice  with  the 
federal  securities  laws. 
Commission  and  SRO  rules. 

Section  17(b)  of  the  Exchange  Act 
authorizes  the  Commission  to 
conduct,  from  time  to  time,  such 
"reasonable  periodic,  special  or 


•  Banks  are  examined  to  assure 
the  appropriate  federal  banking 
regulator  that  the  overall 
financial  condition  of  the  bank 
is  safe  and  sound.  Bank 
examinations  are  not  focused  upon 
banks'  con^liance  with  federal 
securities  laws. 
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other  examinations"  as  the 
Commission  deems  necessary  to 
enforce  the  broker-dealer 
standards  of  operation  and 
conduct . 

Registered  broker-dealers  are 
routinely  examined  by  SROs 
designated  by  the  Commission. 
When  a  broker- dealer  is  a  member 
of  more  than  one  SRO,  the 
Commission  designates  one  SRO  to 
examine  the  broker-dealer  for 
compliance  with  the  financial 
responsibility  rules. 
(Commission  Rule  17d-l) 

The  Commission  conducts  broker- 
dealer  oversight  and  cause  exams. 
Oversight  exams  enable  the 
Commission  to  assess  how  well  the 
SROs'  routine  examination 
programs  work.  Cause  exams  are 
performed  when  special 
circumstances  necessitate  the 
Commission's  review  of  the 
broker-dealer's  financial  records 
and  sales  practices.  Moreover, 
the  Commission  staff  conducts 
oversight  inspections  of  all  of 
the  SROs'  examination, 
enforcement  and  regulatory 
programs  to  assure  that  their 
programs  are  effective  and  in 
compliance  with  the  Exchange  Act. 

The  NYSE  and  NASD  examination 
programs  are  illustrative  of  the 
use  of  SROs  for  examination  of 
registered  broker-dealers.  These 
SRO  examinations  are  conducted  by 
a  team  of  examiners  specially 
trained  to  detect  problems 
peculiar  to  the  securities 
industry.  The  examinations  focus 
on,  among  other  things, 
operational  practices  and  seek  to 
uncover  abusive  sales  practices. 
NYSE  and  NASD  members  must  make 
their  books  and  records  available 
to  the  Commission,  the  NYSE  and 
NASD  on  demand.  Violations 
uncovered  by  NYSE  and  NASD 
examinations    can    lead    to 


The  federal  banking  regulators 
use  two  tools  for  the  general 
supervision  of  all  banks: 
reports  and  examinations.  The 
primary  concern  of  federal 
banking  regulators  is  to 
determine  the  financial  condition 
of  the  bank  being  examined  and 
the  bank's  compliance  with 
applicable  law. 

Federal  banking  law  requires 
annual,  full-scope,  on-site 
examinations  of  all  insured 
depository  institutions  by  the 
appropriate  federal  banking 
regulator.  Some  exceptions  are 
made  for  small,  well -capitalized 
and  well -managed  institutions, 
and  state-chartered  institutions 
need  be  examined  only  every  other 
year  by  a  federal  agency  if  a 
state  examination  has  been 
conducted  for  the  intervening  12- 
month  period.   (12  U.S.C.  §  1820) 

While  banks  are  subject  to 
examinations  by  the  bank 
regulators  (e.g. .  12  C.F.R.  § 
4.11  (OCC) )  those  examinations 
are  not  primarily  focused  upon 
compliance  with  securities  law 
matters.  For  example,  the  OCC's 
examination  guidance  with  respect 
to  retail  nondeposit  investment 
sales  is  set  forth  at  the  end  of 
the  "Other  Areas  of  Examination 
Interest"  section,  behind  section 
412,  "Discount  Brokerage 
Activity."  (See  OCC  Bulletin  94- 
13  at  1)  The  regulators  use  a 
uniform  institution  rating  system 
(CAMEL)  to  analyze  the  individual 
banks  being  examined.  Each  of 
five  CAMEL  factors  is  rated  on  a 
scale  of  one  to  five  (with  one 
being  the  most  favorable)  .  The 
scores  of  the  five  factors  are 
combined  into  a  composite  rating 
showing  the  overall  condition  of 
the  bank. 

The  Interagency  Statement  of  the 
federal  banking  agencies  charges 
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significant  sanctions,  including 
suspen&ion  or  expulsion  from  the 
industry  and  heavy  fines.  In 
addition,  the  NASD  engages  in  the 
review  of  its  members' 
advertising.  Broker- dealers' 
first-time  advertisements  and 
collateralized  mortgage 
obligations  are  reviewed  before 
use.  Other  advertisements  are 
reviewed  subsequently.  (NASD 
Rules,  art.  Ill  §  35) 


banks  to  develop  and  implement 
policies  and  procedures  to  ensure 
that  nondeposit  investment 
product  sales  activities  comply 
with  "applico±ile  laws  and 
regulations"  and  its  guidelines. 
Banks  are  directed  to  conduct  the 
compliance  function  independently 
of  nondeposit  investment  product 
sales  and  management  activities. 

Section  413  of  the  Comptroller's 
Handbook  advises  national  bank 
examiners  that  "[e]ach  bank's 
[nondeposit  investment  product] 
sales  prograim  is  different,  and 
one  set  of  rules  may  not  cover 
all  circumstances  or  provide  all 
customers  with  the  necessary 
level  of  protection." 
Accordingly,  the  examiners  are 
instructed  to  consider  overall 
setting  and  circumstances  to 
determine  whether  elements 
combine  to  mislead  or  avoid 
misleading  customers.  (See  OCC 
Bulletin  94-13  at  5) 


1.   Surveillance 

a.  Detailed  trading  records  are 
required. 

Commission  Rule  17a- 3  requires 
broker-dealers  to  maintain  a 
memorandum  of  each  order,  or 
other  instruction,  given  or 
received  for  the  purchase  or  sale 
of  securities,  whether  executed 
or  unexecuted.  These  memoranda 
of  orders,  or  trade  tickets,  are 
required  to  show  the  terms  and 
conditions  of  the  order  or 
instructions  and  any  modification 
or  cancellation  thereof.  SROs, 
in  turn,  require  members  to 
report  this  information  for  each 
transaction  made  by  it  as 
promptly  as  possible.  Trade 
information  that  is  disseminated 
to  the  public  is  usually  required 
to  be  reported  within  ninety 
seconds  while  the  information 
used  to  settle  the  respective 


1 .   Surveillance 

Banks  are  required  to  keep 
certain  records  and  furnish 
confirmations  to  customers  in 
connection  with  securities 
transactions  effected  for 
customers  (See  I.H.  1  and  2, 
above) ;  these  records  are  subject 
to  review  by  bank  examiners. 
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obligations  of  the  parties  is 
usually  required  to  be  reported 
by  the  close  of  business  on  the 
day  that  the  trade  is  made.  The 
SROs  compile  all  of  the  reported 
trade  information  for  regulatory 
purposes.  Rule  17a- 1  requires 
SROs  to  maintain  all  information 
collected  in  the  course  of  their 
business  and  the  conduct  of  their 
self -regulatory  activity. 

2.   SRO  Surveillance  Systems 

Section  6(b)(1)  of  the  Exchange 
Act  requires  each  Exchange,  as  a 
condition  of  registration,  to 
comply  and  enforce  compliance  by 
its  members  with  the  federal 
securities  laws  and  the  rules  of 
the  Exchange.  The  SROs  have 
developed  sophisticated 
electronic  systems  that  detect 
possible  instances  of  non- 
compliance. These  systems 
usually  analyze  the  trade 
information  reported  by  members 
on  a  next -day  basis  although  many 
sROs  have  developed  systems  that 
monitor  and  detect  potentially 
wrongful  conduct  on  a  real-time 
basis.  After  detecting 
potentially  wrongful  conduct, 
SROs  are  required  to  investigate 
and,  in  appropriate  cases, 
discipline  members.  SROs  obtain 
additional  investigative 
information  directly  from 
members.  SROs  have  formed  the 
Intermar)cet  Surveillance  Group 
("ISG"),  composed  of  senior 
market  surveillance  officers  from 
each  SRO,  to  address  information 
sharing  needs  and  investigative 
techniques  required  for 
surveillance  of  intermar)cet 
trading  activity.  The  ISG  has 
developed  the  electronic 
bluesheet  system  to  standardize, 
and  ma)ce  more  efficient,  the 
collection  of  additional  customer 
information  for  broker-dealers. 
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3 .  Commission  Oversight 

Surveillance  of  the  securities 
markets  is  the  primary 
responsibility  of  the  SROs.  The 
Commission  oversees  SRO 
compliance  with  Section  6(b)(1) 
of  the  Exchange  Act  and  in  cases 
where  the  potential  wrongdoer  is 
not  a  member  of  a  SRO,  the  matter 
is  referred  to  the  Commission. 

4.  NYSE  Rule  BOA  and  Program 
Trading 

NYSE  Rule  80A  defines  the  term 
"prograim  trading."  It  also 
establishes  limitations  on  the 
entry  of  prograiti  trades  after  the 
Dow  Jones  Industrial  Average 
moves  50  points,  in  either 
direction,  from  the  previous 
day's  close.  The  Rule  is 
designed  to  limit  the  most  de- 
stabilizing form  of  index 
arbitrage  during  a  market  swing. 
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Federal  SecurltteB  Laws 


Federal  Banlclnq  Laws 


The  Investment  Advisers  Act  of 
1940  ("lAA")  and  the  rules 
thereunder  establish  a  regulatory 
scheme  for  registering  investment 
advisers  and  regulating  their 
activities.  In  particular,  the 
lAA  provides  for  a  regulatory 
scheme  that  includes: 
registration  with  the  Commission; 
customer  disclosures;  fiduciary 
duties,  including  specialized 
antifraud  rules;  and 
recordkeeping  requirements.  In 
addition,  the  Investment  Company 
Act  of  1940  (the  "1940  Act")  and 
the  rules  thereunder,  which 
regulate  investment  companies, 
establish  a  limited  regulatory 
scheme  for  investment  advisers  to 
mutual  funds . 

The  regulatory  scheme  under  the 
federal  securities  laws  for 
investment  advisers  is  grounded 
in  principles  of  protecting 
advisory  clients.  The  scheme 
includes  the  following  major 
components : 


II. 


IKVESTMENT  ADVISERS 


Federal  banking  laws  and 
regulations  do  not  establish  a 
uniform  regulatory  scheme  for 
banks  engaged  in  investment 
advisory  activities.  Banks  and 
bank  holding  companies  engage  in 
a  variety  of  investment  advisory 
activities.  While  banks  have 
traditionally  provided  investment 
advice  pursuant  to  their  trust 
powers,  they  now  also  provide 
individualized  investment  advice 
as  well  as  generalized 
recommendations,  financial 
information,  and  economic 
analyses.  Some,  but  not  all, 
bank  investment  advisers  are 
subject  to  a  regulatory  scheme 
that  includes:  notice  to  the 
appropriate  regulator  of  intent 
to  engage  in  investment  advisory 
activities,  customer  disclosures, 
fiduciary  standards,  and 
recordkeeping  requirements. 

The  regulatory  scheme  under 
federal  banking  laws  for  banks 
engaged  in  investment  advisory 
activities  is  grounded  in 
concepts  of  depositor  protection 
and  preservation  of  the  safety 
and  soundness  of  the  banking 
system.  The  scheme  includes  the 
following  major  components: 

II.   BANX  INVESTMENT  ADVISERS 


A. 


REGISTRATION 


REGISTRATION 


e  Federal  securities  law 
requires  investment  advisers  to 
register  with  the  Commission. 

Section  203  of  the  lAA  makes  it 
unlawful  for  any  investment 
adviser  (as  defined  in  the  lAA) , 
unless  registered  with  the 
Commission,  to  make  use  of  the 
mails  or  any  means  or 
instrumentality  of  interstate 
commerce  in  connection  with  his 


•  Under  federal  banking  law, 
banks  do  not  have  to  register  as 
investment  advisers.  However, 
banks  do  have  to  provide  general 
notice  to  the  appropriate  federal 
bjuiklng  regulator  regarding  their 
Investment  advisory  activities. 

National  banks  engaging  in 
investment  advisory  activities 
are  required  to  file  an 
application  with  the  Comptroller 
of  the  Currency.  (12  C.F.R.  § 
9.2)   In  addition  to  a  request  to 
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or  its  business  as  an  investment 
adviser. 

Registration  with  the  Commission 
is  accomplished  by  filing  a  Form 
ADV  and  paying  a  $  150 
registration  fee.  (lAA  Rules 
203-1  and  203-3)  Investment 
advisers  are  required  to  make 
certain  disclosures  in  the  Form 
ADV,  described  below. 


exercise  fiduciary  powers,  the 
application  must  include:  (i)  an 
opinion  of  bank  counsel  that  the 
proposed  activities  are  not  in 
contravention  of  state  or  local 
law,  (ii)  a  statement  that  the 
capital  and  surplus  of  the  bank 
are  not  less  than  the  capital  and 
surplus  required  by  state  law  of 
state  banks,  trust  companies,  and 
other  corporations  exercising 
fiduciary  powers,  and  (iii) 
sufficient  biographical 
information  on  proposed  trust 
management  to  enaUDle  the 
Comptroller  to  assess  their 
qualifications.  (12  C.F.R.  § 
5.26(e)) 

Insured  nonmember  banks  must 
provide  written  notice  to  the 
FDIC  prior  to  acquiring  or 
establishing  a  subsidiary  than 
acts  as  an  investment  adviser  to 
any  investment  company.  (Such  a 
subsidiary  would  be  regulated 
under  the  lAA. )  (12  C.F.R.  § 
337.4(d)(2))  The  FDIC  requires 
state  nonmember  banks  to  submit 
applications  for  FDIC  approval  to 
exercise  trust  powers.  (12  C.F.R. 
Part  333) 

Regulations  adopted  by  the 
Federal  Reserve  Board  permit  bank 
holding  companies  and  their 
subsidiaries  to  act  as  investment 
advisers.  (12  C.F.R.  §  225.25)  A 
notice  or  application  must  be 
submitted  prior  to  engaging  dg 
novo  in  such  activities  or 
acquiring  a  company  engaged  in 
such  activities.  (12  C.F.R.  § 
225.23)  State  member  banks  may 
not  provide  fiduciary  services  to 
customers  without  the  express 
permission  of  the  Federal 
Reserve.   (F.R.R.S.  3-428) 


B. 


CUSTOMER  DISCLOSURES 


•  Investment  advisers  must 
disclose  certain  infomation  to 
both  the  Commission  and  States 


B, 


CUSTOMER  DISCLOSURES 


•  Federal  banking  regulations 
require  banks  and  bank  holding 
cosq>anies  acting  as   investment 


957 


and  to  their  customers,  and 
subsequently  are  recjulred  to  take 
additional  steps  to  keep  their 
registrations  in  good  standing. 

Part  I  of  the  Form  ADV  is 
primarily  for  the  use  of  the 
Commission  and  the  States,  and 
requires  advisers  to  disclose 
such  information  as:  (i)  who 
controls  the  adviser  and  how  the 
adviser's  operations  are 
financed,  (ii)  the  adviser's 
trade  name,  (iii)  how  the  adviser 
will  maintain  custody  of  client 
assets,  (iv)  whether  the  adviser 
has  been  subject  to  disciplinary 
action  by  federal  and  state 
regulators,  and  (v)  whether  the 
adviser  holds  itself  out  as  a 
financial  planner  and,  if  it 
does,  the  number  of  those  clients 
and  the  size  of  their 
investments. 

Part  II  of  the  Form  ADV,  which, 
when  given  to  a  client,  satisfies 
the  lAA's  "brochure  rule"  (Rule 
204-3),  is  primarily  for  clients' 
use  and  requires  advisers  to 
disclose  such  information  as:  (i) 
whether  the  adviser  calls  any  of 
its  services  "financial 
planning,"  (ii)  a  discussion  of 
the  types  of  advisory  services 
the  adviser  provides  and  the 
advisory  fees  it  charges,  (iii) 
types  of  securities  about  which 
the  adviser  provides  advice,  (iv) 
the  methods  of  security  analysis 
the  adviser  uses,  (v)  the 
adviser's  affiliations  with  other 
securities  professionals,  (vi) 
whether  the  adviser  effects 
securities  transactions,  as 
broJcer  or  as  principal,  for 
advisory  clients,  (vi)  whether 
the  adviser  has  bro)cerage  or 
investment  discretion  on  behalf 
of  clients,  and  (vii)  a 
description  of  the  education  and 
business  bacJtground  of  the 
adviser. 


advisers  to  make  certain 
disclosures  to  bank  investment 
advisory  customers. 

Banks  that  exercise  investment 
discretion  with  respect  to  a 
particular  account  must  make 
certain  periodic  disclosures  to 
their  customers  regarding 
investment  activity  in  those 
accounts.  The  bank  must  mail  or 
otherwise  furnish  to  each 
customer  at  least  once  every 
three  months  an  itemized 
statement  specifying  the  funds 
and  securities  in  the  custody  or 
possession  of  the  bank  at  the  end 
of  such  period  and  all  debits, 
credits  and  transactions  in  the 
customer's  account  during  such 
period.  (12  C.F.R.  §  12.5(c) 
(OCC) ;  12  C.F.R.  §  344.1  et  seq. 
(FDIC);  12  C.F.R 
§208.8 (k)  (4)  (iii)  (Federal 
Reserve  Board) 

Bank  holding  companies  and 
subsidiaries  and/or  affiliates  of 
insured  nonmember  banks  must 
advise  customers  in  writing  that 
securities  recommended,  offered 
or  sold  by  them  are  not  FDIC 
insured  deposits,  and  are  not 
deposits,  obligations  of,  or 
endorsed  or  guaranteed  in  any  way 
by,  any  bank,  unless  that  happens 
to  be  the  case.  Bank  holding 
companies  and  their  nonbank 
subsidiaries  also  are  required  to 
disclose  in  writing  to  the 
customer  the  role  of  the  company 
or  affiliate  as  adviser  to  the 
investment  company.  (12  C.F.R.  § 
225.125(h);  12  C.F.R.  § 
225.25(b)  (15)  (ii)  (A)  (Federal 
Reserve  Board);  12  C.F.R.  § 
337.4(h) (2)  (FDIC) ) 

In  addition,  the  disclosure 
provisions  of  the  Interagency 
Statement  (See  I.J.  above)  apply. 
The  Interagency  Statement  also 
states  that  a  bank  should 
disclose   advisory   or   other 
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The  information  required  by 
Part  II  of  Form  ADV  must  be 
delivered  to  a  client  or 
prospective  client  at  least  48 
hours  prior  to  entering  into  an 
investment  advisory  contract, 
unless  the  client  retains  the 
right  to  terminate  the  contract 
within  a  certain  time.  (lAA  Rule 
204-3(b) ) 


material  relationships  between 
the  bank  or  its  affiliate  and 
investment  companies  whose  shares 
are  sold  by  the  beink. 


lAA  Rule  204-1  requires 
"registered  advisers  to  fulfill 
certain  requirements  in  order  to 
keep  their  registrations  in  good 
standing,  such  as  amending  the 
Form  ADV  in  a  timely  manner  if 
circumstances  change  and  filing 
annual  reports  on  Form  ADV-S  with 
the  Commission. 

In  addition,  registered  advisers 
have  a  duty  to  disclose  to  their 
clients  precarious  financial 
conditions  and  prior  material 
legal  or  disciplinary  actions. 
(lAA  Rule  206  (4) -4) 

Registered  advisers  may  also  be 
required  to  comply  with  certain 
disclosure  requirements  under  the 
Securities  Exchange  Act  of  1934. 


FIDUCIARY  DUTIES 


FIDUCIARY  DUTIES 


•  Registered  investment  advisers 
are  subject  to  certain  fiduciary 
standards. 

Registered  advisers  are  subject 
to  a  fiduciary  duty  intended  to 
eliminate  or  expose  conflicts  of 
interest  and  prevent  advisers 
from  overreaching  or  taking 
unfair  advantage  of  a  client's 
trust.   Court  cases  (See,  e.g.. 

Securities and    Exchange 

Commission  v.  Capital  Gains 
Research  Bureau.  Inc..  375  U.S. 
180  (1963))  and  Commission 
releases  (See.  e.g. .  In  the 
Matter  of  Alfred  C.  Rizzo. 
Investment  Advisers  Act  Rel .  No. 
897    (Jan.-  1,    1984))    have 


•  Under  federal  bzmklcg  law, 
beuiks  acting  as  Investment 
advisers  are  subject  to  certain 
fiduciary  standards. 

Regulations  governing  national 
banks  require  them  to  adopt 
certain  procedures  to  administer 
their  fiduciary  powers.  Among 
other  things,  they  must:  (i)  at 
least  once  during  every  calendar 
year,  and  within  15  months  of  the 
last  review,  review  all  the 
assets  held  in  or  for  each 
fiduciary  account  to  determine 
the  advisability  of  retaining  or 
disposing  of  the  assets;  (ii) 
have  their  trust  department 
officers  and  employees  bonded; 
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articulated  key  elements  of  a 
registered  investment  adviser's 
fiduciary  duty  as:  (i)  best 
execution,  (ii)  suitability,  and 
(iii)  utmost  and  exclusive 
loyalty  to  the  client. 

In  addition,  the  fiduciary  duty 
is  embodied  in  lAA  provisions  and 
Commission  rules.  These 
provisions  and  rules  govern  the 
types  of  fees  that  advisers  can 
charge,  their  aibility  to  engage 
in  principal  and  agency  cross 
transactions  with  clients,  and 
advertising  and  solicitation 
practices.  (See  lAA  Sections 
205(a)(1)  'and  206(3),  Rules 
206 (4) -1  and  206(4) -3)  These  and 
other  provisions  related  to  an 
adviser's  fiduciary  duty  are 
described  more  particularly 
below. 


(iii)  designate,  employ  or  retain 
legal  counsel  to  pass  upon 
fiduciary  matters;  and  (iv)  adopt 
written  policies  and  procedures 
designed  to  ensure  that  the 
federal  securities  laws  are 
coitplied  with  in  connection  with 
any  decision  or  recommendation  to 
purchase  or  sell  any  security. 

(12  C.F.R.  §  9.7(b)  - (d) ) 

The  fiduciary  activities  section 
of  the  Comptroller's  HandbooJc  for 
Compliance  focuses  on  compliance 
in  the  areas  of  conflicts  of 
interest  and  investments. 

In  addition,  OCC  regulations 
prohibit  self -dealing  in  the 
ban)cs'  investment  advisory 
activities  with  regard  to  funds 
and  property  held  in  a  fiduciary 
capacity.  (12  C.F.R.  §  9.12(a)- 
(c)) 


Insured  nonmember  banks  which 
have  subsidiaries  or  affiliates 
that  act  as  investment  adviser  to 
any  investment  company  may  not 
engage  in  a  number  of  enumerated 
activities  with  such  subsidiaries 
or  affiliates  or  with  such 
investment  company.  (12  C.F.R.  § 
337.4(e) ) 


Bank  holding  companies  and  their 
bank  and  nonbank  subsidiaries 
should  observe  the  standards  of 
care  and  conduct  applicable  to 
fiduciaries  when  providing 
portfolio  investment  advice,  and, 
to  prevent  conflicts  of  interest, 
bank  holding  companies  and  their 
bank  and  nonbank  subsidiaries 
should  refrain  from  engaging  in 
certain  enumerated  activities 
with  any  investment  company  for 
which  it  provides  investment 
advice.  (12  C.F.R.  §  225.25(b)(4) 
at  n.  1,  12  C.F.R.  §  225.125(g)- 
(h)) 
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1.  Compensation 

•  The  lAA  prohibits  registered 
advisers  fron  collecting 
"perfomance  fees"  based  on  the 
success  o<  their  investment 
advice,  with  certain  exceptions. 

Section  205(a)(1)  of  the  lAA 
prohibits  a  compensation 
arrangement  )cnown  as  a 
"performance  fee"  (compensation 
based  on  a  percentage  of  the 
capital  appreciation  in  a 
client's  account),  except  for 
fees  that  increase  and  decrease 
proportionately  with  the  client's 
investment  performance  in 
relation  to  an  appropriate  index, 
and  except  for  fees  in  certain 
cases  involving  persons  and 
entities  with  significant  assets. 

2 .  Agency   Cross   and   Principal 
Transactions 

e  Registered  advisers  are 
prohibited  from  acting  as  broker 
or  principal  in  buying  or  selling 
securities  from  a  client. 

lAA  Section  206(3)  ma)ces  it 
unlawful  for  an  adviser,  in 
certain  cases,  to  act  as  broJcer 
for  both  a  client  and  the  person 
on  the  other  side  of  the  client's 
transaction,  or  to  act  as 
principal  in  buying  from  or 
selling  securities  to  a  client. 


1.    Compensation 

•  Federal  banking  law  generally 
does  not  put  limits  on  the  kinds 
of  fees  bank  advisers  may  charge. 

However,  while  national  ban)cs  may 
charge  a  fee  for  management  of  a 
collective  investment  fund,  the 
fractional  part  of  such  fee 
proportionate  to  the  interest  of 
each  participant  must  not,  when 
added  to  any  other  compensations 
charged  by  a  bank  to  a 
participant,  exceed  the  total 
amount  of  compensations  which 
would  have  been  charged  to  said 
participant  if  no  assets  of  said 
participant  had  been  invested  in 
participations  in  the  fund.  (12 
C.F.R.  §  9.18(b) (12) ) 


2 .    Agency  Cross  and  Principal 
Transactions 

e  Federal  banking  law  does  not 
ea^ressly  prohibit  bank  advisers 
from  acting  as  broker  or 
principal  in  buying  or  selling 
securities  from  a  client. 
However,  general  principles  of 
fiduciary  law  require  bank 
fiduciaries  to  maintain  undivided 
loyalty  to  the  client  and  to 
avoid  conflicts  of  interest. 
Moreover,  banking  regulations 
contain  some  guidelines  regarding 
transactions  to  avoid  so  as  to 
generally  prevent  conflicts  of 
interest. 

For  example,  as  noted  above, 
insured  nonmember  banks  which 
have  subsidiaries  or  affiliates 
that  act  as  investment  adviser  to 
any  investment  company  may  not 
engage  in  certain  enumerated 
activities  with  such  subsidiaries 
or  affiliates  or  with  such 
investment  company.  (12  C.F.R.  S 
337.4(e))  Similarly,  to  prevent 
conflicts   of   interest,   bamk 
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holding  companies  and  their  bank 
and  nonbank  subsidiaries  should 
refrain  from  engaging  in  certain 
enumerated  activities  with  any 
investment  company  for  which  they 
are  providing  investment  advice. 
(12  C.F.R.  §§  225.25(b) (15) , 
225.125(g)  - (h) )  State  member 
banks  must  establish  written 
policies  and  procedures  for  the 
crossing  of  buy  and  sell  orders 
on  a  fair  and  equitable  basis. 
(12  C.F.R.  §  208.8(k) (5) (iii) ) 


3 .  Antifraud  Provision 

•  The  lAA  imposes  certain 
antifraud  requirements  on 
registered  advisers. 

Section  206  of  the  lAA  makes  it 
unlawful  for  any  registered 
investment  adviser  using  the 
mails  or  interstate  commerce  to 
defraud,  deceive,  or  manipulate 
any  client  or  prospective  client, 
and  subsection  (4)  of  section  206 
gives  the  Commission  authority, 
by  rule  or  regulation,  to  define 
and  prescribe  those  acts  or 
business  practices  which  are 
fraudulent,  deceptive,  or 
manipulative.  The  Commission  has 
adopted  four  rules  pursuant  to 
this  authority: 

a.   Advertising 

•  Registered  investment  advisers 
are  prohibited  from  engaging  in 
false  advertising. 

Rule  206 (4) -1  proscribes  various 
advertising  practices  as 
fraudulent,  deceptive,  or 
manipulative  within  the  meaning 
of  section  206 (4) . 


3 .   Antifraud  Provision 

•  The  federal  banking  statutes 
do  not  include  provisions 
expressly  prohibiting  fraud  in 
connection  with  bank  investment 
advisory  activities.  However, 
banks  and  bank  employees  who 
provide  investment  advice  are 
stibject  to  the  antifraud 
provisions  of  the  Exchange  Act 
(Section  10(b)  and  Rule  10b- 5 
tberexinder)  .  (See  additional 
discussion  of  this  issue,  supra . 
at  I.e.) 


a.   Advertising 

•  Federal  banking  regulations 
contain  only  limited  restraints 
on  the  kinds  of  advertising 
permitted  for  banks  engaging  in 
Investment  advisory  activities. 

National  banks  are  prohibited 
from  advertising  common  trust 
funds,  with  limited  exceptions. 
(12  C.F.R.  §  9.18(b)  (5)  (v)  ) 


FDIC  regulations  prohibit  any 
subsidiary  or  affiliate  of  an 
insured  nonmember  bank  that  is 
engaged  in  securities  activities 
that  are  not  permissible  for  the 
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b.    Custody  of  Client  Assets 

•  Registered  advisers  who  have 
custody  of  the  funds  or 
securities  of  their  clients  are 
subject  to  heightened 
requirements  with  respect  to 
steps  they  must  take  to  ensure 
the  safety  of  the  funds  or 
securities,  and  disclosures  they 
must  make. 

Rule  206(4) -2  requires  that 
registered  advisers  who  have 
custody  or  possession  of  the 
funds  or  securities  of  their 
clients  take  certain  steps  to 
ensure  the  safety  of  such  funds 
or  securities,  such  as, 
segregating  and  marking  all 
securities  of  each  client, 
maintaining  a  separate  account 
for  each  client  with  records  for 
each  such  account,  and  sending 
quarterly  statements  to  each 
client. 


bank  itself  from  (i)  sharing  the 
same  or  a  similar  name  or  logo 
with  the  bank,  (ii)  conducting 
business  in  the  same  location  as 
the  bank,  (iii)  advertising  or 
promoting  particular  securities, 
and  (iv)  placing  "stuffers"  in 
communications  with  bank 
customers  unless  certain 
disclosure  requirements  are  met. 
(12  C.F.R.  §  337.4(h))  The 
disclosures  are  designed  to 
apprise  customers  that  securities 
recommended,  offered  or  sold  are 
not  insured  deposits  or 
obligations  of  the  bank. 

b.    Custody  of  Assets 

•  Bank  Investment  advisers  with 
custody  of  client  funds  or 
securities  are  not  subject  to 
uniform  requirements  with  respect 
to  steps  they  must  take  to  ensure 
the  safety  of  the  funds  or 
securities,  or  disclosures  they 
must  make. 

It  is  noted,  however,  that 
national  banks  exercising 
fiduciary  powers  are  required  to 
keep  the  assets  over  which  they 
exercise  fiduciary  powers 
separate  from  the  assets  of  the 
bank.  Each  of  the  fiduciary 
assets  must  be  placed  in  the 
joint  custody  or  control  of  at 
least  two  bank  officers  or 
employees  designated  for  that 
purpose  by  the  bank's  board  of 
directors  or  by  one  or  more 
officers  designated  by  the  board. 
All  such  officers  and  employees 
must  be  adequately  bonded.  The 
assets  of  each  account  must  be 
either:  (i)  kept  separate  from 
those  of  all  other  accounts,  or 
(ii)  adequately  identified  as  the 
property  of  the  relevant  account . 
(12  C.F.R.  S  9.13;  see  also 
"Statement  of  Principles  of  Trust 
Department  Management,"  FDIC 
Trust  Examination  Manual;  Federal 
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c .    Solicitations 

•  Registered  advisers  must 
comply  with  certain  requirements 
when  paying  someone  to  solicit 
business. 


Reserve  Board  Trust  Examination 
Manual .  ch.2) 

c .    Solicitations 

•  Federal  banking  regulations  do 
not  contain  provisions  for  bsuik 
advisers  that  pay  someone  to 
solicit  business. 


Rule  206  (4) -3  prohibits  an 
adviser  from  paying  a  cash  fee  to 
one  who  solicits  clients  unless 
certain  requirements  are  met. 

d.    Financial  and  Disciplinary 
Disclosures 

•  As  noted  above,  registered 
advisers  have  a  duty  to  disclose 
to  their  clients  precarious 
financial  conditions  and  prior 
disciplinary  actions. 

Rule  206  (4) -4  imposes  a 
fiduciary  duty  on  registered 
advisers  to  disclose  to  clients 
precarious  financial  conditions 
of  the  adviser  and  prior  material 
legal  or  disciplinary  events. 

4 .  Duty  to  Supervise 

•  Registered  advisers  have  a 
duty  to  supervise. 

Section  203(e)(5)  of  the  lAA 
imposes  on  registered  advisers  a 
duty  to  supervise  and 
responsibility  for  persons  acting 
on  their  behalf. 
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Disclosures 

•    Under  federal  banking  law, 

bank   advisers   do  not   have   a 

specific   duty   to  disclose   to 

their    customers  precarious 
financial   conditions   or   prior 

material   legal  or  disciplinary 
actions. 


4  .    Duty  to  Supervise 

•  Federal  banking  lav  does  not 
ln^ose  on  bank  advisers  an 
express  duty  to  supervise  or 
responsibility  for  persons  acting 
on  their  behalf.  (See  additional 
discussion  of  this  issue 
generally,  supra .  under  I.E.) 


5.  Chinese  Walls 

•  Registered  advisers  are 
required  to  maintain  and  enforce 
written  policies  and  procedures 
reasonably  designed  to  prevent 
the  misuse  of  material,  nonpublic 
information  by  the  advisers  or 
their  associated  persons. 

Section  204A  of  the  lAA  requires 
registered  investment  advisers  to 


5.    Chinese  Walls 

•  National  baoiks  are  required  to 
adopt  written  policies  and 
procedures  to  prevent  the  misuse 
of  material  inside  information  by 
their  trust  departments. 

National  banks  exercising 
fiduciary  powers  are  required  to 
adopt  written  policies  and 
procedures  to  ensure  that  their 
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establish,  maintain,  and  enforce 
written  policies  and  procedures 
reasonably  designed  to  prevent 
the  misuse  in  violation  of  the 
lAA  or  the  Exchange  Act  of 
material,  nonpublic  information 
by  the  investment  adviser  or  any 
associated  persons. 


D.   RECORDKEEPING  REQUIREMENTS 

•  Registered  investment  advisers 
are  required  to  maintain  certain 
kinds  of  books  and  records 
respecting  their  investment 
advisory  activities. 

Rule  204-2  of  the  lAA  generally 
requires  an  adviser  to  maintain 
two  types  of  books  and  records, 
all  of  which  must  be  maintained 
and  preserved  in  an  easily 
accessible  place  for  a  period  of 
not  less  than  five  years.  First, 
the  adviser  is  required  to  keep 
certain  accounting  records  that 
any  business  would  normally  keep, 
such  as:  (i)  all  check  books, 
bank  statements  and  cancelled 
checks,  (ii)  all  written 
agreements  entered  into  by  the 
adviser  with  any  client  or 
otherwise  relating  to  the 
business  of  the  adviser,  (iii) 
all  bills  or  statements  relating 
to  the  adviser's  business,  and 
(iv)  all  trial  balances, 
financial  statements  and  internal 
audit  working  papers  relating  to 
the  adviser's  business. 

Second,  registered  advisers  are 
required  to  keep  certain  records 
the  Commission  believes  are 
necessary  in  light  of  the 
adviser's  fiduciary  '  duty,  such 
as:  (i)  a  record  of  the  personal 
securities  transactions  of  the 
adviser  and  its  employees,  (ii)  a 
memorandiam  of  each  order  given  by 
the  adviser"  for  the  purchase  or 


trust  departments  will  not  use 
material  inside  information  in 
connection  with  any  decision  or 
recommendation  to  purchase  or 
sell  any  security.  (12  C.F.R.  § 
9.7(d);  see  also  FDIC  Trust 
Examination  Manual;  Federal 
Reserve  Board  Policy  Statement 

Concerning    Use of Inside 

Information  (Mar.  17,  1978)  and 
Trust  Examination  Manual  at  15) 

D.    RECORDKEEPING  REQUIREKENTS 

•  Federal  banking  law  does  not 
generally  require  bank  investment 
advisers  to  keep  particular 
records  respecting  their 
Investment  advisory  activities. 

It  is  noted,  however,  that 
national  banks  exercising 
fiduciary  powers  are  required  to 
keep  their  fiduciary  records 
separate  and  distinct  from  other 
records  of  the  bank.  All 
fiduciary  records  shall  be  kept 
and  retained  for  such  time  as  to 
enable  the  bank  to  furnish  such 
information  or  reports  with  the 
Comptroller.  The  fiduciary 
records  must  contain  full 
information  relative  to  each 
account.  Also,  national  banks 
exercising  fiduciary  powers  are 
required  to  keep  an  adequate 
record  of  all  pending  litigation 
to  which  it  is  a  party  in 
connection  with  its  exercise  of 
fiduciary  powers.  For  purposes 
of  examination  by  the 
Comptroller,  a  national  bank 
shall  retain  the  records  required 
for  a  period  of  three  years  from 
the  later  of  the  termination  of 
the  fiduciary  account 
relationship  to  which  the  records 
relate  or  of  litigation  relating 
to  such  account,  unless 
applicable  law  specifically 
prescribes  a  different  period. 
(12  C.F.R.  §  9.8) 
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sale  of  any  security  and  any 
instruction  from  the  client 
concerning  such  purchase  or  sale, 
(iii)  the  originals  of  all 
written  communications  received 
and  copies  of  all  written 
communications  sent  by  the 
adviser  relating  to 
recommendations  made  or  advice 
given,  any  receipt,  disbursement 
or  delivery  of  funds  or 
securities,  or  the  placing  or 
executing  of  any  order  to 
purchase  or  sell  any  security, 
(iv)  copies  of  all  circulars, 
advertisements,  newspaper 
articles,  etc.,  sent  to  ten  or 
more  persons,  (v)  a  list  of  all 
accounts  that  the  investment 
adviser  has  discretionary 
authority  over,  (vi)  a  copy  of 
each  written  statement  given  to 
any  client  in  compliance  with  the 
brochure  rule,  (vii)  copies  of 
clients'  acknowledgement  of 
receipt  of  the  disclosure 
required  by  Rule  206(4) -3, 
regarding  the  adviser's  payment 
of  fees  for  solicitation  of 
clients,  and  (viii)  all  records 
necessary  to  form  the  basis  for 
performance  information  in 
advertisements . 


[In  addition,  as  noted  above, 
banks  that  effect  transactions  in 
securities  for  customers  in 
conjunction  with  investment 
advisory  services  are  subject  to 
recordkeeping  requirements.  (12 
C.F.R.  §§  12.6,  208. 8(k), 
344.6(d)] 


In  addition,  registered  advisers 
who  have  custody  or  possession  of 
securities  or  funds  of  any  client 
must  keep  additional  records 
regarding  that  activity  (Rule 
204-2  (b) )  . 


E. 


EXAMINATIONS 


E. 


EXAMINATIONS 


•  Registered  investment  advisers 
are  subject  to  both  routine  and 
cause  inspections  of  their 
investment  advisory  activities. 

The  Commission's  exeiminations 
focus  on  ensuring  compliance  with 
the  various  lAA  requirements  as 
to  recordkeeping,  reporting, 
advertising,  conflicts  of 
interest,  and  other  matters,  and 


•  Although  bank  fiduciary 
activities  are  subject  to 
examinations  by  the  federal  bank 
regulators,  bank  Investment 
advisory  activities  with  respect 
to  advising  a  registered 
Investment  company  are  not 
subject  to  the  same  kinds  of 
examinations  that  registered 
Investment  advisers  are  subject 
to.  For  exan^le,  a  bank  adviser 
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to  determine  if  advisers  are 
acting  in  accordance  with  the 
disclosures  and  representations 
made  to  clients.  An  adviser  may 
receive  a  "deficiency  letter"  or 
an  enforcement  proceeding  may  be 
commenced  as  a  result  of 
deficiencies  found  during  an 
inspection. 


to  a  mutual  fund  is  not  subject 
to  an  examination  that  focuses  on 
the  evaluation  of  potential 
conflicts  of  interest  between  the 
adviser  and  the  investment 
company.  Bank  examinations' 
primary  focus  is  on  whether  the 
overall  financial  condition  of 
the  bank  is  safe  and  sound.  (For 
additional  discussion  of  bank 
examination  procedures  generally, 
see  prior  discussion,  supra .  at 
I.K.) 


A  national  bank's  trust 
department  must  be  audited  at 
least  once  during  each  calendar 
year,  and  within  15  months  of  the 
last  such  audit,  by  a  committee 
of  directors,  or  by  auditors 
responsible  only  to  the  board  of 
directors.  The  audit  must 
ascertain  whether  the  department 
has  been  administered  in 
accordance  with  law,  the  OCC's 
regulations  pertaining  to 
fiduciary  powers  of  national 
banks,  and  sound  fiduciary 
principles.  A  report  of  the 
audit  must  be  noted  in  the 
minutes  of  the  board  of 
directors.  (12  C.F.R.  §  9.9;  see 
also  FDIC  Trust  Examination 
Manual ) 

As  part  of  each  examination,  the 
Comptroller  must  examine  the 
investments  held  by  such  bank  as 
fiduciary,  including  collective 
investments,  in  order  to 
determine  whether  such 
investments  are  in  accordance 
with  law,  this  regulation,  and 
sound  fiduciary  principles.  (12 
C.F.R.  §  9.11) 


F. 


ENFORCEMENT  ACTIONS 


•  The  Commission  may  bring  a 
civil  injunctive  action  against 
any  person  for  violations  of  the 
lAA  or  any  regulation  thereunder. 
The  Commission  may  bring  an 
administrative  proceeding  against 


F.    ENFORCEMENT  ACTIONS 

•  The  federal  banking  regulators 
may  bring  administrative 
proceedings  against  banks  and 
bank-related  parties  for  engaging 
in  unsafe  and  unsound  practices 
or    violations     of     laws. 


967 


54 


any  investment  adviser  and  Its 
associated  persons  for  violations 
of  the  federal  securities  laws 
and  regulations  thereunder,  and 
for  committing  certain  acts 
enumerated  In  the  lAA.  The 
Commission  may  see)c  money 
penalties  in  both  the  civil  and 
administrative  context,  and  may 
impose  both  teiiq>orary  and 
permanent  cease-and-desist 
administrative  orders. 

1.  Civil  Actions 

Section  209(d)  of  the  lAA 
authorizes  the  Commission  to 
bring  civil  injunctive  actions 
against  persons  who  have  engaged, 
are  engaging,  or  are  about  to 
engage  in  a  violation  of  any  of 
the  provisions  of  the  lAA  or  the 
rule?  thereunder.  The  Commission 
is  also  empowered  under  Section 
209(d)  to  bring  an  action  against 
persons  who  have  aided  or  abetted 
the  violation  of  any  provision  of 
the  lAA.  Section  209(e) 
authorizes  the  Commission  to  seek 
money  penalties  in  such  actions. 

2.  Administrative  Proceedings 

In  administrative  proceedings, 
Sections  203(e)  and  (f)  of  the 
lAA  authorize  the  Commission  to: 
(i)  censure,  (ii)  place 
limitations  on  the  activities, 
functions,  or  operations  of,  or 
(iii)  suspend  for  a  period  not 
exceeding  twelve  months,  any 
investment  adviser  or  person 
associated  with  or  seeking  to 
become  associated  with  an 
investment  adviser  if  it  finds, 
on  the  record  after  notice  and 
opportunity  for  hearing,  that  one 
of  the  above  sanctions  is  in  the 
public  interest  and  that  such 
adviser  or  person  associated  with 
or  seeking  to  become  associated 
with  an  investment  adviser  has 
committed  (or,  in  some  cases, 
omitted)  one  of  a  number  of  acts 


regulations  or  supervisory 
agreements .  The  banking 
regulators  may  seek  civil  money 
penalties,  and  may  is^ose  both 
te]if>orary  and  permanent  cease- 
and-desist  orders. 

The  federal  banking  regulators 
have  authority  under  12  U.S.C.  § 
1818  to  bring  administrative 
proceedings  against  banks  and 
bank- related  parties  for  unsafe 
and  unsound  practices  that  pose  a 
financial  threat  to  a  bank,  or 
for  violations  of  laws, 
regulations,  or  supervisory 
agreements.  (For  additional 
discussion  of  banks'  enforcement 
authority,  see  discussion,  supra. 
at  I.F.)  Banks  are  also  subject 
to  Commission  enforcement  actions 
for  aiding  or  abetting  violations 
of  the  17^,  and  for  violations  of 
certain  provisions  of  the  1940 
Act  (with  respect  to  banks  and 
bank  affiliates  serving  as 
investment  advisers  to  registered 
investment  companies) . 
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enumerated  in  Section  203 (e)  of 
the  JAA. 

These  acts  include:  (i)  willfully 
violating  or  willfully  aiding  or 
s^Detting  a  violation  of  a  federal 
securities  law  or  rule,  (ii) 
willfully  making  or  causing  to  be 
made  in  any  filing  required  under 
the  lAA  a  materially  false  or 
misleading  statement,  or  making  a 
materially  false  or  misleading 
omission  in  such  a  filing,  (iii) 
being  convicted  within  the  last 
ten  years  of  a  securities- related 
felony  or  misdemeanor,  or  (iv) 
being  the  subject  of  a  permanent 
or  temporary  injunction  regarding 
acting  as  an  investment  adviser 
or  other  securities  broker  or 
dealer,  or  as  an  affiliated 
person  of  any  investment  bank, 
bank,  insurance  company  or 
equivalent  foreign  entity. 

The  Commission  may  also,  in  the 
case  of  a  registered  investment 
adviser,  revoke  the  registration 
of  such  adviser,  and,  in  the  case 
of  a  person  associated  with  or 
seeking  to  become  associated  with 
an  investment  adviser,  bar  such 
person  from  becoming  associated 
with  an  adviser,  pursuant  to  the 
Scime  procedures  and  under  the 
same  circumstances. 

a.    Imposition  of  Civil  Money 
Penalties 

In  any  administrative 
proceeding  commenced  pursuant  to 
Section  203(e)  or  (f)  (discussed 
above),  Section  203  (i)  of  the  lAA 
authorizes  the  Commission  to 
impose  civil  money  penalties 
against  any  person,  if  it  finds, 
on  the  record  after  notice  and 
opportunity  for  hearing,  that 
such  penalty  is  in  the  public 
interest,  and  that  such  person 
has:  (i)  willfully  violated  any 
provision  of  the  federal 
securities  laws  or  regulations 
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thereunder,  (ii)  willfully  aided 
or  abetted  such  a  violation  by 
another  person,  (iii)  willfully 
made  or  caused  to  be  made  in  any 
filing  required  to  be  made  under 
the  lAA,  false  or  misleading 
statements  with  respect  to  any 
material  fact,  or  has  omitted  any 
material  fact,  or  (iv)  failed 
reasonably  to  supervise,  with  a 
view  to  preventing  violations  of 
the  provisions  of  the  lAA, 
another  person  who  commits  such  a 
violation,  if  such  person  is 
subject  to  his  supervision. 

b.    Cease -and-Desist  Orders 

Section  203  (k)  of  the  lAA 
authorizes  the  Commission  to 
impose  both  permanent  and 
temporary  cease-and-desist  orders 
if,  after  notice  and  opportunity 
for  hearing  (unless,  in  the  case 
of  a  temporary  cease-and-desist 
order,  the  Commission  determines 
that  notice  and  hearing  would  be 
impracticable  or  contrary  to 
public  interest) ,  the  Commission 
finds  that  any  person  is 
violating,  has  violated,  or  is 
about  to  violate  any  provision  of 
the  lAA  or  any  rule  or  regulation 
thereunder. 
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SPECIAL 


REQUIREMENTS 


FOR 


INVESTMENT  ADVISERS  TO  RSGISTERgP 
INVESTMENT  COMPANIES 

•  The  1940  Act  contains  certain 
requirements  applicable  to 
investment  advisers  to  investment 
coa^anies,  including  mutual 
funds,  as  described  below.  These 
requirements  are  In  addition  to 
the  regulations  applicable  to 
registered  Investment  advisers 
under  the  lAA. 


SPECIAL 


REQUIREMENTS 


INVESTMENT  ADVISERS  TO  REGISTERED 
INVESTMENT  COMPANIES 

•  While  banks  and  bank  holding 
companies  are  specifically 
excluded  from  the  lAA' s 
definition  of  Investment  adviser, 
banks  and  bank  holding  co]I^>anles 
are  not  excluded  from  the  1940 
Act's  definition  of  Investment 
adviser,  and  are  therefore 
subject  to  requirements 
applicable  to  Investment  advisers 
to  mutual  funds  under  the  1940 
Act.  The  1940  Act's  definition 
of  affiliated  person  Includes  any 
investment  adviser  to  a  mutual 
fund,  so  banks  are  also  subject 
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G.  INVESTMENT  ADVISORY  CONTRACT 

•  Investment  advisers  to 
investment  companies  are  required 
to  have  a  contract  with  the 
Investment  company,  which  must 
contain  certain  terms,  including 
the  amount  of  compensation. 

Section  15(a)  of  the  1940  Act 
requires  an  investment  adviser  to 
a  registered  investment  company 
to  have  a  written  contract.  The 
contract  must  be  approved  by  a 
vote  of  a  majority  of  the  fund's 
outstanding  voting  securities. 
The  contract  must  precisely 
describe  all  compensation  to  be 
paid  thereunder.  If  the  contract 
continues  in  effect  for  more  than 
two  years,  its  continuance  must 
be  specifically  approved  at  least 
annually  by  the  fund's  board  of 
directors  or  shareholders.  The 
contract  must  provide  that  it  may 
be  terminated  by  the  fund's  board 
of  directors  or  shareholders  at 
any  time,  and  without  the  payment 
of  any  penalty,  on  not  more  than 
sixty  days'  written  notice  to  the 
adviser.  Finally,  the  contract 
must  provide  for  its  automatic 
termination  in  the  event  of  its 
assignment. 


to  the  1940  Act's  provisions  for 
affiliated  persons.  Banks  are 
therefore  subject  to  the 
provisions  of  the  1940  Act 
(described  at  left)  in  the 
investment  advisers  column  of 
this  chart.  Comparable  banking 
regulations,     if    any,    are 


discussed,  supra. 
noted  below. 


in  the  sections 


G.    INVESTMENT  ADVISORY  CONTRACT 

•  Federal  banking  law  does  not 
require  a  bank  acting  as 
investment  adviser  to  a  mutual 
fund  to  have  an  investment 
advisory  contract  with  the  fiind. 


/■ 
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H. 


FIDUCIARY  DUTIES 


H. 


FIDUCIARY  DUTIES 


•  The  194.0  Act  liiq>oses  fiduciary 
duties  on  investment  advisers  to 
mutual  funds. 

Section  36(a)  of  the  1940  Act 
authorizes  the  Commission  to 
bring  an  action  against  a  fund's 
investment  adviser  for  any  act  or 
practice  that  is  a  breach  of 
fiduciary  duty  involving  personal 
misconduct  in  respect  of  the 
fund.  Section  36(b)  imposes  a 
fiduciary  duty  on  an  investment 
adviser  to  a  registered 
investment  company  with  respect 
to  any  compensation  for  its 
services,  or  payments  of  a 
material  nature,  paid  by  the  fund 
or  its  shareholders. 

Section  17  of  the  1940  Act 
contains  certain  enumerated 
restrictions  on  principal  and 
agency  transactions  between 
registered  investment  companies 
and  their  affiliated  persons. 
These  restrictions  are  intended 
to  prevent  conflicts  of  interest. 
As  noted  above,  Section  2(a)(3) 
of  the  1940  Act  defines 
"affiliated  person"  to  include 
any  investment  adviser  of  an 
investment  company. 

Section  17  (j)  of  the  1940  Act 
prohibits  affiliated  persons  of  a 
registered  investment  company 
from  engaging  in  fraudulent  acts 
and  practices  in  connection  with 
personal  transactions  in 
securities  that  are  held  or  to  be 
acquired  by  the  fund.  To  prevent 
such  fraud.  Rule  17j-i  under  the 
194  0  Act  requires  every 
registered  investment  company  to 
adopt  a  code  of  ethics  containing 
provisions  reasonably  designed  to 
prevent  such  fraudulent 
activities.  Further,  certain 
insiders  of  the  investment 
company  and  its  investment 
adviser  must  submit  to  the  fund 


•  As  noted  above,  under  federal 
banking  law,  banks  acting  as 
Investment  advisers  to  investment 
con^euaies  are  subject  to  certain 
fiduciary  standards.  (See 
additional  discussion,  supra .  at 
II. C.) 
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periodic  reports  on  their 
personal  securities  transactions. 

Section  17(b)  of  the  1940  Act 
permits  a  registered  investment 
company  to  maintain  custody  of 
its  assets  with  any  bank.  If  a 
fund's  custodian  bank  is  an 
affiliated  person  of  the  fund, 
however,  the  Commission's  staff 
requires  that  the  custody 
arrangement  comply  with  Rule  17f- 
2  under  the  1940  Act,  which  sets 
forth  the  conditions  that  an 
investment  company  must  meet  if 
it  has  custody  af  its  own  assets. 
Among  other  things,  the  rule 
requires  that  an  independent 
public  accountant  perform  at 
least  three  audits  per  year  of 
the  fund's  assets  held  by  the 
custodian,  at  least  two  of  which 
must  be  surprise  audits. 
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I.    RECORDKEEPING  REQUIREMENTS 


•  Investment  advisers  to 
registered  investment  coiq>anies 
are  required  to  maintain  certain 
books  and  records. 

Investment  advisers  to  registered 
investment  companies  are  subject 
to  the  recordkeeping  requirements 
applicable  to  registered 
investment  advisers  under  Rule 
204-2  of  the  lAA.  (1940  Act  Rule 
31a-l(f ) ) 


•  As  noted  above,  bzuik 
investment  advisers  are  generally 
not  required  by  federal  banking 
law  to  keep  particular  records 
respecting  their  investment 
advisory  activities.  (See 
additional  discussion,  supra .  at 
II. O.) 
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